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PART I
INTRODUCTION, THEORY AND LITERATURE

Chapter 1
Introduction
1.1 Introduction
Privatisation has become a central feature of the economic policies of a variety of nations in the
developed and developing world and in the capitalist, as well as, in the previous socialist states.
Governments all over the world have begun privatising state-owned enterprises. During 1980's
and early 1990's, more than 15,000 state-owned enterprises have been privatised; most of
them since 1990 [Kikeri, Nellis & Shirley, 1994].
The wave of privatisation in Western developed countries began in 1979 when Mrs.
Thatcher became Prime Minister of UK. Many state-owned enterprises in the UK, such as,
British Gas, British Airways, Rolls Royce, and the British Airports Authority were sold to
private investors. “The sales of state-owned enterprises' assets in the UK generated more than
34 billion pounds until 1992 [Moore, 1992, p.115].” Other developed nations, such as, France,
Italy, The Netherlands and Japan also implemented privatisation programs. In the Western
developed economies, governments privatised public enterprises in order to improve the
efficiency of the state-owned enterprises, to motivate the public to become shareowners and
to alleviate governments’ budget deficits. The highly developed financial markets and the limited
number of state-owned enterprises to be privatised in the West facilitated the privatisation
process.
The fall of the Berlin wall in 1989 and the collapse of the communist political system in
Eastern Europe and the former USSR in 1991 made the privatisation of state-owned
enterprises the focus of discussion within and outside Eastern Europe. “In the former EastGermany (GDR), the Treuhand has sold a total of about 6,000 whole enterprises and another
6,000 parts of enterprises during mid 1990 to mid 1993 [Carlin, 1993, p.1].” Similarly, other
Central and Eastern European countries such as Hungary, Czech Republic, Poland, Russia,
Ukraine, Romania and others have privatised many state-owned enterprises worth billions of
dollars and the privatisation process is still continuing.
In the former communist countries of Central and Eastern Europe, privatisation now plays
a crucial role in transforming these countries into a market economy. There are thousands of
enterprises in manufacturing, service and retailing that are to be divested immediately to private
investors. However, there are no mature financial markets and the people do not have money
to buy companies. In addition, strong labour unions are impeding the privatisation process. On
the part of the government the deficit of the state budget constitutes the most immediate
pressure to find additional resources, that is, revenues from privatising state-owned enterprises.
Foreign investment is also expected to bring in foreign currency, new technology and
management skills into the ailing Central and East-European industries. However, experience
so far shows that foreign investment in the former communist countries is very small and is
targeted on profitable companies or those companies which have a domestic market or an
export potential. The large manufacturing enterprises, in particular those with financial difficulties,
did not attract foreign investors and are still in the hands of the state [Wijnbergen, 1997].
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The collapse of the communist system had also its repercussions in the developing countries
of Africa, which were following a Marxist ideology, such as, Ethiopia, Mozambique and
Angola. At present all these countries are engaged in privatisation of state owned enterprises.
On May 24, 1991, the Eritrean Peoples Liberation Front (EPLF) liberated Eritrea from the
colonisation of Ethiopia. Industries in Eritrea, which were nationalised by the Ethiopian socialist
government, have then been transferred to the ownership of the State of Eritrea. The loss
making state-owned enterprises are, however, becoming a burden to the meagre economy of
the new nation. The Government set as an objective for the new Eritrea to realise knowledgeintensive and export oriented industries and services. In its macro-policy, the Government
articulated that the ultimate objective of the government is to withdraw completely from
operating public enterprises and leave them to the private sector. The policy promotes that the
private sector is the lead actor in the economic activities of Eritrea. The Government is,
moreover, committed to privatising state-owned enterprises in manufacturing, banking and other
services, as well as the public utility companies. The Government of Eritrea established a
Privatisation Agency in 1995. Privatisation of the state–owned enterprises is expected to bring
efficient and competitive enterprises that contribute to the development of Eritrea. In 1997, the
Government of Eritrea has started with the privatisation of thirty-nine manufacturing enterprises.
However, in Eritrea the people are also poor, there are no financial markets at all and it was
hoped that foreign multinationals could be interested in acquiring these companies. However,
the loss making enterprises do not attract foreign buyers and the liquidation of large enterprises
is not an option because of high social cost such as unemployment and deindustrialisation.
Even though privatisation is in process in the former socialist countries of Africa, most
research on privatisation was focused on the transition economies of Central and Eastern
European countries. There is not much research on the process of privatisation and restructuring
of the former socialist countries of Africa so far and country specific studies are lacking
[Bennell, 1997]. This research tries to fill in the gap by focussing on the privatisation of stateowned manufacturing enterprises in Eritrea. Manufacturing enterprises employ the majority of
the workforce in Eritrea and they have a large impact on the economy. The enterprises,
moreover, provide a good case to understand the process and problems encountered in
privatisation in a developing country.
1.2 History of the Eritrean Manufacturing Industries
Historically, Eritrea has been a trading nation, given its strategic location and easy access to the
markets of the Middle East, Africa and Europe. Eritrea has a long history of industry and
manufacturing. By the end of 1945 there were more than 300 small, medium and large factories.
In the 1950's and 1960's, Eritrea had a sound economic foundation, that is, well distributed
and diversified transport and communication networks, a number of small and medium-scale
private enterprises, commercial farming plots and industrious entrepreneurs and workers.
Almost all the factories and industries that exist today were built towards the end of the Italian
colonial era, the Federation period and the Haile-Selassie era. The total number of factories was
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estimated to be 160 by 1970's, of which 67 were regarded as large. Their capital investment
was estimated at 25-37 million Nakfa 1 [Mebrahtu, 1995, p. 13].
In 1975 the Socialist Government of Ethiopia nationalised all large-scale industries in Eritrea.
The regime imposed strict price controls and introduced import restrictions, which both reduced
the scope for efficient business operations. After nationalisation, the majority of the industries
had been facing several problems and the state-owned enterprises were running with a
government subsidy to provide employment. These industries were also managed by individuals
who had only political affiliation to the ruling Workers Party of Ethiopia, but no management
calibre and thus, the factories became inefficient loss makers. The dismal economic situation and
the poor performance of the public enterprises was compounded by the protracted war for
independence (1961-1991), which not only resulted in a large number of displaced people and
other war victims, but also exacerbated the shortage of skilled manpower and the inadequacy
of institutional capacity.
When Eritrea became independent from the Ethiopian colonisation and the nationalised
industries were transferred to the Government of Eritrea. The Eritrean Government inherited
inefficient manufacturing enterprises that accounted for over 85% of manufacturing output and
90% of industrial employment. The Government of Eritrea has already issued Proclamation No.
83/1995, in which the National Agency for the Supervision and Privatisation of Public
Enterprises (NASPPE) to privatise state-owned enterprises was established.
1.3 Relevance of this Study
In many countries, particularly in the poorest countries, the inefficient, loss-making stateowned enterprises are a significant burden on government budgets and scarce resources in
many countries. “These enterprises hinder growth, impede market liberalisation, and thus both
directly and indirectly limit efforts to reduce poverty [World Bank, 1995, p. xi].” A key task
facing the economies in transition is to transform state-owned enterprises (SOE's) into value
maximising private firms. The ultimate goal of the transformation is not merely to engineer a
change in ownership, but also to increase efficiency, flexibility and competitiveness of
enterprises, that is, to create organisations that use their assets efficiently and which are capable
of competing effectively in an open market economy. Privatisation can be an important means
to achieve competitiveness and to reduce political interference. But selling public enterprises
poses formidable problems. According to Bennell [1997, p. 1798], “the actual saleability of
state-owned enterprises, in particular the larger ones, has remained a key constraint in most
Sub-Saharan Africa (SSA).” The number of potential buyers is often limited, and capital
markets in developing countries are often inadequate or non-existent for absorbing divestitures.
Selling enterprises to an underdeveloped private sector, with limited savings and borrowing
1 Prior to November 1997, the official currency in Eritrea had been the Ethiopian Birr. However,
afterwards, the Eritrean government has introduced the Nakfa as an official currency of Eritrea. The
Ethiopian Birr was exchanged to Nakfa on 1 to 1. Therefore, all data in this study are reported in Nakfa.
The exchange rate of a Nakfa to a US$ was pegged to about 6 Nakfa during 1993-November 1997 and
afterwards floating about 7.20 Nakfa [GOE, 1998].
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capacity proved to be a slow and torturous process in particular situations where capital
markets are non-existent and where reliable valuations of state assets up for sale are absent.
The focus of this study is the Eritrean example. Therefore, the first characteristic of this study
is to present a privatisation experience of one SSA country.
Privatisation is generally one aspect of a transformation process that includes macroeconomic and micro-economic reforms. Macro-economic reforms include, price and trade
liberalisation, monetary, fiscal currency exchange policies and stabilisation measures. These
reforms have been introduced in many transition countries. However, the hoped-for overall
regeneration of industry and the achievement of industrial competitiveness in the former socialist
countries have not yet taken place. It is now clear that the success of transformation in the
former socialist countries will depend on more than macro-economic reforms. In particular
transformation also has to focus on micro-economic measures in order to induce appropriate
supply responses. Experience shows that restructuring at the firm level will not take place
automatically in response to macroeconomic policy changes or rapid shifts in global conditions.
The transformation should also concentrate on removing the micro-level bottlenecks (obsolete
technology, lack of marketing and management skills, lack of committed owners and
overstaffing) which are impediments to a country's development [UNIDO, 1994]. A second
characteristic of this study, therefore, is a micro level approach to the privatisation of
enterprises.
In order to create enterprises which are saleable to investors, the firm's management, as well
as, the government may need to engage in enterprise restructuring, like organisational,
technological, labour, market, financial, product and management restructuring [Carlin et al.,
1995]. A major dilemma in the transition countries is whether restructuring should precede or
follow privatisation. There has been a great deal of argument over the appropriate sequence of
restructuring and privatisation [Kikeri, Nellis, and Shirley, 1992; Pinto et al., 1993; Boycko,
Shleifer, and Vishny, 1996a]. There is, however, often a need to restructure companies, at least
partly, to make them viable to attract buyers, while later further restructuring by the new buyers
may be required to make companies internationally competitive. According to Pinto et al.
[1993, p.222], “state-owned enterprises' managers believe that prior restructuring is necessary
for privatisation.” In line with this argument, the Government of Eritrea has taken some
restructuring measures in 1995 to prepare enterprises for sale such as labour shedding,
organisational restructuring and financial restructuring through the introduction of hard budget
constraints to make enterprises self financing. A third characteristics of this study will thus be
assessing the adequacy of restructuring measures before privatisation. In order to assess
the adequacy of these measures, it is necessary to evaluate the impact of these changes on
company value and management behaviour. How far profitability and competitiveness have
been restored in the manufacturing sector during the transition period will be assessed. This
means that the determinants of company value have to be identified. Enterprises need to be
managed to enhance value to compete in the new market environment. A fourth characteristic
of this study then is that it tries to evaluate how the manufacturing enterprises in Eritrea
create value. However, how value has been created is only one part of creating viable
enterprises. The other part is the question whether more value could be created. Sources of
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value creation potential in enterprises needs to be assessed. Viable enterprises contribute to the
economic growth of a country by providing employment and generating wealth. In order to
study this, we interviewed managers. The final characteristic of this study is, therefore, that we
use management opinions in evaluating whether value is adequately created and whether
it can also be created further.
From these five characteristics, we hope, in a nutshell, that this study will improve our
understanding of micro and managerial approaches to how enterprise value is (and can be)
affected by privatisation and restructuring using the case study of enterprises in Eritrea, a
country in the SSA. The combination of the five characteristics is new. This research provides
a managerial perspective of privatisation and restructuring of enterprises in transition and links
privatisation and value creation. It shows how enterprises are prepared for privatisation and
how companies are managed differently due to privatisation. Since the privatisation process also
takes a lot of time, this book also provides new insights in the functioning of enterprises in
transition and it provides evidence on the consequences of a long privatisation period.
Moreover, Parker [1999, p. 33] argued that “There is a need of assessing the impact of
privatisation in terms of power and control.” Hart [1995] also advocated that power and
control can be used to explain the recent transition of industries to a market economy and
indicated that research is lacking. Our study sheds new light on the influence of privatisation on
management power and ownership control in a business. In addition, it provides a multi-level
and a multi-period data analysis of manufacturing enterprises in Eritrea and uses a unique data
set of Eritrea.
Most privatisation research focuses at macro level issues (country level). After several years
of transition experience in the Central and Eastern European countries, the theory is still poorly
developed particularly in the creation and development of market value [Dewatripont and
Roland, 1996]. The empirical evidence generally used to measure and understand restructuring
is also inadequate [Carlin, Reenen & Wolfe, 1995]. According to Estrin, Gelb & Singh [1995,
p.132], “there is little information on how the reforms have impacted on the economic behaviour
and choices of firms and on their responses to the new environment.” Megginson and Netter
[1999] indicated that there is only limited empirical evidence on the impact of economic
reforms on firm performance during pre-privatisation. According to Djankov and Pohl [1997],
the restructuring of large enterprises has received much attention and the need to transform
these enterprises into viable firms is widely acknowledged, but the extent of such restructuring
and the determinants that underlie a successful transformation are less studied. Moreover,
research on privatisation from a firm level perspective is clearly lacking a theoretical and an
empirical basis [De Castro & Uhlenbruck, 1997, p. 139]. Therefore, this study will contribute
empirical evidence to the studies of transition economies.
We argue that firm-level analysis within the state-owned sector is useful for generating
pragmatic policy guidelines. We also hope that with this approach we will be able to assist the
Eritrean Government and investors in finding an adequate solution for privatising and
restructuring the enterprises.
1.4 Research Questions
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The central theme of this study is: whether and how the state-owned enterprises in Eritrea
are restructuring into value creating, private companies and what lessons can be
learned from their experiences.
According to Stark [1996, p. 110], “as in all versions of modernisation theory, transitology
begins with a future that is not only desired but already known. The destination has been
designated: Western Europe and North America hold the image of the East European future.”
The experience of privatisation and restructuring of enterprises in Central and Eastern Europe
and in the developed economies of the West can provide helpful lessons for Eritrea. Therefore,
the first question that will be addressed in this study is: 1. What lessons can be learned from
the experiences of other countries to facilitate restructuring and privatisation of
enterprises in Eritrea? The experiences of the developed economies of the West and the
Central and Eastern European countries are reviewed and analysed to learn lessons for Eritrea.
According to Corbett and Mayer [1991] governance is an important issue that has not
received adequate attention in the debate on transition. Therefore, the second question that will
be addressed in this study is: 2. How effectively are the enterprises in transition
governed? The theories of property rights, agency and incomplete contracts are reviewed to
find implications for the enterprises in transition. The corporate governance experience of the
transition economies is analysed to learn lessons for enterprises in Eritrea.
In order to assess the improvement of value of the manufacturing enterprises in Eritrea during
the study period, we will need to know the determinants of value, that is, the sources of value
in business enterprises. Moreover, company valuation is a prerequisite for successful
privatisation. The determinants of the value of the firm during privatisation are essential for fixing
the price and for avoiding overvaluation or undervaluation. Hemming [1995] states that if an
enterprise is sold at its fair market value, everybody can benefit from efficiency improvements
not achievable under state ownership. If there is free disposal or heavy discounted selling of
companies, it is inconsistent with equitable sharing of national wealth. However, determining the
value of an enterprise for sale is not easy in a transition economy because there are no mature
market mechanisms that one can rely on. The issue of how to evaluate companies and which
method to use is essential for successful and transparent privatisation of enterprises. “The
saleability of companies to be privatised depends upon the profitability or potential for profit,
productivity, strategic buyer and specific characteristics of the individual company [Shafik,
1995, p. 1146].” The ultimate goal of transition to a market economy, according to Djankov
and Pohl [1997], is to transform from a highly distorted economy with many loss-making firms
to a “normal” market economy in which the overwhelming majority of firms are profitable.
Therefore, the third question that will be addressed in this study is: 3. What are the
determinants of value creation in an enterprise? The determinants of restructuring and
value creation in a business are identified from the literature in finance of the Western market
economies because the ultimate goal of transition is creating a market-oriented company in a
market driven economy.
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The key task of the economies in transition is to transform state-owned enterprises
(SOE's) into value maximising private firms. Therefore, transformation is not simply changing
ownership, but also increasing efficiency, flexibility, and competitiveness of enterprises.
Profitable enterprises attract plenty of interest from investors; therefore, the critical issue of
transformation is how to improve the performance of the enterprises to make them profitable.
“Selling an enterprise as a competitive going concern is, moreover, easier and quicker to
accomplish [UNIDO, 1994, p. 58].” Selling enterprises as on-going concerns is more valuable
than liquidation in Eritrea because the machinery is old which thus cannot be of any use except
as a scrap value. Therefore, the question of asset stripping by foreigners or domestic investors
is not an issue in Eritrea. The government privatisation policy also clearly indicates that buyers
are expected to continue operation of the companies and new investors are prohibited from
dismantling machinery for asset stripping purposes. Privatised enterprises are expected to
continue operation and new buyers will be engaged in further restructuring the enterprises to
improve efficiency, and the value of the companies. Therefore, improving the on-going value of
enterprise will help in attracting buyers during the transition and in increasing the private sector
contribution to economic development of Eritrea. The fourth research question, therefore, is
aiming at assessing whether and how the manufacturing enterprises in Eritrea are improving their
performance. For this reason, we will need to study the past performance of the enterprises and
management's future plans to improve company value. Therefore, the following group of
questions is addressed in this study: 4. Have companies been creating value during 19911997, to what extent and how? The past value performance of the manufacturing enterprises
in Eritrea will be collected from financial and other documents of the companies. The
management interviews also provide explanations of how enterprises are creating or destroying
value.
The changes that are introduced in restructuring enterprises during the privatisation
process have an impact on value of the manufacturing enterprises. The effectiveness of the
restructuring techniques used and the privatisation methods strived for are essential in judging
whether the objective set is achieved or not and in assessing if there is a need for further
improvement. Management plays a key role in restructuring enterprises and empowerment of
management helps in creating value in a business. The managers’ decisions, policies and
practices influence firm value. The challenges that managers face during transition to market
economy also influence their attempt to enhance firm value. Due to this, it is essential to study
how management behaves during transition to a market economy. Therefore, the following
qualitative question is studied: 5. How are managers trying to maximise enterprise values?
To answer this question, an in-depth interview with the company managers was conducted to
reveal management strategy in restructuring their companies. The different types of restructuring
that relate to company operations, investment, financing and governance are discussed in the
theoretical and empirical parts of this study.
Understanding of how the privatisation of the economy and the privatisation process is
influencing firm behaviour at the time of transition to a market economy and how firms are
adjusting to the new market environment is essential. It is also important for policy makers to
assess how different industries respond to privatisation of the economy and privatisation
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process. Therefore, the following question is asked: 6. How is the process of privatisation
influencing the manufacturing industries in Eritrea? Comparative study of the industries
in Eritrea is conducted to investigate the variation and commonalties of the industries and to
learn lessons from their experiences.
The lessons from the experience of restructuring and privatisation processes in the
manufacturing enterprises in Eritrea are relevant for the company management, the government
of Eritrea, and others. Therefore, the following questions are posed: 7. What implications
does the study have and how can privatisation and restructuring programs be designed
and implemented most effectively? The findings of the study and their implications contribute
to designing effective privatisation and restructuring programs to transform enterprises into value
creating private companies.
Table 1.1. shows the Sub-questions Related to the Structure of this Thesis
No.

Sub-questions

1.

What lessons can be learned from the experience of other
countries to facilitate privatisation and restructuring of
enterprises in Eritrea?
How effectively are the enterprises in transition governed?

2.
3.
4.
5.
6.
7.

What are the determinants of value creation in an
enterprise?
Have companies been creating value during 1991-1997, to
what extent and how?
How are managers trying to maximise enterprise values?
How is the process of privatisation influencing the
manufacturing industries in Eritrea?
What implications does the study have and how can
privatisation and restructuring programs be designed and
implemented most effectively?

Part I

Part II

Part III

Part IV

x
x
x
X
X
X

x

1.5 Organisation of the Book
This book is organised in 4 parts and 13 chapters. Part I deals with introduction and literature
review (chapters 1, 2, 3 and 4) and Part II deals with the conceptual framework for the study
and the research design (chapter 5). Part III deals with the empirical study of enterprises in
Eritrea (chapters 6-12) and finally, Part IV summarises and concludes the study (chapter 13).
An overview of the four parts and their interrelations, as well as the level of analysis, is given in
figure 1.1.
This chapter has introduced the recent phenomenon of privatisation, restructuring and the
background history of the manufacturing enterprises in Eritrea. It also explored the basic
problems encountered by state-owned enterprises in the former socialist countries and posed
questions to be addressed in this research.
In chapter 2, the literature on privatisation is reviewed. How companies are privatised in the
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developed countries in the West and in the former socialist countries and Sub-Saharan Africa
is studied to learn from their experiences. The problems that the countries face in privatisation
and the tools they are using to solve these problems are studied.
In chapter 3, literature on corporate governance in the developed economies of the west and
in the transition economies is reviewed to highlight the governance issues and problems
encountered in transition in order to learn lessons for Eritrea. The theories of property rights,
agency and incomplete contracts are analysed to find implications for enterprises in transition.
The issue of management empowerment and ownership control is discussed to assess its
influence on creation of value in a business.
In chapter 4, the literature on corporate restructuring and value creation of both the
developed and transition economies is reviewed. The restructuring and value creation theories
of Copeland, Koller and Murrin Model [1990], Porter’s Value Chain Model [1985], Crum and
Goldberg [1998] and Rappaport’s Value Network Model [1986] are analysed to highlight the
restructuring and value creation issues and to design a conceptual framework for analysis for
this study. The experience of the transition economies was also reviewed to learn lessons from
the success and failures of those countries in restructuring enterprises.
In chapter 5, the conceptual framework (model) for this study is designed and the
methodology of this research is presented. The research design used for this study is a case
study approach in which also secondary data like financial statements and other documents are
used to gather relevant information. In addition, extensive in depth interviews with company
managers revealed relevant aspects related to value creating strategies of the enterprises.
In chapter 6, the economic background and economic outlook of Eritrea is presented and
the economic reforms such as trade and price liberalisation, tax reforms, investment policies are
explored. The privatisation and private sector development in Eritrea is assessed and its
progress is evaluated.
In chapters 7-10, we present the empirical results of case studies of food processing,
beverage, footwear and leather and textile industries in Eritrea respectively. The operations,
investments, financing, governance, value creation and constraints in value creation of the
companies are investigated. The cases reveal the underlying and contributing causes for success
and failure in different circumstances. Through these studies, variances and commonalties could
emerge that will enable us to answer the questions posed. In chapter 11, the case studies of
food processing, beverage, footwear and leather and textile industries are compared to identify
similarities and differences in structure and in the impact of privatisation. In chapter 12, we
analyse the ‘privatisation trap’ and we document the influence of privatisation on enterprise
operations, investment and financing, and governance. Moreover, we try to assess ways of
avoiding the ‘privatisation trap’.
Finally in chapter 13, a synthesis of the results of the study is presented. The findings of the
study are elaborated, implications of the study are assessed and some policy recommendations
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Chapter 2
Privatisation
2.1 Introduction
Effective programmes of transition to a market-based economy involve many elements both
of a macro and a micro character. Some of these programmes include privatisation, managing
and restructuring enterprises, establishing an appropriate environment by liberalising prices,
building financial intermediaries and promoting competitive market conditions [Ernst,
Alexeev, Marer, 1996]. In this chapter, we will study privatisation.
We describe privatisation in section 2.2 and in section 2.3, we present the privatisation
experience of developed economies. In section 2.4, we analyse the privatisation experience of
the transition economies of Central and Eastern Europe and in section 2.5, we discuss the
privatisation experience of Sub-Saharan African countries. Finally in section 2.6, we
summarise the chapter and highlight the lessons that can be learned.

2.2 What Does Privatisation Mean?
A clear definition helps in avoiding ambiguity and facilitates a comprehensive analysis for an
in-depth investigation of the issue in all its aspects. In the literature, several authors define
privatisation differently. Some authors define privatisation narrowly to mean the sale of stateowned assets. Kikeri, Nellis and Shirley [1994] defined privatisation as the transfer of a
majority ownership of state-owned enterprises to the private sector by the sale of ongoing
concerns or assets following liquidation. Ramamurti [1992, p. 225] argues that privatisation
“refers to the sale of all or parts of a government’s equity in state-owned enterprises to the
private sector.” According to World Bank [1996, p. viii], privatisation is defined as “the
divestiture by the state of enterprises, land or other assets.”
Several other authors see privatisation as a wider phenomenon encompassing
interconnected activities that reduce the government ownership and control of enterprises and
that promote private sector participation in the management of state-owned enterprises.
Vickers and Wright [1988] view privatisation as an umbrella term for a variety of different
policies that are loosely linked which mean the strengthening of the market at the expense of
the state. Hartley and Parker [1991, p. 11] define privatisation as “the introduction of market
forces into an economy in order to make enterprises work on a more commercial basis.” They
argue that privatisation embraces denationalisation or selling-off state-owned assets, deregulation (liberalisation), competitive tendering, as well as the introduction of private
ownership and market arrangements in the ex-socialist states. Cook and Kirkpatrick [1988,
p.3] define privatisation as “a range of different policy initiatives intended to change the
balance between the public and private sector and the services they provide.” They
distinguish three main approaches to privatisation: a change in the ownership of the
enterprise, liberalisation or deregulation, and a transfer of goods or services from the public
to the private sector even if the government retains ultimate responsibility for supplying the
service.
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From a transition point of view, Blommestein, Geiger and Hare [1993, p.11] see
privatisation as “any transfer of ownership of a state enterprise to other agents which results
in their effective private control of the business.” They argue that privatisation does not
require a majority stake to be held by any private owner or group of owners; it is also
compatible with some shares being retained by the ministry of finance (or another body
charged with holding state assets). Figure 2.1 shows the classification of activities associated
with privatisation.
Figure 2-1. Activities Included in Defining Privatisation
Market liberalisation, liberalisation of prices and trade and
encouraging competition in the economy
Transfer operations of state-owned assets to
private enterpreneurs, such as contracting out.
Sale of state-owned assets to private
investors.

The Eritrean government in its macro policy outlined that the government is aiming at
reducing the role of the public sector and increasing the role of the private sector in the
economy. In 1991, the Government adopted a free market policy and liberalised trade and
prices and in 1995, reformed the manufacturing enterprises into separate autonomous entities.
At the end of 1996, the government announced the sale of 39 of these enterprises. In this
study, we are examining the influence of the privatisation process on the creation of value
and the responses and behaviour of managers to the economic reforms. Due to this, in this
research, we define privatisation broadly to mean the process of transfer of state ownership to
the private sector, the transfer of operations of state-owned assets to private entrepreneurs,
and the liberalisation of prices and trade to encourage competition (see figure 2-1). It includes
the sale of state-owned assets from the public sector to the private sector. The state may sell
its equity in an enterprise wholly or partially such as establishing a joint venture. The
privatisation arrangement is usually accompanied by regulatory policies to privatise the
economy, among others, controls on entry and exit, prices, outputs and services supplied.
Defining privatisation broadly will help us to investigate the relevant issues and their
implications for the restructuring and enhancing the value of the state-owned enterprises in
the process of transition. The economic reforms, preparation of state-owned enterprises for
privatisation and methods used in privatising influence the restructuring and viability of the
enterprises during and after privatisation. In the following sections we will discuss the
privatisation of state-owned enterprise in the developed economies of the West, in the
transition economies of the Central and Eastern Europe and Sub-Saharan Africa to learn from
their experiences.
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2.3 Privatisation in Developed Economies
The literature on privatisation in developed economies reveals the objective of privatisation,
the justification for privatisation and the forms of privatisation methods used as well as the
privatisation experiences of these countries.
Objectives
Many state-owned enterprises are loosing money and policy makers are trying to privatise
these enterprises. One of the objectives of privatisation is, therefore, to transfer ownership to
private investors so that the enterprise will become efficient and profitable. The objective of
privatisation is based on the view that private sector operations outperform their public
counterparts. The World Bank [1996, p. 49] reports that “In established market economies
and middle to high income developing economies there is little doubt that private ownership
is a significant determinant of economic performance.” The private sector enterprises are
subject to economic disciplines not present in the state sector, and they respond to choices
made by consumers. The disciplines of competition and the need to earn a profit keep private
business leaner and more efficient than their public counterparts. A private firm can go
bankrupt if it fails to keep up with the competition; public sector activities rarely face a
similar prospect. The different penalties, which they face, seem to produce a difference in
performance. The aims of a government once it has opted for privatisation include: increasing
the size and dynamism of the private sector; attracting and facilitating private sector
investments from both national and foreign sources, freeing public resources for urgently
required investments in infrastructure and social programs [Bergen, Bauer and Kuber, 1994].
Privatisation may also have aims: like changing the behaviour of economic agents and
promoting entrepreneurship; improving corporate governance by subjecting companies to the
discipline of the market and finally reducing the budget deficit to harness savings and to
promote wide share ownership [Nestor and Nigon, 1996].
Why Privatisation?
Is privatisation necessary? Does it matter whether property is public, private, or something in
between? There are arguments in favour and against privatisation. Some of the arguments in
favour of privatisation summarised by Boorsma [1994, p. 25] are: “1. Privatisation increases
the (private sector and hence) economic growth. 2. Privatisation reinforces technological
development and innovative capacity. 3. Private enterprises are more efficient than public
enterprises. 4. Privatisation gives a budgetary advantage.” On the other hand also, Boorsma
[1994, p. 29] presents the following arguments against privatisation: “1. Privatisation leads to
higher costs. 2. Privatisation leads to reduction of employment. 3. Privatisation leads to
quality loss.” However, according to Boorsma [1994, p. 28] “The arguments in favour of
contracting out and the efficiency gain that can be achieved in that case have a theoretical
underpinnings and have been tested empirically. Other arguments are hardly substantiated
theoretically or little research is available to support them.”
Bishop, Kay and Mayer [1995] in describing the experience of privatisation in the UK
explained that there are three factors that justify privatisation: finance, information and
control. The issue of finance affects both the government and the firm in a privatisation
situation. The government avoids paying subsidies to ailing state-owned enterprises and
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raises revenue in the process of disposing of assets. The firms are also free to raise funds
from the capital markets. However, their conclusions indicated that privatisation has had only
modest effects on finances. The effect of privatisation on public sector accounts has been
negative and the capital markets have not been a central source of funding privatised
enterprises as predicted.
Information is of relevance in setting prices and providing incentives to managers.
Privatisation has helped companies to use stock market prices as a performance yardstick.
Competition encourages efficiency by allowing consumers to purchase from lowest-cost
suppliers and thus, it helps in achieving production efficiency by encouraging firms to
minimise costs. By lowering costs, they are able to increase profits and raise incomes of
managers and the remaining workers if their pay is related to corporate performance. The
authors found out that greater information transparency has been achieved due to
privatisation of state-owned enterprises.
Bishop, Kay and Mayer also argue that where price mechanisms alone are not adequate,
control is of relevance. Changes in ownership are most directly associated with changes in
control exerted by the state and a transfer of control to private investors. Privatisation of
state-owned enterprises in the UK has transferred control of the enterprises to the private
sector and weakened the control of trade unions. Moreover, the day-to-day government
involvement of operating firms has been significantly reduced, but periodic interventions to
undertake substantial restructuring of industries remain likely. Moreover, privatised
industries improved performance, however, the improvement originated from the imposition
of hard budget constraints by the government, clear commercial goals, performance pay and
decentralised and accountable management reforms introduced prior to privatisation.
According to Bishop, Kay and Mayer [1995, p. 13] “privatisation had little effect on
performance in the privatised state-owned enterprises in the UK.” The authors found that in
some companies the improvements that were actually made prior to privatisation made
privatisation possible and concluded that establishing correct structures before privatisation is
essential.
Martin and Parker [1997] examined whether 11 British firms, privatised during 1981-88,
improved profitability after being privatised and they found out mixed results. The authors
found evidence of performance improvement relating to restructuring prior to being
privatised (but not afterward). However, they could not determine whether performance
could have been improved without the spur of incipient divestiture or subsequent
privatisation.
More recent analysis of performance before and after privatisation in industrial and
developing countries reaches stronger conclusions in favour of private ownership, that
privatisation improves performance [Megginson and Netter, 1999]. Megginson et al. [1994]
compared the financial and operating performance of sixty-one companies from eighteen
countries (twelve developed economies and six developing economies) and thirty-two
industries that experienced full or partial privatisation between 1961 and 1990. Financial
indicators were used including profitability, sales levels, operating efficiency, capital
investment, leverage ratios and dividend payout figures. They found that following
privatisation firms typically increased sales, became more profitable, increased investment
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and improved their operating efficiency (measured by sales per employee and net income per
employee). They also found that on average employment did not decrease after privatisation,
as might have been expected, but it actually increased. They also found out that the best
performance results were related to privatisation when there were large changes in the senior
management or in the control structure. This places the emphasis on internal reorganisation
rather than on privatisation per se.
The privatisation of state-owned enterprises is also justified on the basis that there are also
factors that differentiate public and private firms. Pirie [1988] summarised the following
main characteristic differences: labour cost, consumer input, decision-making, conditions of
equipment and responsiveness to cost control. According to Pirie [1988] labour costs are
often the key to differences in efficiency between the private and public sector. Public
enterprises are usually overstaffed. Moreover, he argues that the consumer is able to exercise
a degree of control on private firms by deciding whether to shop with them or to seek
satisfaction elsewhere. The goods and services have to be oriented towards consumer
satisfaction in order to attract customers and to make profits. They have to be the goods and
services which consumers will choose to buy, and they have to offer the variety and the
quality sought. In addition, Pirie stated that decision making in the private side of the
economy is heavily based on economic factors. The choices of when to expand and where, of
the level of production to achieve, and the determination of a price - all of these decisions are
made on the basis of economic considerations. Firms have to gear their decision making to
the market. They have to deal with the level of demand and with the price and availability of
capital. On the other hand, in the public sector many of the important decisions are made on
political grounds. For instance, voter response to a price increase is an important factor in the
management of state-owned industries. Therefore public sector companies do not follow the
law of demand and supply: political objectives are pursued at the expense of economic ones.
Martin and Parker [1997] argue that there are similarities between the public and private
sectors, but there are also certain differences in operations and focus. They identify six
characteristics that highlight the differences between public and private sectors: management,
goals, organisational structure, labour, responsiveness to cost control, and nature and location
of the business. They argue that the proximate source of performance improvement lies
within the organisation itself. They advocate for change from “production orientation” in
which engineering and production staff dominate decision making to a “marketing focus”. In
addition, they note that the existing thinking of managers needs to be challenged.
The differences of public and private firms cited by Pirie [1988] and Martin and Parker
[1997] are summarised in table 2-1.
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Table 2-1 Distinction between the Public and Private Sectors
Public sector
Private sector
Management
Agent-principal
Blurred
Clear
relationship:
Orientation:
Inward and production focus
Consumer and marketing focus
Style:
Reactive
Proactive
Constraint:
Politically constrained
Stakeholders interests but less
constrained
Goals
Goal clarity:
Multiple and sometimes
Uni-dimensional (profit)
vague and conflicting (public
interests)
Focus:
On inputs
On outputs and outcomes
Organisational structure
Hierarchy:
Hierarchical pyramid and
Decentralised and diversified
centralised
Type of structure:
Functional
Business based on profit centres
Labour
Union strength:
High unionisation and
Lower unionisation and decentralised
centralised bargaining
bargaining
Payment:
Salary grading
Employment based on performance
Security:
High security of employment Low security of employment
Responsiveness to cost control
Cost Control
Less cost control due to tax
High cost control to become
financing
competitive
Nature and location of the business
Nature:
Politically and geographically Commercially determined
constrained
Development:
Limited business
Diversification, investment and
development
divestment, mergers and overseas
ventures
Location:
Mainly national
International and global orientation
Source: [Pirie, 1988; and Martin and Parker, 1997]
Forms of Privatisation Methods
The different methods used in privatising state-owned enterprises are discussed in depth in
this chapter in section 2.4 in relation to the experience of the transition economies. Therefore,
to avoid duplication, we will discuss only the share issue privatisation method here, because
it is a widely used method of privatisation in the developed economies. Share issue
privatisation is a method of selling state-owned enterprise by offering some or all of
government’s equity in a state-owned enterprise to investors. The objective of this method is
to involve small shareholders and larger institutional shareholders in the purchase of stateowned assets. The advantage of this method is that it can be used to promote wide share
ownership as all members of the public are invited to participate in the offer. However, there
are a number of disadvantages with privatisation conducted solely through a public offer.
According to Jenkinson [1998, p. 95] “Pricing the issue can be difficult because there is little
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information available to the government or its advisors as to the likely demand for the shares
and hence appropriate price. In addition, the price in a public offer has to be set some
considerable time (typically five to ten days) before the shares are allocated, so that investors
have time to receive the final prospectus and submit their bid. Such a time delay exposes the
issue to uncertainty and affects its stock market price. Moreover, since the objective of a
share issue is to encourage broad participation of the people, the government incurs large
marketing costs to advertise the offer.” The availability of highly developed financial markets
in the developed economies makes share issue privatisation there easier than in the
transitional and developing economies.

2.4 Privatisation in Transition Economies
The downfall of communism in the Central and Eastern Europe countries in 1989 and 1990
has marked a new era of transition from command economy to market economy. The Central
and Eastern Europe countries have experienced several years of transition now and a
description of what has taken place and an assessment of their experience can be useful for
other countries such as Eritrea, which are in an earliest stage of transition. In the following,
we analyse the general transition experience of the former socialist countries of Central and
Eastern Europe. We refer mainly to the experience of the Czech Republic, Former East
Germany (GDR), Hungary and Poland due to their relative advancement in the transition to a
market economy.
In order to privatise their economies, the former socialist countries of Central and Eastern
Europe have launched a programme of transition to a market economy. One important feature
of this transition is the desire to achieve a rapid transfer of property from the state sector to
the private sector. The principal steps of the transition programme are the liberalisation of
prices and import restrictions, convertibility of their nation’s currency, expansion of the
private sector, a macroeconomic anti-inflation policy, building financial intermediaries,
promoting competitive market conditions, privatisation, managing and restructuring
enterprises, social security and environmental policy.
In the following parts, we will describe the macro level issues in privatisation in the
transition countries (2.4.1) and discuss the methods used in privatising state-owned
enterprises (2.4.2). Moreover, we will analyse the obstacles encountered in privatising and
restructuring these enterprises (2.4.3) in order to learn form their experiences and explore the
issues and problems that need to be studied to facilitate privatisation and restructuring.
2.4.1 Macro-level Issues in Privatisation
The success of privatisation depends upon macro and micro level aspects. This research will
focus mainly on micro-level aspects in order to investigate the problem deeply. However, we
review the essential macro level aspects that facilitate privatisation and restructuring of firms
such as political environment of a country, economic condition, government policy, legal
environment, financial environment, infrastructure and human resources development in
order to understand the environment in which the state-owned enterprises in transition
economies are working [Ernst and Young, 1994].
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Political Environment
Privatisation and restructuring enterprises may lead to lay-offs of employees. This leads to
significant social tension in a country and thus politicians might refrain from approving
privatisation programmes. If the workers union has a strong position in enterprise
management, it hampers privatisation. The workers are also entitled to buy shares at discount
to minimise political tension during privatisation.
The political stability of a country is also one of the important conditions that attract
foreign investors. Political stability and government commitment to privatisation reduce
political risk and thus, investors would be confident that their investment would not be
expropriated. Countries with a more stable political situation enjoy higher foreign investment
than those countries with a less stable political situation.
Economic Conditions of a Country
A stable macroeconomic environment helps the progress of privatisation. The basic
objectives of macroeconomic stabilisation are to prevent hyper inflation, to eliminate price
distortions caused by subsidies and lack of competition; and to establish monetary and fiscal
balance in a market based economy [UNIDO, 1994]. In order to have a stable
macroeconomic environment, relative prices have to be meaningful, that is, they should
correspond to relative world prices; the exchange rate should be appropriately valued; and
factor markets should not be excessively distorted or controlled.
Inflationary and recessionary economic conditions cause production declines and reduce
the profitability of firms to be privatised. Therefore, privatisation might not progress well in
bad economic conditions. On the contrary, a prosperous, booming economy improves the
profitability and the saleability of the enterprises to be privatised. Moreover, stable exchange
rate helps investors and managers to predict input and output prices.
Government Policy
Government trade policy, industrial policy, investment policy, tax regime and commitment to
a market economy influence the privatisation process. Liberalisation of domestic and foreign
trade and relaxation of price controls introduce competition to the economy. Foreign, as well
as domestic firms will compete on equal grounds and thus those firms which cannot survive
competition will become bankrupt.
The industrial policy of a government aims at enhancing the competitive advantage of
domestic industry and managing orderly closure of surplus industrial capacity. Industrial
policy embraces aspects of the development of efficient enterprises. Privatisation is part of
the industrial policy of a country targeted to bring efficiency to the enterprises.
The reform of industrial relations institutions and labour law is essential to stabilise and
focus labour relations on the enterprise level where productivity-enhancing decisions are
made. The state needs to develop a comprehensive system of dispute conciliation and labour
courts to arbitrate, where necessary, between employers and their employees in matters
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relating to trade union recognition, wage negotiating rights and other collective issues in
dispute.
The income tax, excise tax, custom tax and sales tax of a country should be attractive to
foreign investors. Excessive taxes deter foreign direct investment in a country while low
taxes lure foreign companies to a host country. Investors look for long-term profitability and
temporary measures such as endowment of tax havens do not necessarily motivate investors
and do not help in facilitating privatisation of state-owned enterprises. However, some
transition countries provided special privileges to attract investors. In the former German
Democratic Republic (GDR), the government provided investment grants and subsidies to
promote investment and privatisation. Investors were offered investment grants for
establishment, renovation and fundamental revitalisation of a commercial enterprise. In
addition, investors received investment premiums (discount on the purchase price) of 12% of
the cost of the acquisition. Moreover, investors were eligible for European Recovery
Programme loans and they were allowed to use accelerated depreciation methods for tax
purposes [Carlin, 1993].
Investment policy of the government also has to be attractive to both the domestic and
foreign investors. The government has to maintain the transparency and stability of the policy
environment and interactions between the administration and foreign investors. Competing
enterprises must be treated in the same way by the authorities regardless of who owns them.
Establishment of state investment agencies facilitates the process of investment in a country
and helps foreigners in cutting the red tape and bureaucracy in different government offices.
At the same time, the needs of domestic investors also should not be ignored [UNIDO, 1994].
Legal Environment
The transformation of centrally planned economies into market economies presents some
special aspect of regulation vis-à-vis privatisation. Many of the legal structures and
institutions for private business enterprises that are taken for granted in market economies
need to be put in place before privatisation begins. Some of the legal institutions needed for
the operation of private business go to the very foundations of the economy and legal system
thus require constitutional amendments; that is, the recognition of the right of individuals to
own property, in particular the means of production, called capital, in all its form, and the
guarantees and legal protection of those rights that have to be recognised as part of the
fundamental laws of the country [UNCTAD, 1993].
Legislation furnishes the legal framework necessary to reassure private investors and to
guarantee the orderly functioning of the market economy. Privatisation generally starts with
the promulgation of a privatisation act, which establishes new institutions to oversee the
process and to set out the allowable forms of privatisation, each with its own approved
procedures. General legislation on western type company forms, foreign investment,
commercial code, accounting, bankruptcy, competition policy related matters is drafted
before or in parallel with the privatisation laws [Blommestein, Geiger and Hare, 1993].
There are a number of key elements in the legal and regulatory infrastructure needed to
support the introduction of a market economy. The first and basic element is an efficient
constitutional mechanism for establishing the rules of conduct of the economic system. Other
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laws based on a constitution facilitate the buying and selling, as well as, the operations of
business. The legal infrastructure of a country should provide every market economy with
security of private property, enforcement of contracts and assignment of liability for wrongful
damage [UNIDO, 1994].
Measures are necessary to strengthen private property rights and corporate structures, legal
instruments and financial institutions. The country's laws have to provide protection against
arbitrary nationalisation or expropriation and assurance that if the expropriation takes place,
fair compensation would be paid. Capital market regulations regarding registration,
transferability of interest, investors’ protection, reporting and disclosure should be outlined.
In addition, employment and labour laws, taxation laws and investment laws that match with
the private investors’ needs should be issued to attract foreign and domestic investors.
Financial Environment (Banks)
The financial sector has a prominent role to play in the process of privatisation and in the
post-privatisation period. High priority should be given to the creation of a competitive
banking sector and the establishment of a proper regulatory framework for investment funds
and other financial institutions.
In market economies, banks traditionally play a pivotal role in the restructuring process
through their intimate knowledge of the intricacies of corporate finance. While working with
the management, banks introduce financial instruments necessary to support expenditures
compatible with needs of the enterprise. By contrast, under the system of central planning,
banks were entirely passive and the bankers did not have experience of commercial project
appraisal techniques. Perhaps more damaging was that the central planning mechanism
discouraged the development of a banking culture that emphasised working with and
assisting enterprises.
The financial restructuring of enterprises may directly involve the creditor banks, for
absorbing loan, losses and /or by identifying non-performing loans that the fiscal authorities
may be willing to take over by swapping them against long-term government issued
securities. The provision of new loans for the modernisation of privatised enterprises may
prove crucial for the survival of these firms in a competitive environment. The ready access
to credit by 'good' private enterprises will be an important determinant of the success of the
privatisation process. Another key function of the financial system is to provide an efficient
payment system. Thus, in transition economies, it is necessary to examine the progress made
in putting into place the structural conditions for a well functioning financial system.
Infrastructure and Human Resource Development
Developing the energy, water, telecommunications and transport facilities required for
business to obtain needed goods and materials, to communicate with suppliers and customers,
and to bring the final product to market quickly and efficiently is relevant in a transition
economy.
The adjustment of a state-owned enterprise to a changing new environment is to a large
degree dependent on the capacity and capabilities of its work force and of its management.
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Thus the provision of management training in aspects of competitive market realities, and
financial management is an important component of the restructuring process. Without proper
training and systematic management development it is very difficult for the management
team to begin to focus on the necessary changes in business strategy required to improve
technology and organisation, to adjust products and marketing to face the new competition, to
reorganise production to increase efficiency, to access appropriate financing to fund
restructuring, and to streamline operations through the disposal of peripheral operations
[UNIDO, 1994].
2.4.2 Methods of Privatisation Used in Transition Economies
There are alternative methods of privatising state-owned enterprises in transition countries
[UNECE, 1992; Brabant, 1995; Megginson & Netter, 1999]. Here we will present the main
methods, selling of assets, free distribution and leasing and management contracts, which are
widely used methods in transition economies. The selling of shares used frequently in
developed countries has already been discussed in section 2.3. The methods discussed here
include techniques of placing managerial control over the use of state-owned assets into the
hands of those who can credibly promise to maximise net asset values; that includes effective
monitoring and adequate incentive mechanisms, positive as well as negative ones. The key
issue is how quickly and in what form assets can be taken out of the immediate control of the
state or its political power centres. The method selected in privatising state-owned enterprises
has an impact on the restructuring of the enterprises during and after privatisation.
Sale of State-Owned Assets
Sale of assets involves the outright sale of state assets through auctions or other discretionary
channels, public offering at the stock market (see section 2.3), the negotiated sale of shares or
assets, workers and /or management buy-outs, a non-subscribed increase of capital and debt–
equity swaps. Apart from the fact that auction markets would have to be organised, the sale of
state assets calls into question the availability of funding, given that private savings in these
countries are highly limited. Whether society would be prepared to put even these limited
funds into company shares and at what price the auction should be reserved are issues that
need to be addressed [Brabant, 1995]. In the former German Democratic Republic (GDR) the
Treuhand’s basic privatisation strategy was to sell enterprises to buyers who have western
management expertise and knowledge of western markets and technology. Therefore the
most common form of ownership of large privatised East German companies (with at least
100 employees) sold by Treuhand is one in which there is a dominant (with a stake of at least
50%) West German company. In other words, East German companies became West German
companies’ subsidiaries [Carlin, 1993]. Selling state-owned assets to a strategic investor
helps in concentrating ownership and restructuring of the enterprise after sale.
The greatest advantage of a widespread sale is that it widens effective ownership. It
forestalls any criticism of the state encouraging the very rich or foreigners or insiders to
acquire real wealth at a low price. Second popular capitalism may instil a shareholder culture
in the populations at large and abate the strong risk aversion that is still pervasive in most
Central and Eastern European Countries. Third, it would provide a strengthening of the
capital and securities markets by those having built up a financial interest from their own
resources. Among the drawbacks of large privatisation are the problems of ensuring effective
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monitoring (proper management) of these privatised firms. In the process of readying firms
for privatisation widespread disruption in the retail and wholesales distribution networks have
been observed. In addition, firms to be privatised are plunged into considerable uncertainty
for the duration of the privatisation campaign and until effective monitors are in place,
something that is unlikely to be realised immediately upon the sale of shares [UNECE, 1992].
Free Distribution
Free distribution is a method of transferring the title to assets free of charge. The most
common forms of free distribution has been distribution to workers and free distribution of
shares to society at large either on an individual basis or to households. Free distribution to
workers is based on the ground that ownership in the state firms should be transferred to
those employed, who will be requested to ameliorate the firm’s profitability. The key
assumption of such transfer is that property owners automatically improve the allocation
process and render the firm profitable [Brabant, 1995]. In transition economies of the Central
and Eastern Europe, workers received some privileges, but not necessarily a monetary
concession. The free distribution of assets to workers fails to provide funding for the
government to remove some liabilities and it also does not bring change in management and
present labour force, which are essential in restructuring enterprises. This also results in
unequal distribution of wealth among workers. Those workers in profitable companies benefit
while those in non-profitable companies lose.
Free distribution (Voucher Privatisation) of shares involves the giving away of shares to
the population at large. The basic philosophy on the free distribution is that, once restitution
and perhaps other claims are settled, remaining state assets are common property and should,
therefore, be distributed free of charge. In Czech Republic and Poland, the governments
introduced the voucher method for privatising large enterprises. Free distribution can take a
number of forms of which the following three cover most alternatives [UNECE, 1992]:
distribution of society’s wealth directly to the population at large; creation of financial
intermediaries (such as divestment, mutual or investment funds) and distribution of shares in
these funds to the population at large and the establishment of holdings to manage groups of
state-owned enterprises according to commercial criteria and subsequently sell them off in an
orderly mode. Divestment holdings are firms created for the specific purpose of selling stateowned enterprises. What is involved essentially is that fund managers will be placed in
charge of enterprise restructuring and privatisation. Mutual funds are conceived largely as
their counterparts in market economies. The mutual fund managers distance themselves from
individual companies and engage mainly in monitoring assets. Individuals hold shares in the
mutual funds and are expected to monitor the mutual fund managers. Finally investment
funds, as their name suggests, are more directly involved in reconstructing the enterprises
entrusted to them. Shares in those funds too are widely owned and individuals are assumed to
monitor investment managers. In Czech Republic government passed coupons, which may be
used for payments in the transfer of state-owned property to private ownership. According to
Bergen, Bauer and Kuber [1994], the voucher privatisation scheme proved to be rapid and
efficient. It is based on selling vouchers (quasi-money applicable only in the privatisation
process) to every adult citizen at a symbolic price. The vouchers are redeemable for shares of
privatisation firms. Voucher Privatisation turned more than 75% of Czech adults into
shareholders, with shares either in the 1,500 privatised companies or in the investment
privatisation funds. The voucher scheme has also facilitated application of standard
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privatisation techniques in the rest of the economy and indirectly, speeded their
implementation.
There are a number of advantages and drawbacks of promoting free distribution. The
advantages are mainly the egalitarian and transparent nature and speed with which the
privatisation process can be carried forward under some semblance of government
supervision. But there are drawbacks and dangers. First of all, there are bound to be losers as
well as beneficiaries, as valuation problems will crop up even in the most egalitarian
designed scheme. Furthermore, free distribution yields no revenue to the government and
may erode future fiscal revenues for as long as the fiscal base cannot be radically revamped.
According to Goldstein [1997, p. 534] “The cost of setting up the voucher auction mechanism
is a dead-weight loss to society after the process is complete. Voucher schemes require the
creation of an entirely new additional market; the voucher auction bidding market, which is a
sunk cost and is worthless as soon as the auction process ends. The high fixed costs included
in the voucher system including the cost of designing such a system, educating the people,
creating the proper infrastructure for the bidding process and others could make it likely that
the total societal cost will be greater under a voucher scheme.” Moreover, any large-scale
distribution would introduce the principal-agent problem. Unquestionably the most serious
shortcoming of this approach would be that privatisation through near universal free
distribution can exert at best weak influence on managerial behaviour [UNECE, 1992].
Leasing and Management Contract
The principal purpose of separating user rights from ultimate ownership through leasing and
management contracts is to increase the role of non-state decision-makers in the usage of
state-owned assets. Private investors take the day-to-day affairs of the assets for which the
contract is signed, hopefully with a view to maximising residual benefits after paying
operating costs, as well as the contract fee. But there will not be a transfer of the ultimate
ownership of the economic activities or enterprises concerned. These methods provide the
government time to divest the enterprises and remove the responsibility of financing them.
However, there are problems of enforcing the contracts and negotiating a proper fee.
In Poland, widespread lease-buy arrangements are used, under which private parties take
a multi-year mortgage on the property, or a lease with option to buy. This approach was
considered more equitable because it enabled thousands who had been working in shops and
other small establishments to take them over quickly. In Hungary also the Government is
using management contracts as an alternative to outright privatisation of a state enterprise or
public service, whereby the government retains ownership but pays a contractor an agreed fee
to operate it. It involves management fees, or success fees, or an equity investment with the
option to buy. The most creative Hungarian thinking is to privatise state firms incrementally,
to prioritise the restructuring of a firm, where the entire firm cannot find a buyer in the
market. This requires that the contract manager put up considerable capital of his own in
return for a potentially high return on his investment. The problem of course is to ensure that
the investment is used for restructuring and not to maximise short-term income for the
managers. In the former German Democratic Republic (GDR) the Treuhand embarked on an
experiment by setting up two new companies to introduce high-powered incentives into the
restructuring and privatisation process whilst retaining the ownership of enterprises in state
hands. The Treuhand believed that such a new strategy was necessary because a large number
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of potentially viable enterprises had failed to attract a buyer [Carlin, 1993]. An individual
experienced western manager takes on the responsibility for turning the group of enterprises
around and can earn a large bonus from a successful privatisation. The Treuhand provided the
finance for the restructuring needed, though it also set budget constraints.
2.4.3 Obstacles to Privatisation in Transition Economies
The literature on transition economies reveals problems encountered in privatising stateowned enterprises. The following discussion is mainly based on United Nations Economic
Survey of Europe (UNECE) [1992], which has categorised the problems into salient,
technical, economic, managerial and attitudinal problems. Figure 2-2 summarises the main
obstacles to privatisation.
Figure 2-2 Summary of the Main Obstacles to Privatisation in Transition Economies
Obstacles to
Privatisation

Salient
Problems

-

speed
priorities
restructuring
new owners

Technical
Problems

- market structure
- absence of capital
markets
- valuation
- initial condition
of privatistion

Economic
Problems

-absence of capitalist
class
- distribution aspects
of divestments
- organisation of
auctions
- macroeconomic
environment

Managerial
Problems

- principal-agent
problems
- information
- managerial
capabilities
- corporate
governance

Attitudinal
Problems

- consumer
preference
- sell off to
foreigners
-enterpreneurship
and market entry
and exit
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Salient Problems
Salient problems are critical policy decisions that must be resolved before any headway with
privatisation can be made. In looking at the mechanics of privatisation policies, the key issues
to be tackled are the speed of privatisation, prioritising, restructuring and the sale to new
owners. The speed of privatisation has been at the centre of the debate on the economic
transition because it affects other aspects of socio-political stability in the region. Rapid
privatisation results in a quick transfer of ownership, but the governments need to assure that
the transferred resources are used adequately in order to have a maximum economic, social
and political effect. However, there are severe constraints faced such as a lack of institutions
to facilitate privatisation. The privatisation process in the Central and Eastern European
countries could be categorised into two groups, those countries which used rapid
transformation (big bang approach) and those countries which used gradual transformation
(gradualist approach). In a rapid transformation of the economy, the target is to transfer as
many state-owned enterprises as possible to private hands without considering its
consequences. Many companies may fail to survive after privatisation and also many workers
can loose their jobs. In a gradual transformation, the emphasis is to try to find investors who
would be able to run the companies by injecting more capital and skill so that the enterprise
will compete in the free market. In gradual transformation governments usually try to avoid
drastic measures of plant closure and workers lay-off. Aghion and Tirole [1993] and Katz and
Owen [1993] both argue that the gains from hasty privatisation must be weighed against the
social costs of speed. In both of their models, instantaneous privatisation leads to costly
unemployment; the optimal privatisation path involves some delay. Murphy et al. [1992]
disagree and argue that there are substantial costs of slow or partial reform. Regardless of the
merits of the two sides in this debate political realities seem to mandate a slow or, at least, not
an immediate privatisation process in most of the transitional economies [Glaeser, 1996].
The government has to establish some order of priority as well. For instance, “small”
privatisation such as shops and restaurants are privatised first and then “large” privatisation
such as light and heavy manufacturing enterprises. The experience of the former socialist
countries in Central and Eastern Europe reveals that the privatisation of small-scale
enterprises was successful [Earle, J., et. al., 1994] while large-scale enterprises' privatisation
was slow and difficult. Privatisation of small retail shops, service establishments, handicraft
shops and small construction contractors was generally managed quickly and effectively
because the process was decentralised to local administrations and because many shortcuts
were used. Foreigners were, moreover, generally excluded from small-scale privatisation.
Large scale enterprises were plagued with various problems, such as outdated technologies
and production processes, a huge accumulation of debt, rigid work rules, strong resistance to
reorganisation and lay-offs, a lack of marketing and finance skills and inefficiency in
production. All these factors made privatisation of large-scale enterprises difficult and thus
various restructuring activities were conducted to make these enterprises saleable.
Restructuring is important for medium-sized and large industrial enterprises in order to
make them saleable. Some are quite large and must be disaggregated into separately
manageable components and they have to institute clear operating criteria with incentives for
management. The large firms may be grouped into those that can be sold-off relatively quick
and that will be left in state hands in the first instance. The firms that will be left with the
state need to be allocated to a group to be wound down or to another group of firms in need
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of restructuring prior to being privatised. In Central and Eastern Europe, state-owned
enterprises are being privatised and are undergoing restructuring. Wide spread plant closing
and massive lay-offs have, however, generally been avoided. The main reasons are the fear of
exacerbating already high unemployment and the sectors’ political importance, as well as
their size. In Poland, workers are more powerful than in any other country in Central and
Eastern Europe and their views must be taken into account in any major change contemplated
by both the government and the management. The power of workers dates back to 1981 when
the Solidarity Movement had revolted against the socialist system and from their contribution
to topple down the communist system thereafter. Workers councils acquired de facto control
of many enterprises when the government control system collapsed in the last days of
communism in Poland. During the transition the workers had to approve any decision to
convert an enterprise into a corporation and to privatise it. Moreover, Polish workers tended
to view themselves as the natural heirs of the state in the ownership of enterprises. Polish
trade unions have a long tradition of activism and were the principal base of Solidarity
movement. Consequently, subsidisation and protection of large inefficient industries are
continuing, through grants, preferential loans and debt relief by state controlled banks. In
addition, tax exemptions, social security contributions and customs duty arrears as well as
import protection are used to help companies. This is a heavy burden on the transition
economies, because it is drawing scarce funds away from other profitable investments [Ernst,
Alexeev and Marer, 1996].
The government also has to decide whether the state assets are to be returned to previous
owners (restitution) and whether property can be sold to foreigners. Identification of previous
owners after several decades of nationalisation of the state-owned enterprises was difficult.
Technical Problems
According to UNECE [1992, p. 219], “At the inception of the transition process, the former
centrally planned economies found themselves literally without capital markets for two
reasons. One was the limited ability of individuals to acquire and hold financial wealth under
communism, coupled with the considerable degree of social protection (in terms of jobs,
wages, pensions, medical care, and others aspects) enjoyed under administrative planning.”
The absence of capital markets hindered valuation of state assets. This resulted in belowvalue sale of assets due to a lack of transparency. Lack of a proper accounting system also
hindered the valuation of net worth and at times, some international accounting rules were
applied in the state-owned enterprises to have its profit and loss situation assessed. The initial
condition of the enterprises also affected their privatisation. Enterprises with a good financial
condition were able to survive market competition, while those that were in poor financial
condition encountered problems when the market was liberalised, but managers faced
difficulties in restructuring enterprises which were in poor financial condition during the
transition.
Economic Problems
The economic aim of privatisation is improving the efficiency of the existing assets while
protecting their value. To begin with, there is insufficient indigenous saving available to
purchase outright a sizeable portion of state assets. In some cases, setting up proper financial
institutions, such as independent pension funds, insurance schemes and commercial banks to
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whom state liabilities are sold as distinct alternatives to the institutional monopolies in place
can assist in the intermediation. But this cannot be a panacea. In the absence of widespread
experience with such divestment, however, careful experimentation is warranted both in the
methodology of organising markets and in phasing the privatisation. Without progress in the
sphere of monetary and fiscal institutions, policies and instruments, the advance towards
privatisation is likely to run slow. The macroeconomic environment as discussed before in
this chapter also influences the privatisation of state-owned enterprises.
Managerial Problems
There is also a large array of questions connected with the order in which privatisation,
(mainly large enterprises privatisation) should be pursued to minimise transition difficulties
and avoid delays in getting the economy going again and obtaining a more efficient
utilisation of available capital assets.
If privatisation is to enhance efficiency and raise revenue, the principal-agent problems
that arise in managing state-owned enterprises need to be minimised. Many aspects of the
problems of managerial abilities and behaviour, fostering the rapid emergence of a
competitive environment, and putting in place sufficiently comprehensive regulatory
mechanisms could usefully be considered here. Those measures designed to induce enterprise
management to behave like private owners remains acute, regardless of ownership. This is
true even in cases where the state retains control and enjoins enterprise management, for
example, through management contracts, to behave as its counterpart in a privately-owned
corporation. It is therefore important to monitor management and put in place transparent
incentive schemes that are likely to induce managers to serve according to the instructions of
the owners regardless of whether they are private or public. Accounting information on cost
reduction and relative costs of services supplied by multi-product firms is essential.
It is possible that the inefficiency of state-owned enterprises under central planning
stemmed, at least in part, from incompetence on the part of those running the firms. One
reason for this was that manager was frequently entrusted to political appointees, but it would
be wrong to extend this to all managers. Neither would it be appropriate to assume that all of
the appointed managers are incompetent. However, few individuals have had experience with
proper enterprise management because planners did not encourage acquisition of an
economic or managerial culture. Such culture cannot be quickly assimilated. Hence years to
come, for better or worse, the transition mainly has to rely on those who formed the backbone
of the old managerial technocracy.
Attitudinal Problems
Some of the most important legacies of the long years of socialist economy are implanted in
the behaviour and expectations of economic agents. These concern consumers’ preferences,
sell-off to foreigners and entrepreneurship and market entry and exit. The consumers in the
transition economies have a low saving attitude influenced by the past conditions of the
socialist experience. There is little doubt that all transition economy countries have been
looking towards a significant influx of foreign capital, including through the formation of
joint ventures and outright sale of state-owned to foreign owners. This would furnish badly
needed capital, but also managerial expertise, technology, marketing skills, an easier entry
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into established markets, and other benefits. However, economic sovereignty in the countries
in transition matters because the people complain about selling off to foreigners, especially
selling strategic enterprises to foreigners. The question, then is less whether to sell assets to
foreign owners as such than in what sectors, to what degree and how will foreign ownership
be regulated.
Managers of state-owned enterprises are on the whole entrusted with priorities and rules
that have little to do with their ability to enhance the firm’s net worth. So even if the state and
its appointed officials were to withdraw quickly from microeconomic decision making, who
would take their place? Furthermore, will would-be managers and entrepreneurs successfully
manage or protect assets? A well functioning banking sector is critical as an intermediator
between savers and investors, ensuring expeditious settlement of reciprocal claims, and
indeed to facilitate initially the transfers of title and payments for parts of publicly quoted
enterprises [UNECE, 1992]. Conflicts of interests have been especially conspicuous in the
privatisation campaign, with managers or bureaucrats privatising themselves, politicians
involved with privatisation also being on company boards, and banks entrusted with the
implementation and supervision of some aspects of privatisation campaign being funnels for
the acquisition of property.

2.5 Privatisation in Sub-Saharan Africa
Many African countries became independent during 1960s and followed a state led
development strategy due to the influence of socialism and due to the perception of the state
as a provider of employment. The newly established governments of Africa nationalised the
already existing enterprises mainly owned by ex-colonial powers and also established new
state-owned enterprises to promote economic growth and provide employment to their
citizens. Yaffey [1995] argues that the rationale of nationalising enterprises in 1960s, which
belonged to a wealthy upper class, was aimed at reducing the share of profits consumed by
few private individuals and increasing the share of profits reinvested in productive assets and
the rate of growth of gross domestic production. Yaffey further elaborates his argument as
follows [1994, p.203]: “the requisite circumstances are, first that the elite formerly enjoyed
high income; second, that they enjoyed a high average propensity to consume; and third, that
the new system (governments) can make effective use of the funds diverted into national
development budgets.” However, the state-owned enterprises’ performance was dismal
because most state-owned enterprises were poorly conceived to begin with and thus became
economically inefficient. They accumulated huge financial losses and absorbed a
disproportionate share of domestic credit and had become an unbearable burden on
government finances.
In early 1980s, there were increasing calls for reform of the state-owned enterprises and
the World Bank (WB) and International Monetary Fund (IMF) started advising many African
countries to implement structural adjustment programs (SAPs). Over the past two decades,
under pressure from the World Bank and the IMF, most African countries initiated economic
reform programs and became committed to the transition to a market-and private sector-based
economy. These structural adjustment programs were first concentrating on the reform of the
state-owned enterprises. However, “in most Sub-Saharan Africa, the dynamics of reform
have led neither to a fundamental economic transformation nor to a collapse of adjustment
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efforts [Gordon, 1996, p. 1530].” Gordon [1996] further argues that the structural adjustment
program in Africa has not yielded more dynamic results due to both conditions in Africa and
aspects of donor policies. Within Africa, according to Gordon [1996] three reasons help
explain the limits of adjustment’s success. The first is the general context of
underdevelopment-a weak human resource base, an inadequate infrastructure, and less
diversified economies-which limits a more dynamic supply response. Thus the longer term
success of African adjustment efforts depends on addressing these underlying constraints. A
second explanation is that in Africa both markets and states are weak and fragile. In general,
adjustment efforts focussed on cutting back inappropriate state intervention on the
assumption that markets will then operate effectively. However, this was not automatically
possible due to undeveloped markets in Africa. The third explanation for the limited impact
of adjustment is that the existing programs have not been very successful in promoting
reform in several crucial areas such as fiscal policy and the regulatory environment which
affect private investment and export crop pricing and marketing.
Schneider [1999, p. 327] “While each African country has unique elements to its
development, there are certain institutional characteristics common to most Sub-Saharan
Africa countries, each which undermines the effectiveness of market based structural
adjustment programs.” According to Schneider [1999], these institutional characteristics are
as follows: an oligopolistic banking sector, a weak, insecure state, a large agricultural sector
dominated by peasant farming, inadequately deteriorating infrastructure designed during the
colonial era to extract resources from Africa, rather than to facilitate internal trade, an export
sector dominated by primary products, many of which are facing declining terms of trade, a
small industrial sector that usually is not internally competitive partly due to the small size of
the domestic market and poorly funded education and health care system.
Industrialisation is an essential aspect of long-term development. As Lall [1992, quoted in
Stewart, 1994, p. 105] stated: “In nearly all economies, manufacturing industry has been the
critical agent of the structural transformation that makes the transition from primitive, low
productivity, low income state to one that is dynamic, sustained and diversified.” For many
Sub-Saharan Africa countries, most of the 1980s were years of industrial stagnation or even
deindustrialisation [Stewart, 1994].
The poor performance of state-owned enterprises led the International Monetary Fund
(IMF) and the World Bank (WB) to advise African governments to privatise the enterprises.
Based on the pressure from the IMF and WB, many countries embraced privatisation, with
activity reported in at least 41 of the 48 countries in 1997 in Sub-Saharan Africa [Sarbib,
1997]. The growing interest in privatisation stems from pervasive dissatisfaction with the
performance of state-owned enterprises, worsening economic conditions and severe fiscal
crises which have been endemic in several African countries [Ariyo & Jerome, 1999]. The
objective of privatisation in Sub-Saharan Africa according to Mkandawire [1994] are to
reduce the fiscal budget deficit, to bring greater efficiency and to free both domestic and
foreign private capital from the tentacles of corrupt and inefficient bureaucracies. Table A2-1
in the appendix presents the number of transactions and the proceeds from privatisation data
reported by the World Bank for the years 1990-1996. The number of privatisation
transactions has increased from 171 in 1990 to 474 in 1995, but declined to 428 in 1996. This
indicates that governments in Sub-Saharan African countries are implementing privatisation
programs to divest state-owned enterprises. The sales proceeds from these transactions

Chapter 2

30

reached US$ 2,704 million at the end of 1996. This trend is expected to continue because new
countries are embarking on privatisation programs and those governments who have been
divesting small enterprises are now engaged in the privatisation of large enterprises such as
utility companies.
The geographical distribution of the number of privatisation transaction differs among the
countries. In terms of number of transactions it is neither the Anglophone nor the
Francophone countries which have recorded most privatisation activities. Mozambique and
Angola sold 548 and 331 enterprises respectively. Both countries had been following a
socialist path of development and after the break-up of the former Soviet Union, they had
been divesting state-owned enterprises in order to build their war-torn economy. However,
though the numbers of transaction are many their sales value may not be high because these
two countries had nationalised small restaurants and retail shops. In terms of the sales value
of the transactions, South Africa and Ghana earned US$ 761 million and US$ 417 million
from privatisation proceeds. South Africa has been attracting foreign direct investment due to
its size of the economy and Ghana was one of the first African countries to start privatisation
in 1983 due to the adoption of structural adjustment programs.
Table A2-2 in the appendix shows the top 20 transactions accounting for more than a third
of the total value of divestitures in Sub-Saharan African countries. It also shows the
government ownership pre and post privatisation and the sales proceeds at the time of
privatisation. The highest sales value was of Ashanti Goldfield Corporation of Ghana which
was sold for US$ 316 million and reduced the government share ownership from a majority
of 55% to 30%. In most of the transactions the government ownership declined from a 100%
before sale to 0% after sale. This evidences that the governments are committed to privatising
their ownership fully.
Table 2-2 Shows Privatisation Methods used in Africa up to the End of 1996.
Method
N
%
Method
N
Share sales by competitive tender
854 31 Joint ventures
47
Liquidations
458 17 Management contracts
39
Asset sale by competitive tender
421 15 Restitution to former owners
36
Non-competitive sales of shares
291 11 Transfer to trustees
27
Leases/concessions
187
7 Non-competitive sales of
25
assets
Pre-emptive rights share sales
76
3 Debt/equity swaps
7
Public floatation
69
3 Unspecified methods
100
Management/employee Buyouts
48
2
Overall Total
2,718
Source: Sarbib [1997, p. 7]
Note: N represents number of transactions.

%
2
1
1
1
1
0
4
100

The above table shows that the governments have used share sales using competitive
tenders as a principal method to divest state-owned enterprises. In addition, liquidation of
state-owned enterprises and asset sale by competitive tenders have also been used.
Liquidation reflects the poor state of the companies that are sold. Though broadening
ownership has been one of the objectives of privatisation, there was no free distribution of
shares to the people. There is a growing concern about the limited involvement of African
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citizens in large divestitures due to their limited savings [Bennell, 1997]. The use of preemptive rights of shares (issuing shares with preferential rights such as buying before others
on new issues) also raises the concern about transparency of the transactions [Sarbib, 1997].
The state of the capital markets has restricted both the pace of privatisation, in terms of how
many enterprises could be put up for sale and the methods available for broadening
ownership.
Despite the increase in number of privatisation transactions each year, many Sub-Saharan
countries face difficulties in privatising state-owned enterprises and the number of privatised
enterprises is far less than the target set by the countries [Bennell, 1997]. In the literature
several authors presented problems that the Sub-Saharan African countries are facing in
privatising enterprises. There are many obstacles to privatisation in Sub-Saharan African
countries. Most state-owned enterprises are over-staffed and are highly indebted. For
instance, according to The Economist [1999], in South Africa, the government reckons that
27,000 jobs need to be reduced at Transnet, transport company and 10,000 jobs at Telkom,
telecommunication company. State-owned enterprises were frequently undercapitalised and
the difficulties encountered in financing operations from their own resources fostered a
propensity to borrow [Young, 1995]. According to Bennell [1997, p.1789] “The fact that so
many state-owned enterprises have such enormous debts also seriously affects their
saleability. Unless governments are prepared to take over these debts, there is little real
prospect of these state-owned enterprises for privatisation.” The management and workers
represent a powerful political constituency in most Sub-Saharan Africa countries. Trade
union strikes deter investors. The government tries to give preferred access to unions at the
time of privatisation such as purchase of shares at a reduced price to facilitate divestiture
[The Economist, 1999]. According to Bennell [1997, p. 1798] “The actual saleability of stateowned enterprises in particular the large ones has remained a key constraint in most SubSaharan countries. Investors focus on the ‘fundamentals” of an economy as a whole as well
as a specific product markets they are interested in.” Even when African countries have
opened their doors to foreign investment, the responses of investors have often been
lukewarm at best [Ramamurti, 1999]. According to Collier and Gunnig [1999] “Investors rate
Africa as highly risky. Investment in Africa is more difficult to reverse than in the case
elsewhere. One reason for this is that equipment once purchased is less readily saleable, since
markets in second hand capital are weak. Another reason is that the market in firms as going
concern is also very limited. This is due to a combination of a lack of finance and severe
problem of asymmetric information in the absence of reliable audits.” Lack of transparency in
state-owned enterprise sales transactions has been a major concern among prospective
investors in most Sub-Saharan African countries.
In Sub-Saharan Africa, few countries possess the characteristics that make for successful
privatisation, developed capital markets with considerable depth and absorptive capacity
through which privatisation could be mediated and effectively supervised, lack of legal and
judicial framework, the generally low per capita income and conducive regulatory structures.
Privatisation in Africa, according to Ariyo and Jerome [1999], tends to concentrate on very
small enterprises leaving the larger concerns untouched.
The divestiture programs have typically been introduced into public enterprise sectors in a
financially unhealthy condition, with individual enterprises losing money, heavily indebted,
operating with inadequate records or accounts, or substantially overmanned [Young, 1995].
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Due to this, many state-owned enterprises need substantial restructuring to make them
saleable [Mkandawire, 1994; Gordon, 1996; Bennell, 1997]. In many cases, according to
Mkandawire [1994], “privatisation has been accompanied by measures to “fatten the calves”
before selling them to the private sector, which include writing of debts, retrenchment of
labour force and payment of redundancy money, guaranteeing pension rights and so on.”
Moreover, governments need to operate more effectively the enterprises that will remain
temporarily or permanently in the public sector. According to Bennell [1997, p.1799]: “In
order to make enterprises saleable many state-owned enterprises must first be restructured
and modernised which is invariably costly and time consuming and normally requires some
form of management performance contract with private sector operators.”
The evaluation of performance in privatised enterprises in Africa, taking into
consideration the recent phenomenon of privatisation, is too early. However, some research
has been undertaken on those early privatising countries. Senegal was included as one of the
nine case study countries in the World Bank [1995, as quoted in Bennell, 1997] and found out
that the state-owned enterprise performance deteriorated after privatisation. Schneider [1999,
p. 327] also argued that “Privatisation efforts and reductions in the role of the state have not
improved efficiency as predicted. Instead, the same government officials who extracted
resources from government programs are often the ones who are able to take greatest
advantage of privatisation efforts. They have the resources and connections that allow them
to move into the private sector.”
The privatisation phenomenon in Africa according to Young [1995] has already had a
significant impact. This impact has nonetheless remained uneven, the obstacles formidable,
the levels of domestic support limited and the future prospects uncertain. There is a concern,
however, that the privatisation policy in Africa may have been imposed by external agencies
(IMF, WB, USAID) on countries that were not necessarily ripe for privatisation [Ramamurti,
1992]. The countries in Africa have thus gained experience of the privatisation process, but
the future emphasis will be on privatising large enterprises, on the creation and growth of
capital markets and an improved efforts to stimulate private sector investment.

2.6 Conclusions
This chapter provides an overview of the literature on privatisation experiences of the
developed economies, transition economies and Sub-Saharan Africa. The experience of the
United Kingdom (UK) revealed that the British government has prepared the state-owned
enterprises to be privatised by imposing hard budget constraints, clear commercial goals,
performance pay and decentralised and accountable management reforms [Bishop, Kay and
Mayer, 1995]. Researchers have found out that these reforms have helped the privatised
companies to improve their performances after privatisation.
The experiences of the Central and Eastern Europe countries revealed that the transition
policies resulted in a large drop in output and inflation at the beginning because of slow
response of producers to the changing market environment. Privatisation in the Central and
Eastern Europe countries has turned out to be a slow and a difficult task due to technical,
economical, managerial, attitudinal and policy related problems. Different methods were used
in transferring ownership and control of state-owned assets; however, the most common were
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sale of state-owned assets in auctions or public offerings of shares and negotiated sales, free
distribution and leasing and management contracts. Sale of state-owned assets generates
revenue and brings strategic investors, but it is slow. Free distribution (voucher distribution)
transfers ownership title fast, but results in dilution of ownership control in post privatisation
of the enterprises and leaves managers and workers unchanged. Small enterprises such as
shops and restaurants were quickly privatised in Central Europe, but large scale enterprises
privatisation was slow because of problems such as outdated technologies and production
processes, a huge accumulation of debt, rigid work rules, a strong resistance to reorganisation
and lay-offs, a lack of marketing and finance skills and inefficiency in production [UNIDO,
1994].
The experiences of Sub-Saharan African countries also indicated that though the number
of privatisation transactions are increasing there are difficulties in selling loss making
enterprises and investors consider Africa as high risk for investment. There is a concern also
that the IMF and WB are imposing privatisation on African countries, while the condition for
privatisation is not ripe.
The literature review revealed that governments were concentrating on rapid privatisation
and did not give much thought to modifying the state-owned enterprises, while recent
research shows that state-owned enterprises can adapt to a market environment even before
privatisation [Portes, 1994]. Moreover, the literature reviewed indicated that reforms
designed to induce enterprise management to behave like one acting on behalf of private
owners remain acutely needed, regardless of ownership. Therefore, it is important to monitor
management and put in place transparent incentive schemes that are likely to induce
managers to enhance value regardless of whether they are public or private during a transition
period. According to UNECE report [1992], managerial problems such as principal agent
problems, managerial capabilities and corporate governance problems are some of the
obstacles delaying privatisation of state-owned enterprises. In the following chapter, we
present issues of corporate governance that enterprises encounter during transition to a
market economy.

Chapter 3
Corporate Governance
3.1 Introduction
Corporate governance has recently become a key discussion item for the reform of stateowned enterprises and the development of a modern enterprise system. The literature
reviewed on privatisation in the previous chapter revealed that the countries in transition
encounter governance problems in relationship in particular enterprise management and
owner-manager relationships. Governance serves as an essential foundation for superior
performance. If organisation structure or managerial accountabilities and rewards are
inconsistent with value creation, effectiveness will decrease [McTaggart, Kontes and
Mankins, 1994].
Governance identifies rights and responsibilities, legitimises actions and determines
accountability. It is concerned with the source, use and limitation of power. Corporate
governance is concerned with the process by which corporate entities are governed, that is,
with the exercise of power over the direction of the enterprise, the supervision of executive
actions, the acceptance of a duty to be accountable and the regulation of the corporation
within the jurisdiction of the states in which it operates [Tricker, 1994].
The purpose of this chapter is to briefly review corporate governance in order to draw out
implications about the relationship between ownership and management of enterprises.
In section 3.2, we describe corporate governance, in section 3.3, we present the theoretical
background of ownership and firm value and in section 3.4, we discuss management
empowerment and control. In section 3.5, we analyse the corporate governance of the
transition economies and finally, in section 3.6, we conclude the chapter.
3.2 Definition
According to Tricker [1994], corporate governance is an umbrella term that includes specific
issues from interactions among senior management, shareholders, board of directors, and
other corporate stakeholders. In its narrowest sense, the term may describe the formal system
of accountability of senior management to the shareholders. At its most expansive the term is
stretched to include the entire network of formal and informal relations involving the
corporate sector and their consequences for society in general. According to Keasey and
Wright [1993], corporate governance is defined to include the structure, process, cultures and
systems that engender the successful operation of an organisation. They argue that there is a
need to view corporate governance as having two broad dimensions. First, the monitoring of
management performance and ensuring accountability of management to shareholders; it
emphasises the stewardship and accountability dimension of corporate governance. Second,
governance structure and process need to encompass mechanisms for motivating managerial
behaviour towards increasing the wealth of the business; that is, to enhance enterprise value.
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For the purpose of this study, we will adopt the definition of Keasey and Wright (1993)
because we are examining how effective the organisation’s governance in creating value is.
We will focus mainly on the relationship between the owner and management of state-owned
enterprises because owner-manager relationships influence the managers in making effective
decisions to restructure companies and to create value in transition to a market economy.
3.3 Ownership, Agency and Incomplete Contracts
Corporate governance in the Anglo-American corporate context, where the subject and
practices are most actively debated and studied, has predominantly been about how to resolve
the problem of incentive misalignment in a world of incomplete contracts and imperfect
information, and achieve effective monitoring, control and accountability that arise from the
separation of corporate ownership and management control [Tam, 1999]. Corporate
governance is about ensuring effective decision-making and governance reform should seek
ways to create and maintain an efficient decision-making process [Pound, 2000]. In order to
understand the current approach to enterprise reform in the transition economies and draw
implications for the empirical study of enterprise reform in Eritrea, we present the theories
related to the governance of enterprises. These theories are property rights theory, agency
theory and incomplete contracts theory.
3.3.1 Property Rights Theory
The debate of property rights is centred on whether the distribution of ownership influences
the performance of enterprises and on whether property should be publicly or privately
owned. Property is concerned with assets in one form or another. These may be tangible, such
as machinery, or intangible, such as patents and goodwill. Ownership connotes the right of
use and disposal of property and the owner of property rights should be entitled to the
residual benefit. When ownership of property is clearly defined and resides with specific
economic agents, the latter benefit from using that property in the most productive manner or
personally bear the cost in the form of reduced returns [Walters, 1987]. Due to this,
mechanisms must be put in place to ensure that the value of assets is not eroded at the
expense of the ultimate owner.
Berle and Means (1932) were the first to raise explicitly the issue of the relationship
between corporate ownership and performance. In their book, the Modern Corporation and
Private property, they claim that a more diffuse ownership breaks the link between
ownership and control, and the maximisation of profits is no longer guaranteed. The fewer
shares each shareholder owns the less control he will have over the activities of the
management. The latter may then not necessarily pursue value-maximising strategies. They
argue that managers (who have control rights) do not bear the consequences of their actions,
whereas the shareholders (who have cash flow rights) do.
The influence of the distribution of and changes in ownership on corporate governance
and firm performance and valuation has been studied in developed market economies
[Shleifer and Vishny, 1997]. A common implication of many models of corporate governance
is that firms with more concentrated ownership structures, but otherwise identical, have
higher profitability and are valued higher as there is a greater incentive on the part of owners
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to monitor the firm and make the necessary changes in management, and other measures. For
market economies, this approach has been used by, among others, Demsetz and Lehn [1985],
Megginson et al. [1994], and Denis and Denis [1995].
Demsetz and Lehn [1985] focussed on investor decisions to hold concentrated or
dispersed shares. They challenged the position of Berle and Means [1932]. For Demsetz and
Lehn the decision of how to hold the shares is a rational one based on a profit maximising
calculation. Ownership structure and performance are related only in so far as firms choosing
a sub-optimal structure will not perform as well as those firms with the optimal structure. For
these authors, the size of the firm and the stability of the producer’s market influence
investor’s decision. They expect ownership concentration to increase with the increase in
market instability and to decrease with the increase in firm size. Demsetz and Lehn [1985]
conclude that highly diffused shareholdings do not necessarily perform worse than those with
highly concentrated shareholdings. In dealing with the effects of property rights, reference is
often made to Coase’s theorem [1960]- that the optimality of the outcome is independent of
the initial distribution of property rights provided certain assumptions (such as the absence of
transaction costs) are made.
Public (state) and private ownership differ in the objectives of the owners of the firm and
in the system of monitoring company management. Privatisation policy is followed on the
assumption that a private owner will restructure companies better due to the alignment of
control rights and of residual income rights. However, Frydman et al. [1997] argue that under
certain conditions, the state-owned firms can be as efficient as private firms. According to
Frydman et al., if a state firm operates in an area in which entry is costly, and technological
change is slow and relatively predictable, and if the firm has a well established product and
market, competent management should permit it to preserve its position and profitability,
allowing it to perform at levels not so manifestly inferior to private firms as to create serious
legitimisation problems. Even then, state firms usually deteriorate over time due to primarily
political depredation and special interest demands that state bureaucrats find very difficult to
resist. Absent such political pressure, however, state enterprises in some areas may hold their
own and withstand a certain amount of competition.
The property rights literature suggests that transfer of ownership, here understood as
entitlement to the residual profit from operating an enterprise from public to private sector,
changes the relationship between managers and owners and thus entails changes in both
managerial behaviour and company performance. Since the Eritrean government has opted
for privatising state-owned enterprises, we will, however, not dwell on the debate of public
versus private ownership issues. We will focus on how the (change in) governance structure
of the state-owned enterprises influences performance. The property rights theory is used in
our research to highlight the governance issues in designing our conceptual framework and as
a background theory in understanding the influence of state-ownership on value performance
of enterprises in the empirical study.

Chapter 3

38

3.3.2 Agency Theory
Agency theory explores how contracts can be written and incentives provided to motivate
individuals to achieve goal congruence. It attempts to describe the major factors that should
be considered in designing incentive contracts. Agency theorists attempt to state these
relationships in mathematical models. This section describes the general ideas of agency
theory without actual models in order to draw implications for understanding management
behaviour during transition.
Agency theory is predicated on the belief that individual economic agents choose actions
that maximise their personal utility. Within the modern corporation, there often exists a
separation between the individuals making corporate decisions (managers) and the
individuals bearing the wealth consequences of those decisions (shareholders). This raises the
possibility of conflicts of interest between managers and shareholders [Jensen and Meckling,
1976]. Jensen and Meckling [1976] state that a firm’s value increases along with ownership
concentration as long as the change in ownership results in a better alignment of manager and
shareholder interests. In other words, if costs incurred by increasing ownership concentration
are smaller than the benefits derived from reducing agency costs, it will be in the interest of
some individuals to acquire a concentrated holding in the firm. Jensen and Meckling [1976]
define agency costs as the sum of the monitoring expenses by the principal, the bonding
expenditures by the agent and the residual loss. Contracts, according to Jensen and Meckling
[1976] are thought to be efficient if they minimise the sum of the following agency costs:
1) Monitoring costs borne by the principal to reduce agent actions that would harm the
interest of the principal (for instance, auditing financial statements).
2) Bonding costs born by the agent to guarantee that agent will not take actions to harm the
interest of the principal.
3) A residual loss incurred because monitoring and bonding may not fully align agent
behaviour and principal interest.
Agency theory proposes that a utility-maximising economic agent may take actions that
are inconsistent with the interest of the principal. In some situations, managers may prefer to
undertake actions that run counter to the preferences of shareholders. Examples of such
actions include the payment of excessive salaries to managers, resistance to value-increasing
take-over bids, and outright shirking [Denis, Denis and Sarin, 1999]. This is because the
agent is not perfectly monitored, either because the actions are not observable or because the
principal does not have the incentive to monitor. The separation between ownership and
control and ensuring conflicts results in agency costs that reduce the value of the firm
[Amihud and Lev, 1999].
A second approach to the agency problem, presented by Holmstrom [1979] and others is
to focus on unobservable managerial efforts and the moral hazard problems arising from it.
When shareholders do not know how hard managers work, managers may slack off. Moral
hazard exists due to a lack of efforts (shirking) on the part of the agent. Stated differently, the
principal cannot adequately verify the agent’s effort. Adverse selection exists when the agent
misrepresents his or her ability or, more generally does not behave in the manner as assumed
and preferred by the principal [Eisenhardt, 1989b]. Agency costs are incurred in order to
reduce or eliminate the effects of moral hazard and adverse selection.
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Managers are expected to comply with the interests of the external owners of the private
enterprises; however, given information asymmetries, it is difficult for owners to ensure that
managers do so. The principal has inadequate information about the performance of the
agent; therefore, the principal can never be certain how the agent’s effort contributed to
actual firm results. Without monitoring, only the agent knows whether he or she is working in
the principal’s best interest. Moreover, the agent may know more about the task than the
principal. The added information that the agents have about the task is referred to as private
information. Ideally, managers and equity investors would enter into a binding contract
[Shleifer and Vishny, 1997], but it is difficult to specify contracts ex-ante that accommodate
all possible future contingencies. Therefore, should unforeseen circumstances arise, managers
assume contingent control rights that provide them with the potential to operate against
investors’ best interests. Asymmetric information between managers and external investors
serves to increase the costs of monitoring and, therefore, enables managers to pursue their
own goals rather than those of the equity investor. The potential for large total monitoring
costs is particularly pertinent if there is a large number of dispersed external investors,
creating a free-rider problem. This problem can be minimised if ownership is concentrated in
the hands of large block-holders who will be more likely to utilise their voting power to
influence managerial behaviour. However, as Shleifer and Vishny [1997] note, this will
require a robust legal system in order to protect voting rights.
Fama and Jensen (1983) argue that if the concentration of ownership rises such that it
allows entrenchment of management, that is, makes it harder to allocate resources via takeovers, then the value of the firm falls. There is no agency problem if the decision-maker in
the firm hold all the residual claims. However, in this case the residual claimants forgo
optimal diversification of their present portfolio.
The agency cost premises of shirking and misalignment of incentive in the outsider-based
model (where shareholders have less involvement in company governance) are directly
challenged by Donaldson and Davis [1994] in their stewardship theory. According to them,
managers are good stewards of the corporation and diligently work to attain high levels of
corporate profit and shareholder returns. Managers are motivated primarily by achievement
and responsibility needs. Thus, empowering managers to exercise unencumbered authority
and responsibility will facilitate the maximisation of organisational performance and
shareholders wealth.
Privatisation can be viewed as changing the nature of the agent-principal relationship to
reduce agency problems and therefore facilitate the introduction of more effective systems
that bind agents to the principals’ goals in state-owned enterprises [Rees, 1985]. Moreover,
due to the privatisation process new agency problems may arise, for instance, in Eritrea a
privatisation agency (NASPPE) is established to oversee the privatisation of state-owned
enterprises. The agency literature provides insights for studying whether managers are
maximising enterprise value during the transition and also whether the privatisation agency
(NASPPE) is controlling the managers effectively.
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3.3.3 Incomplete Contracts Theory
According to Hart [1995], firms arise in situations where people cannot write good contracts
and where the allocation of power or control is therefore important. He argues that
contractual incompleteness and power could be used to understand a number of economic
institutions and arrangements. Contract theorists argue that firm participants agree to cooperate with each other within organisations (that is, through contracts), rather than simply
dealing with each other through the market, to minimise the costs of search, co-ordination,
insecurity and others. The firm can thus be seen as a “nexus of contracts” [Jensen and
Meckling, 1976] between itself and its stakeholders.
How can the owner of a company constrain the behaviour of management when there is a
separation between ownership and control? One possibility according to Hart [1995] is to put
managers on an incentive scheme. Hart argues that the manager’s empire-building tendencies
are such that he always wants to invest if he can. That is, just as the manager wants to avoid
liquidation at all cost, so he wants to invest at all cost. The only thing that can stop him is an
inability to raise the capital.
Drawing on the incomplete contracts literature, Hart, Shleifer, and Vishny [1997]
conclude that private ownership must be preferred to public ownership whenever the
incentive to innovate and/ or to contain costs is strong. If complete and enforceable contracts
could be written, public versus private provision of goods and services would usually yield
similar efficiency results. If only incomplete contracts can be written then it becomes very
difficult to motivate an agent to control costs or to invest in non-contractible “quality”
improvement. The authors find that government managers (agents) have very poor incentives
to either cut costs or improve quality, and that private ownership is therefore preferable in
almost every realistic industrial setting. Public ownership is preferred only when [Hart,
Shleifer and Vishny, 1997] cost reduction opportunities lead to non-contractible quality
reductions that are significant, innovation is relatively unimportant, competition is weak and
consumer choice is ineffective and finally, reputation mechanisms are weak. Even here, the
non-profit organisational form will generally be preferable to public ownership.
Bos [1996] also evaluates the privatisation and restructuring of enterprises in a transition
economy using an incomplete contracts approach. He argues that since an enterprise, which is
to be privatised, has to be restructured under uncertainty, and the restructuring investments
are sunk when the final decision on the sale price is taken, there is an imminent danger that
restructuring is not efficient, and there is underinvestment. He further elaborated, based on
the experience of the Treuhand, that since the government wants to privatise quickly the
contract between privatisation agency and investors is signed before the net value of the firm
is known. The firm value, moreover, depends decisively on how much has been invested in
restructuring investments. These costs are, however, not verifiable before a court, hence only
an incomplete contract can be written at the ex-ante stage. Hold-up problems arise because
the division of net surplus from the sale of the firm cannot be fixed ex-ante and the
contracting parties cannot be prevented from renegotiating the initial contract terms when the
value of the firm finally has become known. At the moment of renegotiations, the
restructuring costs are sunk; hence they do not influence the division of the net surplus for
privatisation. The parties anticipate that their restructuring efforts will not be rewarded at the
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renegotiations stage and underinvest. Bos [1996] concludes that when the privatisation
agency engages in some restructuring before contracting with the buyer, it increases the
probability of increasing the value of the firm for sale.
In our study, we used the incomplete contracts theory to understand the relevance of
governance issues in creating value such as the difficulty of writing complete contracts
between owners and managers and how this affects the monitoring of managers. In addition,
the need for incentives to motivate managers to improve value and the need for minimising
hold up problems that might arise during a transition are relevant issues. Due to this, we
included governance in designing the conceptual framework of our study.
The literature on property rights, agency and incomplete contracts theories was described
in order to help us understand the governance of state-owned enterprises during transition.
The theories are used in highlighting governance issues and problems in enterprise
management. Table A3-1 in the appendices summarises the theories reviewed. The property
rights, agency and incomplete contracts literatures underscore the relevance of ownermanager relationships in building a value creating company, but detailed contracts explicitly
outlining partner interactions are costly to design. The property rights theory indicates that
ownership distribution matters. The agency theory also shows that owner-manager
relationships and alignment of their interests are essential in creating value. The incomplete
contracts theory highlights the problem of incomplete contracts and evidences that power and
control are important for understanding corporate governance.
Property rights, agency and incomplete contracts theories provide a theoretical
background for privatisation and they show the relevance of ownership and owner-manager
relationships for creating value. Based on these theories reviewed, we included governance in
our conceptual framework. Moreover, they also help in explaining the management and
owner’s (the state) actions and their influence on performance in the empirical part of this
study.

3.4 Management Empowerment and Ownership Control
Parker [1999, p. 33] argues that “There is a need of assessing the impact of privatisation in
terms of power and control. However, the privatisation literature tends to be dominated by
concerns with economic efficiency. Issues to do with power and control either become
secondary issues or are ignored altogether.” Potential influence, the extent to which the state
actually intervenes in management decision-making, thus determines the outcome of
privatisation and according to Parker [1999], the implication of continuing state
shareholdings for an interpretation of ‘control’ issues in an era of privatisation is worthy of
detailed research.
Empowerment has become the term of choice to identify any group which currently
suffers a lack of power to influence the course of events to its own advantage or to move
some group or organisation towards some new level of power. In analysing power in either
private or public hands, the following questions are essential: How much power? In whose
hands? Power for what purposes? What assurances are there that the power will be used fairly
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and justly? Is there a mechanism by which the power and the method of its exercise can be
made responsive to the needs of society?
Most current definitions of power derive, at least in part, from the early Weberian idea that
power is “the probability that one actor within a social relationship would be in a position to
carry out his own will despite resistance [Weber, 1947, as quoted in Mitchel, Agle and Wood,
1998, p.289].” Pfeffer [1981, p.3] defines power as “a relationship among social actors in
which one social actor, A, can get another social actor, B, to do something that B would not
otherwise have done.” Mitchel, Agle and Wood, [1989] define power as the ability of those
who possess power to bring about the outcomes they desire.
Etizioni [1964, p.59] suggests “A logic for the more precise categorisation of power in the
organisational setting, based on the type of resources used to exercise power: Coercive power
based on physical resources of force, violence or restraint; Utilitarian power based on
material or financial resources; and Normative power, based on symbolic resources.” This
categorisation reveals that owners of businesses have at least utilitarian power that originates
from their financial investments in companies.
Hart [1995, p. 7] argues that “Firm boundaries are chosen to allocate power optimally
among the various parties to a transaction. Power is a scarce resource that should never be
wasted. One implication of the theory is that a merger between firms with highly
complementary assets is value enhancing, and a merger between firms with independent
assets is value reducing.” In merging independent assets, the acquirer gains little useful
power while the seller loses useful power and thus, reduces value. Hart [1995] indicated that
ownership is a source of power when contracts are incomplete. According to the property
rights approach, it is the owner of the asset in question who has this right. That is, the owner
of an asset has residual control rights over that asset: the right to decide all usage of the asset
in any way not inconsistent with a prior contract, custom or law. A party is more likely to
own an asset if it is necessary to make an important investment decision (where the
investment decision might represent figuring out how to make the asset more productive or
looking after the asset).
Empowerment, according to Kinlaw [1995, p. 2], connotes: “pushing authority for
decision as far down the organisation as possible, letting the people closest to a problem solve
the problem, giving people a job and staying out their way so that they can do it, increasing
the sense of ownership that people have for their work and their organisation, letting teams
manage themselves and trusting people to do the right thing.” Kinlaw defined empowerment
as the process of achieving continuous improvement in organisation’s performance by
developing and extending the competent influence of individuals and teams over the areas
and functions which affect their performance and that of the total organisation. Being
competent describes the potential that people must possess for exercising influence that
improves performance. Influence describes competence in action. It describes the action of
moving people and events in a direction that improves performance. Being empowered
means exerting competent influence over every aspect of what one does and what one does
with others so that the total performance of the organisation is continuously improved.
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Kinlaw argues that there is a need to move beyond a meaning of empowerment which
concentrates on distributing influence, that is, power. There is a need for an organisational
strategy of empowerment, which concentrates on distributing competent influence. He argued
that the best way to understand empowerment is as the process, that is, developing and
distributing competent influence to achieve sustained superior performance. The idea of
competent influence is usually implicit in what many people mean by empowerment.
In this research, we will define empowerment as the ability of managers to influence
activities to enhance the creation of value in enterprises. Empowering helps in focussing
measures and incentives on collaborative value creation and identifying and encouraging
performance that enhances value. The fundamental problem in corporate governance stems
not only from a power imbalance, but also from failures in the corporate decisions that are
not challenged in an efficient and effective manner. Corporate failures occur because of
failures in the decision making process- in how boards and managers make decisions and
monitor corporate progress [McClelland, 1995].
Effective owners empower their managers because they believe in the innate potential of
people to innovate and add value. Empowerment does not mean having more personal
discretion. It means having an increased ability to create value. A key element of
empowerment is the belief that effective value creation depends on interdependence and
collaboration, with corresponding limits of personal discretion. Maintaining a balance
between empowerment and control is a fundamental challenge to organisations intent on
developing and extending empowerment. Keeping a proper balance between empowerment
and control is, however, a difficult task [see for example Simon, 1995].
In our research, we used the concepts of management empowerment and ownership
control in designing the conceptual framework of this study. Moreover, in designing the
questionnaires we asked managers whether the management team is empowered to influence
the restructuring activities identified from the literature to create value.

3.5 Corporate Governance in Transition Economies
The development of appropriate corporate governance mechanisms in transition economies is
distinguished from the economies of the West by the initial complete absence of the
necessary prerequisites of an appropriate legal infrastructure and financial institutions in an
environment where incumbent management and employees have entrenched rights within
enterprises. Legislation has to be enacted which for the first time introduces Western-style
property rights, financial reporting requirements, and bankruptcy laws [Wright, Filatotchev
and Buck, 1997].
The discussion of corporate governance in transition economies mainly considers the role
of the state as a main shareholder of enterprises and banks and the banks’ involvement in
enterprise restructuring [Dilova-Kirkowa, 1999]. Corporate governance issues in transition
economies have arisen out of the privatisation process because the pace of privatisation has a
decisive impact on the continuing role of the state in corporate governance and because the
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method used to privatise firms has determined the type of owners who have emerged [Brada,
Hess and Singh, 1996].
The emergence of separate identities of the state as credit provider and as owner of stateowned enterprises requires the development of effective governance. The state property,
particularly the assets of the state-owned enterprises, had been leaked and depleted through
neglect and wilful depredation [Tam, 1999]. This problem has often been attributed to the
lack of progress in clarifying property rights or the inevitable agency costs arising from a
divorce of control and ownership. The state, in the name of the people is supposed to be the
owner of all state property including state-owned enterprises of all sizes. The executive
council of the state is usually held to be the ultimate state organ holding state property. The
decentralisation of administration over the years has, however, given provincial governments
in the Central and Eastern European countries the ultimate authority to exercise major
property rights over the state-owned enterprises assigned to them. This decentralised stateownership is further complicated by the fact that at each level of government, the ministries
or departments administer and own the state-owned enterprises in their field.
The OECD [1998] shows that the weaknesses of governance in state-owned enterprises
stem from insufficient market incentives and disciplines. There is no market for corporate
control, for instance, no threat of take-over and replacement of incumbent management,
shareholder exit is not possible and monitoring of performance by the state-equity holder is
weak mainly due to the lack of economic motivation. Chains of agents without identifiable
principals exercise corporate governance and there is no credible threat of bankruptcy as
state-owned enterprises are frequently bailed out.
The present confusion over how state assets are to be administered and the still
widespread belief that the state will not permit large enterprises to cease operating has created
some serious moral hazard problems for the de facto owner of state-owned enterprises. Thus,
official ministries of various levels of government have on the whole taken a territorial
approach and would rather prolong bad utilisation of certain state assets (which produce
negative returns and may require subsidies) than to lose state property. This notion of losing
state property is a narrow one that does not take into account the negative impact on
aggregate net income flows resulting from maintaining those bad assets in their current form.
Privatisation has been crucial in reducing the direct influence of the state in the economy.
Two important outstanding problems in the transfer of ownership are the disposal of those
remaining state shareholding and the operation of corporate governance in the firms
themselves. According to Brada, Hess and Singh [1996], three significant pressures are
evident in terms of managing these state shareholdings: the need for budget revenues, the
reluctance of insiders to have their own position weakened through increased outside
shareholdings and the tendency to look for new forms of conglomerate structure to overcome
problems of finance and organisations. If the remaining state shareholdings cannot be
disposed of quickly because of the desire to raise revenue from their sale, then they could be
placed in an independent trust, provided that it has an explicit mandate with strict provision
for it to act where possible to maximise the share price of the enterprises it holds, and to wind
itself up over a specific-time period.
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One common element of the privatisation process has been that of corporatisation;
whereby state-owned enterprises were converted into corporations whose shares were held by
the state until privatisation took place. Although seemingly only symbolic, corporatisation
had important effects on corporate governance and managerial power and behaviour.
Corporate governance changed through corporatisation because the state appointed outsiders
to the corporate bodies that represented shareholders in the corporate governance process. In
Poland this marked a significant shift in power away from the Workers Council, which had
been the main locus of power within the state-owned enterprises, in Hungary and the Czech
Republic, the shift was more subtle, but in all cases, the power of managers was strengthened.
This reallocation of power to managers and the impending privatisation that corporatisation
signalled led to the first effort at restructuring and to a strategic response by firms being
privatised [Brada, Hess and Singh, 1996]. However, the establishment of a privatisation
agency has added another layer of government organisation as a stakeholder and the old
paternalistic relationship with the previous supervision departments remained largely
unbroken after state-owned enterprises had been corporatised. The pursuit of diverse
sectional and personal interests is seen as another hindrance to the restructuring and
transformation of state-owned enterprises.
The reason for establishing state holding companies usually includes rationalising
governmental control of its assets, increasing managerial autonomy from political
interference, and creating opportunities for greater exposure to market forces. This triad
illustrates that the organisational innovation is expected to readjust the relationship between
owners and managers in state-owned firms so that they approximate those found in private
companies, with subsequent benefits in productive and financial efficiencies [Pistor and
Turkewitz, 1996].
After unification of Germany, the Treuhand (THA) actively appointed western experts to
the enterprises’ boards to oversee the transition process. But in what might have been an
attempt to increase its control over passive restructuring, the Treuhand also dissolved boards
and transformed companies to limited liability companies. In cases where the limited liability
companies remained large enough to require a supervisory board, these boards have by law,
less control. Specifically, they do not appoint managers [Kettler, 1997]. The Treuhand
officially finished its operations at the end of 1994. However, according to Bos and Kayser,
[1997], effective January 1 st 1995, the Treuhand was renamed the Federal Agency for Special
Problems Arising from Unification. This agency is responsible for the management of the
privatisation contracts, and for the remaining re-privatisation and liquidations. In spite of the
highly acclaimed completion of privatisation of these key-sector firms, the Treuhand in fact
had not privatised some firms, but shifted them to a special public enterprise namely the
Participation Management Company Berlin, which is preparing these firms for restructuring
and privatisation [Bos and Kayser, 1997].
The introduction of the Company Law in 1988 in Hungary resulted in a wave of managerinitiated organisational restructuring of enterprises’ assets. Seeking to increase the
independence of state firms without changing the underlying ownership structure, Hungarian
officials in the late 1980s gave increasing power to enterprise managers. The final move was
to give managers the right to reorganise all or part of their enterprise into a limited liability
company or a joint stock company. Managers cashed in on the opportunity to separate out the
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best of the enterprise assets in commercial companies and proceeded to distribute shares in
these companies. While the Hungarian government was the owner of a large portion of those
assets, state officials had almost completely lost control of the process and were unable to
keep track of the ownership structures put in place by their managers [Pistor and Turkewitz,
1996]. Early experience of “spontaneous” privatisation in Hungary emphasised the need for
some form of regulation to deal with abuses arising from incumbent management obtaining
state-owned assets on highly advantageous terms. The advent of the State Property Agency
(SPA) stopped this chaotic period of company creation and share reshuffling, but the
government has not been able to roll back ownership structures or disentangle the bundle of
property relations [Pistor and Turkewitz, 1996]. A highly regulated approach was then
introduced where although investors, managers or the State Property Agency (SPA) could
initiate a sale, approval was strictly controlled by the SPA. The problem with this approach
was that there was still scope for managers to dissipate state assets. As a result in September
1991 a further measure was adopted based on self-privatisation and “automatic” clearance by
the SPA provided the transaction was prepared by independent advisors from an approved
list. Remaining enterprises in state ownership were required to transform themselves into
corporations, and could submit a privatisation proposal for approval by the SPA [Filatotchev
et al., 1996].
According to Mlcoch [1998], privatisation in post-communist countries is inevitably a
long lasting process, lasting perhaps a few decades. In this case, the government should have
a clear policy of corporate governance and management of state enterprises. It means that
the government should not meddle in a company’s microeconomic choices, but only
discipline managers by managerial contracts and stimulate them to enhance the future market
value of managed enterprises. Mlcoch argues that the private sector should grow by gradual
evolution “from below” as well as by “step by step” restructuring and privatisation of
portions of state enterprises “from above” in the traditional way.
The state has remained the owner of many firms not slated for privatisation in the Central
and Eastern European countries. Some of these firms are perceived to be integral to the
functioning of the state or to its security, and thus, their privatisation or ownership is subject
to additional scrutiny and regulation. In the case of Poland, because of opposition to
privatisation legislation, the state has retained control over many companies regardless of
whether they were slated for privatisation or not. Other firms remain under state control
either for a transitional period or because they are not attractive to investors. In many such
cases, the company has been transformed legally from a state-owned enterprise to a private
entity with a corporate structure, but the state holds the share capital. When the state owns a
firm, the founding ministry or the state property fund or agency appoints members to both the
Board of Directors and the Supervisory Board [Brada, Hess and Singh, 1996].
State-owned enterprises like their private sector counterparts generally face the same
problems in ensuring that companies operate in the most efficient manner. Conflicting
interests of a company’s board and management vis-à-vis the shareholders, create a motive
for opportunistic behaviour by these agents with respect to the shareholders. Monitoring
difficulties for shareholders-stemming from the separation of ownership and control under
the company model- may create scope for boards and management to act opportunistically to
advance their own interests, rather than the best interests of the company and its shareholders.
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The detrimental effect on efficiency can be more severe in the case of government-owned
business, as the government faces some additional problems in ensuring that its commercial
businesses operate efficiently. Those problems include [Brumby, 1998, p. 39]: “weak
external pressures from capital markets (for example, no threat of take-over), and often from
product markets; and the political reasoning that produced public ownership often conflicts
with economic efficiency.”
In socialist economies, as emphasised by Kornai [1990], the relationship between the
managers of firms and their superiors, whether the director of a trust or a branch minister,
differ little from the relationship between managers and foremen or production supervisors
under their direction. A principal task of transition is, therefore, the reorganisation of the
productive units of the enterprise sector in the formerly socialist economies through vertical
and horizontal integration and disintegration to form an industrial structure in which the
boundaries of the firms ensure that costs (manufacturing and administrative) are at a
minimum.
The issue of establishing sound management is also essential to successful privatisation
efforts, but this, according to Ozakaya and Askari [1999], has not received due attention in
the literature. They argue that privatised firms that addressed management issues directly
performed much better than those that neglected managerial reforms.
Enterprise management in Russia emerged from the Gorbachev era with a great deal of
economic and political power. Managers gained a very high degree of control over firms,
including most production, employment and sales decisions. Although managers gained a lot
of control over enterprises, cash flow remained publicly owned. The only way in which
managers could capitalise on their power was by stripping firms’ assets through spontaneous
privatisation which they proceeded to do. If managers were to be interested in restructuring,
they had to become owners of equity. Moreover, equity ownership was viewed as a
potentially important device for stopping asset stripping. However, the Russian privatisers
also feared that excessively high management ownership could lead to full entrenchment of
incompetent managers, and as a result slow down restructuring. In transition economies, top
managers got their jobs because they excelled at lobbying the government for credits,
influencing suppliers into delivering the inputs and so on. These managers did not have to
care about selling the products, cutting costs and other issues central to restructuring. As a
result, managers of privatising firms were in many cases incapable of overseeing a
restructuring program and hence the need for management turnover was much greater there
than in market economies [Shleifer and Vasiliev, 1996].
Brada, Hess and Singh [1996] argue that the concern about increased managerial
autonomy in transition economies seems to be somewhat misplaced in view of the fact that,
historically, the problem of managers in these economies has been the lack of autonomy. In
the period of central planning, industrial ministers controlled managers. In the case of Poland,
this was replaced by the power of the Workers’ Councils, which controlled both managerial
appointments and tenure and involved themselves in the setting of business strategy [Estrin et
al., 1995]. Thus, increased managerial autonomy brought about by privatisation may more
likely lead to an environment that provides greater scope (and more incentives) for managers
to formulate and implement appropriate business strategies.
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In the socialist system, the concept of marketing and markets were associated with
capitalism and thus, were stigmatised as social evils. Due to this enterprises did not give
attention to marketing. Whatever produced was given to distribution agencies and thus
whether it is sold or not did not matter as far as the factories were concerned. There were no
marketing departments in the factories. The Central and Eastern European countries were
also trading with each other and they had a network called Council for Mutual Economic
Assistance (CMEA). In the post socialist system, the collapse of the CMEA brought a great
challenge to the state-owned enterprises of the transition economies [UNCTAD, 1993].
Factories were obliged to market their products themselves and the lack of marketing
departments and trained sales staff at the factories created a crisis.
Breda Hess and Sing [1996] studied problems of corporate governance as a cause for
managerial leeway in formulating policy and owners’ ability to dislodge incumbent managers
who underperform. They studied the governance of various forms of ownership (foreign,
state, banks and investment funds, management and employees) of 18 cases of industrial
enterprises in the Czech Republic (N=6), Hungary (N=5), and Poland (N=7). We have
summarised the findings of the seven state-owned enterprises included in their study in
appendix A3-2.
The findings are heterogeneous in terms of corporate governance experiences and
circumstances of the firms. Breda, Hess and Singh [1996, p. 608] generalised the following:
“First, it is quite evident from the Polish examples that workers’ de facto ownership
overshadowed the de jure ownership role of the state. At the same time, because workers’
ownership rights were tenuous and unclear, workers tended to pursue short-sighted and
narrowly self-interested policies. Second, the passivity of owners is generally correlated with
good managerial performance. When the owners have confidence in the general manager or
director, then owner passivity is, in effect, tacit support. Third, the cases suggest that owner
passivity does not extend to those situations where management problems are evident. At the
same time there are several examples of owner interference with management (or neglect of
management’s efforts to assure the future of the firm) that illustrate the problems that
shareholder activism (or its absence) can create. There is clear evidence that managers, once
they have the autonomy to do so, have undertaken much the same restructuring measures that
were evident in the cases of firms governed by foreign outsiders.”
The managers in the cases studied tried to restructure their companies by focussing on
core-competencies of the firm, eliminate unprofitable activities, strengthen the marketing
function, implement technological upgrading, and emphasise quality. In those cases where
owners exercised greater control over management, the consequences were mixed.
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3.6 Conclusion
The theory reviewed and the experiences of the transition economies evidence that
managers and owner-manager relationships and behaviour are essential for restructuring
enterprises into value creating private enterprises. Competent managers will be able to
restructure their companies and enhance the value of their enterprises. Effective owners
empower their managers because they believe in the innate potential of managers to innovate
and create value. However, effective monitoring of management is essential. The initial
experiences of Hungary and Russia revealed that managers were powerful and engaged in
asset stripping due to a lack of control. In Poland also workers assumed strong power and
restricted management in reducing labour and restructuring of enterprises. Due to this, some
researchers advocated for managerial retrenchment [Shleifer and Vasiliev, 1996; Bim, 1996].
However, others also showed that after the establishment of state privatisation agencies,
effective governance helps in restructuring enterprises. The cases of enterprises studied by
Breda, Hess and Singh [1996] evidenced that managers, once they have autonomy to do so,
have undertaken much the same restructuring measures that were evident in the cases of firms
governed by foreigners. This suggests that management contracts with established
meaningful rewards and penalties could help in restructuring enterprises. Balancing the
power of managers and ownership control is essential for restructuring state-owned
enterprises into value creating, privatisable firms. In the following chapter, we will discuss
corporate restructuring and value creation.

Chapter 4
Corporate Restructuring and Value Creation
4.1. Introduction
Restructuring is widely used in both the developed and developing countries
nowadays. Companies and economies are restructuring to achieve a higher level of
performance or to survive when the given structure becomes dysfunctional.
Restructuring takes place at different levels. At the level of the whole economy, it
is a long-term response to market trends, technological change, and macroeconomic
policies. At the sector level, restructuring causes change in the production structure
and new arrangements across enterprises. At the enterprise level, firms restructure
through new business strategies and internal reorganisation in order to adapt to new
market requirements.
In section 4.2, we define restructuring and value creation and then in section 4.3,
we discuss restructuring and value creation of enterprises in developed economies and
in section 4.4, we present restructuring and value creation models. In section 4.5, we
present restructuring and value creation of enterprises in transition and in section 4.6,
we analyse when to restructure the enterprise in transition. Finally, in section 4.7, we
conclude the chapter by highlighting the main points and analysing the lessons
learned form the experiences of developed and transition economies.

4.2. Definitions of Restructuring and Value Creation
“The word structure used in an economic context implies a specific, stable
relationship among the key elements of a particular function or process. To
restructure means the (hopefully) purposeful process of changing the structure of an
institution (a company, an industry, a market, a country, the world economy, etc.)
[Sander et al., 1996, p.1].” This structure defines the constraints under which
institutions function in their day-to-day operations and their pursuit of better
economic performance. Restructuring can therefore be interpreted as the attempt to
change the structure of an institution in order to relax some or all of the short-run
constraints. Restructuring is concerned with changing structures in pursuit of a longrun strategy. Crum & Goldberg [1998, p.340] define restructuring of a company as “a
set of discrete decisive measures taken in order to increase the competitiveness of the
enterprise and thereby to enhance its value”. In this study, we define restructuring as a
change in the operational structures, investment structures, financing structures and
governance structure of a company. The objective of restructuring is to transform the
company into an enterprise that is of high value to its owners.
McTaggart, Kontes and Mankins [1994] define value creation as managing the
performance of individual business units with respect to the cash flow generated or
rates of return earned over time. In our study, the term value creation refers to
improvements of the return on investment of owners by increasing the cash inflows
and reducing risk. The value created in a business is measured by comparing the rate
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of return on assets (ROA) to the cost of capital (k) of a company. Value is created
only when a business unit or a company can earn a return on assets that exceeds its
cost of capital; when return on assets (ROA) falls short of the cost of capital, value is
destroyed.

4.3. Corporate Restructuring and Value Creation in Developed Economies
The literature review on restructuring and value creation in the developed economies
provides insight in the experience of success or failure of restructuring actions taken
by management in creating value and the determinants of value in a business. These
experiences can be useful for countries in transition in the Central and Eastern Europe
and Sub-Saharan Africa too because the main goal of privatisation and restructuring
enterprises is to transform the entities into value creating capitalist firms.
Restructuring involves diverse activities such as divestiture of underperforming
business, spin-offs, acquisitions, stock repurchases and debt swaps, which are all a
one time transaction, but also structural changes introduced in day-to-day
management of the business. Rappaport [1986] classified the above listed one time
transactions as Phase I restructuring and those changes that bring continuous value
improvement through day-to-day management of the business as Phase II
restructuring. Rappaport [1986] argues that companies need to move from Phase I
restructuring to Phase II because in Phase II, the shareholder value approach is
employed not only when buying and selling a business or changing the company’s
capital structure, but also in the planning and performance monitoring of all business
strategies on an on-going basis. A successful implementation of Phase II restructuring
not only ensures that management has met its responsibilities to develop corporate
performance evaluation systems consistent with the parameters investors use to value
the company, but also minimises the Phase I concern of managers that a hostile takeover is imminent.
Copeland, Koller and Murrin [1990] also argue that managers should restructure
companies to improve value, otherwise, external raiders will get an opportunity to
take-over the company. Therefore, they claim that it is in the best interest of both
managers and shareholders to keep the gap between potential and actual value as close
as possible. Management can improve operations by increasing revenue or reducing
cost, acquiring or disposing of assets and improving the financial structure of the
company.
Company executives often restructure their companies for enhancing productivity,
reducing costs or increasing shareholder wealth. Bowman, et al. [1999] summarised
the findings of the corporate restructuring literature of 1990s that examined the impact
of restructuring on performance. They classified restructuring activities into three
categories, portfolio restructuring, financial restructuring and organisational
restructuring.
Portfolio restructuring includes significant changes in the mix of assets owned by
a firm or the lines of business in which a firm operates, including liquidation,
divestitures, asset sales and spin-offs. Company management may restructure its
business in order to sharpen focus by disposing of a unit that is peripheral to the core

Corporate Restructuring and Value Creation

53

business and in order to raise capital or rid itself of a languishing operation by sellingoff a division. Moreover, a company can entail on an aggressive combination of
acquisitions and divestitures to restructure its portfolio. According to the findings of
Bowman et al. [1999] spin-offs and sell-offs generate gains while acquisitions and
divestments generate no improvements on average. Of course these results have
differed over time [Baker, 1992] and also possibly over countries.
Financial restructuring includes significant changes in the capital structure of a firm,
including leveraged buyouts, leveraged recapitalisations and debt for equity swaps.
Financial structure refers to the allocation of the corporate flow of funds-cash or
credit-and to the strategic or contractual decision rules that direct the flow and
determine the value-added and its distribution among the various corporate
constituencies. According to Donaldson [1994, p. 7], “the elements of the corporate
financial structure include the scale of the investment base, the mix between active
investment and defensive reserves, the focus of investment (choice of revenue
source), the rate at which earnings are reinvested, the mix of debt and equity
contracts, the nature, degree and cost of corporate oversight (overhead), the
distribution of expenditures between current and future revenue potential, and the
nature and duration of wage and benefit contracts.” The findings of Bowman et al.
[1999] revealed that financial restructuring generates economic value. A large part of
the financial restructuring studies included were leveraged buyouts (LBO) and
management buyouts (MBO). This evidences that managers have much more
information about the true value of the firm’s assets than outsiders.
Organisational restructuring includes significant changes in the organisational
structure of the firm, including redrawing of divisional boundaries, flattening of
hierarchic levels, spreading of the span of control, reducing product diversification,
revising compensation, streamlining processes, reforming governance and downsizing
employment. The findings of Bowman et al. [1999] indicated that lay-offs
unaccompanied by other organisational changes tend to have a negative impact on
performance. Downsizing announcements combined with organisational restructuring
are likely to have a positive, though small effect on performance.
Since the dynamic environment within which companies operate is changing,
financial managers should be ever alert to new and better ways of structuring and
financing their business. The value-creation process described by Pike and Neale
[1996, p. 622] involves the following:
“1. Review the corporate financial structure from the shareholders’ viewpoint.
Consider whether changes in capital structure, business mix or ownership would
enhance value.
2 Increase efficiency and reduce the after-tax cost of capital through judicious use of
borrowing.
3. Improve operating cash flows through focussing on wealth creating investment
oportunities (having positive net present values), profit improvement and
overhead reduction programmes and divestiture.
4. Pursue financially driven value creation using various new financing instruments
and arrangements (that is, financial engineering).”
Fruhan, [1979] identified the following approaches to value enhancement: ability
to command premium product prices, achievement of a reduced or lower than average
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cost structure, achievement of a reduced or lower than average capital intensity,
ability to obtain debt at lower than normal cost, ability to obtain equity at lower than
normal cost, design of capital structure that is more efficient than that achieved by
major competitors, acquiring firms via the exchange of an overvalued equity, selling
overvalued equity and purchasing undervalued equities.
Successful enterprise level strategies depend on the value creation insights, which
involve understanding of managers about how to improve the performance of
business. According to Campbell, Goold and Alexander [1995] value creation insights
are based on unique knowledge or experience of reasons why certain kinds of
business have performance problems or fail to maximise their potential and ways in
which managers can influence the business so as to raise performance. Value creation
insights are extraordinarily diverse. Value creation insights are about major areas of
improvement: raising performance, high improvement of the value of business, return
on sales and sales volume. Value creation insights are linked to specific businesses
that have performance opportunities and critical success factors, which the managers
understand.
In line with the above arguments also, Cappelli-Konijnenberg [1995] identified
five individual structures that help in value creation, that is, asset structure, capital
structure, governance structure, cost structure and organisation structure. The asset
structure shows the composition of the total assets the firm exploits to realise its goals.
The capital structure deals with the form and relative amounts in which securities
should be issued to finance investments. It refers to a mixture of long-term debt and
equity the firm uses to finance its operations. Capital restructuring changes this
mixture. The governance structure is the different sets of incentives; safeguards and
disputes resolution processes used to control and co-ordinate the actions of various
stakeholders. An ideal governance system gives managing directors enough freedom
to work and make them accountable for what they did. The cost structure includes
costs of operations and overheads. Changes in cost structures such as re-location of
labour-intensive production to low-labour cost countries can improve the profitability
of enterprises. Organisation structure such as the number of divisions in an
organisation can, for example, affect the communication flow and improving this by
restructuring might, therefore, create value for the firm.
Rappaport [1986] advocated for value based management to create value in a
business. Copeland, Koller and Murrin [1990] also argued for transforming an entire
organisation into a value maximising one using value based management (VBM).
Value based management is an approach to management whereby the company’s
overall aspirations, analytical techniques and management processes are all aligned to
help the company to maximise its value by focusing management decision making on
the key drivers of value. The authors stated that an important part of value based
management is a deep understanding of what performance variables actually drive the
value of the business. These variables, known as value drivers, affect the value of the
company. According to Knight [1998], value is created in the operating and
investment decisions that managers make on a daily basis. For value management to
succeed, it has to be embedded into the company’s decision-making mind-set. This
means attaining a high level of managerial understanding on how management can
influence the value the company creates. It involves the translating of abstract
concepts of value creation into meaningful day-to-day operating terms through the use
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of operating value drivers. He argued that value management is an important issue for
many companies that are faced with pressure from investors or with the need to
compete more effectively.
A focus on value creation implies that decisions and actions are judged in the
context of how much value they will create and that value creating behaviour is
encouraged throughout the organisation. Establishing a culture driven by value
creation demands a wide-reaching organisational transformation and in many cases,
the most radical change is required at the top of the organisation. Monnery [1995]
argues that creating value is demanding and that managers need to know exactly what
they are targeting: how to measure value creation? Managers need to understand how
to work towards that goal: what are the drivers of value creation? Managers also need
to discover how to encourage people to do things differently.
In this decade, consulting firms are adopting new approaches of value based
financial management systems to address perceived problems of the existing financial
management systems. Stern & Stewart and Co. [Stewart, 1991] introduced the EVA™
financial management system. EVA™ is defined as net operating profits after tax less
a company’s cost of capital (including the costs of both equity and debt) subject to a
number of adjustments to data reported in financial statements. EVA™ directs
attention to the results created by managers and promotes that managers need to be
rewarded for their achievement. Stewart [1991] argues that making managers into
owners is a proven and potent way to create value. He further indicates that ownership
must go beyond the merely monetary, such as pride in one’s work, sensible risk taking
and above all, accepting responsibility for the success or failure of the enterprise. He
advocates for value sharing: making everyone a meaningful partner in the process of
adding to value. Value is created by improving operating efficiency, achieving
profitable growth and rationalising and exiting unrewarding business by liquidating
unproductive capital and curtailing investment in unrewarding projects.
Though it will take time to assess EVA™, recent research indicates that the
novelty of the EVA™ revolution is in pointing vital linkages between financial
communication, financial structure, executive incentives and the design of
management and financial accounting systems [Bromwich and Walker, 1998;
O’Hanlon and Peasnell, 1998; Mouritsen, 1998].
The literature reviewed indicates that financial restructuring using leveraged
buyout (LBO) and management buyouts (MBO) creates value because managers have
more information about the true value of the firm’s assets than outsiders and generates
value by focussing on an improvement of operations. The value based management
(VBM) approach indicates that management decisions and actions are judged in the
context of how much value they will create.
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4.4 Restructuring and Value Creation Models
In the literature of restructuring and value creation, we identified four models, which
could give a relevant general framework for analysis. The models are studied in order
to identify important factors for creating value that need to be empirically investigated
in enterprises in transition. These models are 1. The Restructuring Pentagon of
Copeland, Koller and Murrin [1990], 2. The Potential and Resilience Evaluation
(PARE) model of Crum and Goldberg [1998], 3. Porter’s [1985] Value Chain
Framework and 4. Rappaport’s [1986] Value Network Model.
Copeland, Koller and Murrin’s Restructuring Pentagon.
Copeland, Koller and Murrin [1990] have provided a valuation framework for
calculating the value of a single or multi-business company and a restructuring
pentagon framework for analysing value creation. Their valuation framework based
on an analysis of the company’s free cash flow and key value drivers (see figure A4-1
in the appendices). The value of a business is the sum of the value of assets in place
and the value of growth opportunities. The value of assets in place is determined by
the level of net operating profit less adjusted taxes (NOPLAT), as well as the
weighted average cost of capital (WACC). The value of growth opportunities is
determined by the key value drivers of the rate of return on invested capital, the
amount of net new investment, the period of competitive advantage, the investment
rate and the weighted average cost of capital. The period of competitive advantage
shows the length of time over which the expected rate of return on invested capital
will exceed the company’s weighted average cost of capital. It shows the
sustainability of return. The most important key value drivers in this valuation
framework are the rate of return on invested capital relative to the weighted average
cost of capital and the amount the company invests in new capital. Understanding the
value drivers-especially the return on invested capital and the investment rate-helps to
develop insight into the likely behaviour of free cash flows and value creation in the
future. The return on total invested capital indicates the overall performance of the
company. The return on incremental invested capital also indicates whether new
capital is creating value or not.
The Copeland, Koller and Murrin [1990] model of Restructuring Pentagon (see
figure A4-2 in the appendices) also shows that internal and external restructuring
activities are needed to create value in a business. In the process of analysing the
value of a company, first the “as is” discounted cash flow valuation is compared with
the current market value of the company. Any difference between these values is a
perception gap. If the market determined shareholder value is less than “as is value”,
then management needs to do a better job of communicating with the analysts of the
financial market so that the market value of the company might increase. A share
repurchase program is also a possibility.
One way to create value is to undertake internal improvements (for example,
increasing operating margins and sales growth, and decreasing working-capital
requirements). By taking advantage of strategic and operating opportunities, the
company can realise its potential value as a portfolio of assets. These are the myriad
fine-tuning opportunities that arise from understanding the relationship between
operating parameters of each business unit (key value drivers) and value creation.
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Even business units that will be sold should be restructured as long as the cost of
improvements is less than the extra sales premium that the improvements will bring.
Another way of creating value is determining the value enhancement potential that
arises from external opportunities, that is, shrinking the company via sell-offs,
expanding it through acquisitions or both. Some business units, even though finetuned, can be more valuable in alternative uses, and should be sold. The motivation
for divestiture is usually straightforward; another company can better manage the
assets. Consequently, the buyer is willing to pay a higher price than the current value
of the company to the owners. Divestiture can enhance value to the seller which can
then redeploy the cash received to improve its own core business. Unrelated
businesses are particularly good candidates for sell-offs. In acquisitions, combinations
that provide real synergies can enhance value. In other instances, if companies cannot
be made profitable (by any one) then they should be shut down.
In our study, the Copeland, Koller and Murrin [1990] models are used in designing
a conceptual framework and in identifying the key value drivers to measure whether
value is created or lost in the Eritrean manufacturing enterprises. Moreover, the
concept of internal and external restructuring requirement to create value is essential
for understanding the functioning of the enterprises in transition.
Crum and Goldberg’s Potential and Resilience Evaluation (PARE) Model
Crum and Goldberg [1998] developed a framework for the assessment of enterprise
viability known as Potential and Resilience Evaluation (PARE). The authors argued
that taking actions that increase the potential and the resilience of a company create
value. They also view that PARE can be used to assess companies in transition to a
market economy.
Potential, according to Crum and Goldberg, refers to the company’s ability to
generate cash flows. High returns come when managers allocate the resources of the
firm to investments that generate net increases in net assets that exceed the minimum
level necessary to compensate investors for risk. The potential of a company depends
on the innovation ability and the implementation capacity of the firm.
Innovation ability of the company depends on the management’s ability to find and
nurture profitable investment opportunities in the future. Management must be able
not only to create a sufficient number of new projects over time, but also to abandon
existing projects when they no longer yield higher returns and rechannel their
resources to more profitable uses. Some of the measures used in measuring innovation
ability are earning power, cash flow margin, profitability index, sales growth, market
share growth, R & D expenditures as a percent of sales and average number of patents
generated per year.
Implementation capacity refers to the company’s management skill and resources
to implement projects successfully. The degree of implementation capability of a
company depends on the extent that the resources are available at the time needed, at
the location required and in the form demanded. The factors that indicate
implementation capability of a company are subjective and not amenable to
quantification. Some of these measures are general management knowledge and skill,
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specific marketing knowledge and skill, knowledge of product qualities and skill,
technology familiarity and sophistication and funding capacity for new investments.
The assessment of innovation ability and implementation capacity indicates the
preferred position is strength in both innovation ability and implementation capacity.
If the position of the company is strong in one of the dimensions and weak in the
other, corrective actions need to be focussed on in the problem area. PARE refines the
suggestion for remedial action to focus more explicitly on identified problems. If a
firm is weak in both innovation ability and implementation capacity, serious
consideration might be given to liquidation. They have no chance of succeeding in the
long run without major investment and restructuring. Management then needs to
assess the company’s resilience before deciding to liquidate a company.
Resilience refers to the risk associated with the future cash flows. It is used as a
surrogate concept of risk. Risk can be viewed as the likelihood that the firm will not
develop over time in accordance with what investors perceive to be its strategic
targets. Hostile forces may erode the firm’s competitive position and perhaps even
threat its continued existence. Two strategically significant dimensions of risk focus
on different aspects of this possible erosion: the vulnerability position and the reserve
capacity of the firm.
The vulnerability position of the firm refers to the extent to which hostile forces
are perceived to exist in the company’s operating environment that could cause
significant disruption in profitable operations. This is the “threat” dimension and it is
a major aspect of risk. What is assessed is what could go wrong and the concern is
with conceivable threats that would hurt the company if they come into play. Some
useful indicators of vulnerability are cash flow concentration by products, sales
concentration by products, debt maturity structure, fixed charge coverage, operating
leverage (percentage change in earnings before interest and taxes), pace of technology
change, cash flow variability and sales variability.
Reserve capacity refers to the ability of the company to defend adversity, to
marshal resources quickly to avoid extremely detrimental consequences of disruptive
events, and to survive essentially intact when subjected to disintegrative forces. Some
useful indicators of company’s reserve capacity are liquidity, cash flow coverage,
fungible assets, decrease in costs if workers are laid off, impact of production
shutdowns on cash requirements and cancellation costs from project abandonment.
The resilience position of a company is assessed using the combination of the
threat side-the vulnerability position-and the defensive side-the reserve capacity.
By assessing the vulnerability and the reserve capacity, management knows the
primary source of difficulties-lack of reserve or too much vulnerability or both-as well
as any strengths-sufficient reserves or low vulnerability. Risk is a negative dimension
and companies want to avoid it to the extent that is prudent.
The overall evaluation of the firm is done by assessing, the potential and resilience
dimensions. Strong potential and strong resilience, according to Crum and Goldberg
[1998], shows that the company is strong competitor and vigilance is required to
maintain that position. On the other hand, low resilience and low potential shows that
the management should consider liquidation or, at a minimum, severe restructuring.
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Evaluation of a company in terms of its potential and resilience helps in identifying
problems and indicates corrections needed to create value.
According to Crum and Goldberg (1998), PARE’s market focus and its orientation
towards what is required to improve competitiveness fit the situation in the countries
undergoing transition to a market economy. It helps managers to ask the right
questions, to identify the proper priorities and to determine appropriate actions.
In our study, the Crum and Goldberg [1998] model is used to identify variables
and their measures in designing the conceptual framework of this study. Moreover, it
helps in understanding the actions needed to improve the potential and the resilience
of the companies studied. It highlights important issues to be studied such as
management ability and skills in creating value and it helps to identify primary
sources of difficulties and corrections needed to find and nurture value creation
opportunities.
Porter’s Value Chain Model
According to Porter, [1985], the profitability of a firm is influenced by its industry
structure and by the strategic choice it makes in positioning itself in the industry. The
first fundamental determinant of a firm’s profitability is industry attractiveness. In any
industry the rules of competition are embodied in five competitive forces: the entry of
new competitors, the threat of substitutes, the bargaining power of buyers, the
bargaining power of suppliers and the rivalry among the existing competitors. These
five forces determine industry profitability because they influence the prices, costs
and required investment of firms in an industry.
The second basic determinant of a firm’s profitability is its relative position within
its industry. Positioning determines whether a firm’s profitability is above or below
the industry average. A firm that can position itself well may earn high rates of return
even though industry structure is unfavourable and the average profitability is
therefore modest. The fundamental basis of above average performance in the long
run is sustainable competitive advantage.
Competitive advantage grows fundamentally if a firm is able to create value for its
buyers that exceed the firm’s cost of creating it. Superior value stems from offering
lower, but more profitable, prices than competitors for equivalent benefits or
providing unique benefits that more than offset a higher price. There are two basic
types of competitive advantages: cost leadership and differentiation.
The Porter’s value chain approach describes a fundamental role of the value chain
in identifying sources of cost leadership and differentiation. The value chain is an
approach that views the firm as being a collection of discrete but related activities.
The term value chain means all the activities that add value, starting with product
design, continuing with the procurement of resources, then with the steps in the
production process, and concluding with the movement of the product from the
factory to the customer. The objective of value chain analysis is to move materials
from vendors, through production, and to the customer at the lowest cost and in the
shortest time. The value chain formulation focuses on how these activities create
value and what determines their cost, giving the firm considerable latitude in
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determining how activities are combined. Every firm is viewed as a collection of
activities that are performed to design, produce, market, deliver and support its
products (see figure A4-3 in the appendices). Value activities are divided into two
broad categories, primary activities and support activities.
Primary activities are the activities involved in the physical creation of the product
and its sale and transfer to the buyer as well as after-sale assistance. Primary activities
include, inbound logistics (receiving, storing, material handling, inventory control and
others), operations (activities associated with transforming inputs into final product,
for instance, transforming cotton into cloth needs blowing, spinning, weaving and
finishing), outbound logistics (storing and distribution to buyers), marketing and sales
(advertising, promotion, sales force, quoting, channel selection, channel relations, and
pricing), and service (installation, repairs, training, parts supply, and product
adjustment).
Support activities include procurement (the function of purchasing inputs used in
the firm’s value chain), technology development (activities directed to improve
products and processes), human resources management (recruiting, hiring, training
development and compensation of all types of personnel), and firm infrastructure
(general management, planning, finance, accounting and others).
A firm’s value chain is embedded in a larger stream of activities, that is, the value
system (see figure A4-4 in the appendices). The value system includes suppliers’
value chains, the firm’s value chain, channel value chains and the buyers value chains.
Suppliers have value chains that create and deliver the purchased inputs used in a
firm’s chain. For instance, cotton farmers value chain will affect the input cost of a
textile company. Linkages between suppliers’ value chains and a firm’s value chain
provide opportunities for the firm to create value. In addition, many products pass
through the value chain of channels (channel value) on their way to the buyer and
these influence the firm’s own activities. Channels perform such activities as sales,
advertising and display that may substitute for or complement the firm’s activities.
The channel mark-up over a firm’s selling price (channel value) often represents a
large proportion of the selling price to the end user. Thus as with suppliers’ linkages,
co-ordinating and jointly optimising with the channels can lower cost or enhance
differentiation.
Porter’s value chain approach provides a systematic way of understanding the
behaviour of costs and revenues and the existing and potential sources of
differentiation. With cost leadership, a firm sets out to become the low-cost producer
in its industry. The firm has a broad scope and serves many industries' segments, and
may even operate in related industries. The firm’s breadth is often important to its cost
advantage. The sources of cost advantage include the pursuit of economies of scale,
proprietary technology, preferential access to raw materials and others. Cost
advantage results if a firm achieves a lower cumulative cost of performing value
activities than its competitors. The strategic value of cost advantage hinges on its
sustainability. Sustainability will be present if the sources of a firm’s cost advantage
are difficult for competitors to replicate or imitate. Cost advantage leads to superior
performance if the firm provides an acceptable level of value to the buyer so that its
cost advantage is not nullified by the need to charge a lower price than competitors.
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In a differentiation strategy, a firm seeks to be unique in its industry along some
dimensions that are widely valued by buyers. It selects one or more attributes that
many buyers in an industry perceive as important and then uniquely positions itself to
meet those needs. It is rewarded for its uniqueness with a premium price.
Differentiation can be based on the product itself, the delivery system by which it is
sold, the marketing approach, and a broad range of other factors. A firm must truly be
unique at something or be perceived as unique if it is to expect a premium price.
Differentiation derives fundamentally from creating value for the buyer through a
firm’s impact on the buyer’s value chain.
In our study, we used the Porter’s [1985] Value Chain Model in designing the
framework of this study and restructuring activities questionnaires. The concept of
backward and forward linkages with suppliers and buyers respectively is incorporated
in our framework. Moreover, we used the concept of value chain analysis (all
activities that add value) in designing restructuring activities questionnaires to identify
what activities do managers perceive as value creating restructuring activities.
Summarising we find that industry attractiveness and competitive advantage are
principal sources of value creation. The more favourable these are, the more likely the
company will create value.
Rappaport’s Value Network Model.
Rappaport [1986, p.76], provided a framework analysis for value creation, that is
indicated by him as a “shareholder value network” (see figure A4.5 in the appendix).
Value creation addresses the change in value over a period. Rappaport [1986] Value
Creation Network Model is helpful in answering the third research sub-question of
this study because it shows the determinants of value. It also provides measures of
performance which are needed for answering the fourth research sub-question of this
study, have companies been creating value during 1991-1997, to what extent and
how? In addition, this model provides a framework for value creation by restructuring
operations, investment, and financing, which are the kinds of restructuring that are
addressed in the fifth research sub-question of this study. The Rappaport model was
also used in acquisitions in the western market economies and thus may also be
helpful in understanding privatisation acquisitions.
The “shareholder value approach” estimates the economic value of an investment
by discounting forecasted cash flows by the cost of capital. The total economic value
of an entity such as a company or business unit is the sum of the value of its debt and
its equity. The shareholder value is the difference of the value of the total firm and the
market value of debt. The total value of the firm consists of three components, that is,
the present value of cash flow from operations during the forecast period, “residual
value” which represents the present value of the business attributable to the period
beyond the forecast period and the current value of marketable securities and other
investments that can be converted to cash.
Cash flow from operations represents the difference between operating cash
inflows and cash out flows. These cash flows are relevant for estimating the firm
value because they represent the cash available to compensate creditors and owners.
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The cash flows are discounted to their present value using the weighted average cost
of debt and equity capital.
The shareholder value network depicts the essential link between the corporate
objective of creating shareholder value and the basic valuation parameters or value
drivers: sales growth rate, operating profit margin, income tax rate, working capital
investments, fixed capital investment, cost of capital, and value growth duration.
Sales growth is the percentage increment of sales expected in a period. It shows the
market growth potential of a company. Normally the higher the sales growth, the
higher the value of the company.
Operating profit margin is the ratio of pre-interest, pre-tax operating profit to sales.
The net profit is calculated by deducting cost of goods sold, selling and administrative
expenses from sales.
Fixed capital investment is the money invested in acquiring long term assets such
as building, equipment, land and other long-term investments. Capital expenditures
include expenditures on new (and replacement of) property, plant and equipment. The
incremental fixed capital investment is defined as capital expenditures in excess of
depreciation expense.
Working capital investment represents the net investment in accounts receivable,
inventory, accounts payable, and accruals that are required to support sales growth.
Increases in working capital requirements reduce the value of a company.
The corporate income tax rate represents taxes on operating profit for a period
(e.g. a fiscal year) that are either paid by instalments during the year or are a liability
at the end of the year. It is the amount of tax attributable to the operating profit. It
does not include taxes on interest income and other non-operating income items.
Cost of capital: The appropriate rate for discounting the company’s cash flow
stream is the weighted average cost of debt and equity capital. Estimating the cost of
capital is essential for establishing the minimum acceptable rate of return or hurdle
rate that management should require on new investment proposals. Investments
yielding returns greater than the cost of capital will create shareholder value, while
those yielding less than the cost of capital will decrease shareholder value. The
relevant weight of debt and equity is based on the proportion that the firm targets for
its capital structure over the long-term planning period. The relevant rate for the cost
of debt is the long-term rate or yield to maturity which reflects the rate currently
demanded by debt holders. The relevant rate for the cost of equity is an implicit rate
of return required to attract investors to purchase the firm’s stock and to keep it. The
cost of equity is the sum of the risk free rate and the equity risk premium. The rate on
long-term treasury bonds serves as the best estimate of the risk-free rate. The equity
risk premium is the difference of the expected return on the market portfolio and the
risk free rate multiplied by the company beta. The risk premium represents additional
compensation that investors expect for holding stocks rather than “risk–free”
government bonds.
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The final value driver, value growth duration, is management’s best estimate of the
number of years that investment can be expected to yield rates of return greater than
the cost of capital.
The shareholder value network shows the link between management decisions and
value drivers. Operating decisions such as product mix, pricing, promotion,
advertising, distribution, and consumer service level are impounded primarily in three
value drivers: sales growth rate, operating profit margin, and income tax rate.
Investment decisions such as, increasing inventory levels and capacity expansion are
reflected in the two investment value drivers: working capital and fixed capital
investments. The cost of capital value driver is governed not only by business risk but
also by management’s financing decisions, that is, the question of the proper
proportions of debt and equity.
In our study, we used Rappaport [1986] Value Creation Network Model as a
primary model in designing our conceptual framework. The concept of management
decisions on operations, investments and financing influence the value created in an
enterprise is incorporated in our framework. Moreover, it helped us to identify the
value drivers and to measure the value performance of companies studied. The model
was also helpful in structuring and analysing the empirical data collected.
The value creation models generally aim at creating value for owners. Some
researchers, however, argue that value creation has to focus on stakeholders rather
than shareholders [Freeman, 1998]. Stakeholders include employees, managers,
customers, suppliers, and government and extend to any one who benefits from the
company. However, determining the aims, benefits and value generators for each
stakeholder is difficult. Copeland, Koller and Murrin [1990] argue that focussing on
shareholder value does not ignore the other stakeholders. If the company ignores to
assess the interests of its employees, for example, the employees will leave. Due to
this, managers have to integrate the interests of the stakeholders of a company in
attempting to create value.
In our study, we have used the value creation models as a framework to identify
the variables that need to be studied in increasing the value of companies. The aim is
to apply the concepts of operations, investments and financing and their measures to
the issue of restructuring companies for higher values. It also helps to more sharply
focus management’s attention on lines of activity it can competently manage to create
value. Therefore, when the term value creation is used in this study in connection with
the financial data it means the excess of the return on total capital (ROTC) over the
cost of capital (k) as used in the Rappaport [1986] and Stern Stewart and Co. [1991].
However, when the term value creation is used in connection with value adding
general management activities as discussed in the Porter [1985] Value Chain model, it
shows value enhancing restructuring activities in operations, investments, financing
and governance.
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4.5 Corporate Restructuring and Value Creation in Transition Economies
In order to study the experiences of restructuring enterprises in transition, we
reviewed the literature of the Central and Eastern European countries. In the literature,
researchers have found that there is a need of restructuring enterprises pre and post
privatisation. Johnson, Kotchen and Loveman [1996] claim that there is a need for an
integrated restructuring plan that aligns changes in business strategy, enterprises
finances and investment, control systems, marketing, operations and human resources.
Simply letting the loss-making, insolvent enterprises collapse (in the hope that their
assets, which in any case are highly specific, will be taken over by other healthier
enterprises, or preferably, multinationals) proved to be misconceived and politically at
least, too costly an option because doing so would have resulted in the collapse of
practically the whole domestic industry.
Major [1993] argues that governments frequently emphasise their intention to
upgrade and restructure the state-owned companies first and to sell them later. The
governments’ chief argument is that in several cases, enterprises to be sold have vast
potential, that is, not reflected in the initial offer prices, and in order to obtain a much
higher price for these companies, they must be modernised. There may be cases,
according to Major, where such an argument is relevant. For instance, if an enterprise
is not attractive enough to private investors because it carried old debts or it has some
units, which are liabilities rather than assets and which can be detached easily, then an
initial restructuring can improve the seller’s bargaining position considerably.
During privatisation, it might thus be important to devise policies to improve the
performance of viable but at present loss-making and non-competitive enterprises that
remain (for the time being) under effective control of the government. This raises
important issues, of how to increase their autonomy and their profit orientation. If the
enterprise potential value could be enhanced, restructuring could involve refinancing
of debt, reorganising operations to reduce or eliminate unprofitable activities,
slimming down the payroll or bringing in new management [UNCTAD, 1993].
Filatotchev [1996] argues that changes in operations, financing and governance are
essential elements of restructuring during the transition. Operating changes relate to
growth and diversification, training and recruitment and relationship with
stakeholders, such as trading partners. Financial issues include changes in working
capital, investment, wages and source of finance for investments. Governance relates
to ownership and control exerted by owners, managers and employees and others.
Operational restructuring denotes changes in the existing production mix,
introduction of new products, improving distribution channels, reducing labour and
material costs and reorienting production towards customer demanded goods to
increase the profitability of the company.
The experience of the Central and Eastern European countries reveals that most of
the enterprises engaged in labour reduction to compete in the market environment and
reduced outputs to adjust to the new market environment prior to privatisation. The
liberalisation of prices and trade increased the prices of materials and energy and
decreased the demand for domestic goods due to import competition. The decrease in
customers’ demand for domestic goods resulted in low capacity utilisation by the

Corporate Restructuring and Value Creation

65

firms. Managers encountering a severe sales problem tried to find a way out by
conducting an active sales policy, changing the mix and profile of output towards
more sellable products, diversifying production and reducing of production costs
[Estrin & Gelb, 1995; Dolgopyatova & Evseyeva, 1995]. According to Belka et al.
[1993], one of the key factors of enterprise adjustment during transition is the speed
and efficiency of the company’s efforts to restore its domestic distribution network.
Those who succeed are able to fend off foreign competition and even expand. Those
who neglected it in the first stage of transition faced the formidable task of recovering
due to a difficult and expensive market with new or improved products and a lack of
adequate marketing and sales specialists. However, the experience of transition
economies shows that only a few managers engaged in the introduction of new
products, the development of new processes and the development of new markets
prior to privatisation.
Investment restructuring denotes the changes in fixed capital and in working
capital investment of a business. Enterprises in the transition economies are using old
machinery, which hampers competition with the imported products from the
developed economies. The machinery is often purchased at the time of establishment
of the company and replacement may be neglected due to the fact that managers were
more concerned with employees’ welfare. Since modernisation of the machinery
might reduce the labour force, they have been using outdated machinery. This practice
hampered modernisation and technology advancement of factories and when the
market was liberalised after the fall of communism in Central and Eastern Europe, the
enterprises faced difficulties in competing in the market. According to Belka et al.
[1993] the fixed assets are worn out, with depreciation rates of 60-70%, and the
process of decapitalisation is steadily accelerating. Most modernisation projects
undertaken aim at the reduction of cost (energy saving, smaller consumption of
materials, lower input of labour). Very few fixed asset investment projects undertaken
actually enlarge the production capacities of the firms. The main cause of low
investment was the lack of financial resources. The decline in profitability of the
state-owned enterprises each year decreased the financial reserves of the companies.
Besides, according to Belka et al. [1993, p. 39], “the low investment in fixed assets
was due to the high risk of investment decision because of lack of clear ownership
prospects of an enterprise and clear management stance, due to the drop in consumer
demand resulting from much lower purchasing power and due to the absence of an
essential financial infrastructure (an efficient banking system and a capital market).”
As demonstrated by Dixit [1989] uncertainty can have a powerful negative effect on
the incentive to move promptly to take advantage of investment opportunities. Indeed,
when the environment is uncertain, potential entrepreneurs have a strong incentive to
delay even attractive projects, if part of the investment is irreversible.
Financial restructuring during privatisation includes [Rideley, 1996; Saez, 1996],
elimination or reduction of old debts to the government to make companies attractive
to buyers, injecting capital for new investments, debt to equity swaps in which the
creditors of an enterprise agree to accept ownership shares once the enterprise
becomes a corporation, refinancing external debt, debt relief such as debt restructuring
at reduced interest rates and with longer maturities and partial debt write-downs, sale
of assets, equity issues simultaneous with the privatisation of existing stock and
transfer of part of the sales proceeds to the company itself.
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The experience of Central and Eastern European countries reveals that the
governments generally stopped direct subsidies to pressure companies to become selffinancing and gave managers autonomy to govern enterprises. However, as Kornai
[1990] predicted the managers of loss making enterprises were often able to soften the
budget constraints because the politicians were not ready to liquidate loss-making
enterprises due to the social consequences and they have been guaranteeing bank
loans to these companies. Kornai [1980] explained that an enterprise has soft budget
constraints when it expects to be bailed out in case of financial trouble. This creates
an incentive problem because the manager of the organisation will fail to observe
financial discipline. The state-owned banks also have been approving loans to loss
making companies without rigorous analysis because if the companies become
bankrupt they will lose the money that they had already loaned to these companies.
Hoping that the financial condition will improve, the banks kept funding non-viable
enterprises. In addition, when the government direct subsidy was hardened, managers
of loss making companies resorted to inter-enterprise loans, borrowing from other
state-owned enterprises. This led to bad debt accumulation in the enterprises and
banks.
The accumulation of debts deterred the buyers of enterprises at the time of
privatisation and in order to attract investors, the governments of the Central and
Eastern European countries tried to clean the balance sheets of the enterprises to make
the companies sellable. Though all governments tried to tackle this problem by
absorbing the enterprises’ debts, their approach differed. Some countries directly
wrote-off enterprises’ debts while others segregated financially troubled enterprises or
transferred the responsibility of enterprise debt restructuring to banks.
The experience of Hungary and Bulgaria, for instance, revealed that the
government wrote-off enterprises’ debts to alleviate the financial problem that the
companies had been facing. This relieved enterprises from interest payments.
However, the debt write-off should be done only once. Otherwise, it gives an
indication to the management that the government will bail–out the companies in case
of financial problem and thus may tempt them to undertake projects that destroy
company value. According to Dobrinsky [1996, p.393], “the governments of Hungary
and Bulgaria wrote-off companies’ debts several rounds during 1992-1994.” This may
have been reducing the credibility of hardening of budget constraints.
Some governments (such as Poland and Romania) also isolated financially
troubled enterprises (‘hospitalisation’) and tried to restructure them to make them
viable. The governments provided finances, set up a restructuring agency and asked
managers to turn around their companies in two to four years. Enterprises, which did
not improve after the isolation program, were liquidated. These programs were not
very successful because the managers were appointed by workers and thus, were not
able to lay-off redundant workers. Djankov [1998] studied the enterprise isolation
program of Romania. According to Djankov, the isolation program did not deliver any
tangible improvements in operational performance, nor did it enhance the process of
privatisation or liquidation of large loss-making enterprises. The main reasons cited
for the failure of the Romanian isolation programs are management’s reluctance to
undertake measures unpopular with workers and a lack of managerial skills. Managers
were unable to assess their firm’s financial status because no attention was paid to
such details in their previous work. Wijnbergen [1996] also argues that isolating
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financially troubled enterprises destroys value because their managers can
successfully bargain for subsidy instead of adjusting to the free market and the
stigmatisation as sick enterprises makes it difficult to regain access to banking loans,
even after they have been restructured. Wijnbergen, therefore, recommends the
involvement of commercial banks in restructuring financially troubled enterprises in
transition.
Many governments in Central and Eastern Europe assigned the responsibility of
restructuring enterprises to banks. They were assigned the following tasks: to identify
viable, viable with debt relief and non-viable enterprises; to work with management of
over-indebted firms on a restructuring plans before granting a debt relief; to liquidate
non-viable firms; to fund new investments needed for physical restructuring; and to
provide corporate governance through representation on the board of directors. In
Poland the government instead of directly restructuring financially troubled
companies, assigned banks to work out a restructuring plan with their clients (stateowned enterprises). The banks had formal and informal options for restructuring
enterprises with a debt problem (see figure 4-1).
Figure 4-1 Approaches to Bank-led Enterprise Restructuring.
Bank Interventions

Formal

Informal

Liquidation

Debt transfer
Assume enterprise debt through
government agency

Bankruptcy
Work-out department

Bank subsidiary

Debt-for-debt swaps

Equity-for-debt swaps
Debt sale

Source: [Montes-Negret and Papi, 1997, p. 3]
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In Poland, banks helped in enterprise restructuring. The bank managers tried to
solve the enterprise debt problem with informal means. They transferred the debt to a
government agency in exchange for government security or to an internal workout
unit of the same bank staffed with qualified analysts who helped the enterprises to
restructure. In addition the banks also used debt-for debt swaps. The revised loan
contract can involve some debt rescheduling, interest rate reduction, new collateral
requirement and an agreement on a restructuring plan. The bank can also take an
equity stake instead of its loan, reducing the seniority of its claim, but increasing its
control rights over the enterprise [Montes-Negret and Papi, 1997]. According to
Montes-Negret and Papi [1997], the Polish program of bank led enterprise
restructuring had a positive influence on the enterprise sector because the situation of
distressed enterprises improved and the number of firms facing financial troubles
dropped. According to Montes-Negret and Papi’s study, the Polish restructuring
program aimed at improving the financial condition of enterprises and promoting
implementation of internal changes within these enterprises. These programs provided
management with a complete diagnosis of the enterprise condition, and allowed
management to work with experienced analysts and advisors. This practice helped
managers to learn how to conduct analytical studies and to prepare recovery programs
that included forecasts of sales and cost, restructuring plans, the establishment of sales
and marketing units, and the implementation of new production methods and
techniques.
The literature on restructuring of enterprises in Central and Eastern Europe
indicates that companies require operational, investment and financial restructuring to
adjust to the new market environment and to create value. Table A4-1 summarises
relevant articles on privatisation and restructuring that help in identifying the
restructuring needs of enterprises in transition and the measures used to identify
performance. The governments emphasised mainly financial restructuring because
debt accumulation in enterprises deterred buyers. The bank led enterprise
restructuring in Poland had some positive influence, while the isolation
(‘hospitalisation’) of enterprises was less successful. In addition, the managers
reduced labour and output to adjust their operations to the market environment, but
they did not introduce new products or production systems to enhance their
operations. Moreover, the managers hardly restructured assets due to the uncertainty
of the environment and those few investments done were related to cost reduction
rather than to capacity expansion.
The case studies of enterprises in transition studied by consultants, international
agencies such as World Bank and United Nations Development Organisation
(UNIDO) and other researchers reveal how enterprises can be restructured for
successful privatisation. The success and failures of enterprises to restructure may
provide a lesson for Eritrea. Appendix A4-2 summarises case studies of some
companies in the Central and Eastern European countries [Estrin et al., 1995; Johnson,
Kotchen and Loveman, 1995 and Martin, 1996].
The case studies indicate that companies which narrowed their product focus and
reduced their product cycle were able to restructure and attract investors. Moreover,
market oriented managers played a key role in restructuring their companies. In
addition, low labour cost in the Central and Eastern Europe in comparison with the
Western Europe gave a competitive advantage to the enterprises in these countries.
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The geographical proximity of the Central and Eastern Europe countries to the market
in the Western Europe helped the companies to improve their financial condition. The
successful companies also upgraded their technology and modernised their machinery
to produce quality and competitive products. The successful companies subcontracted
work to West European companies, in particular in textiles clothing, to take advantage
of the low labour cost. The acquaintance with foreign subcontractors has helped in
eventual privatisation of the companies. The companies’ distribution channels also
changed from wholesale and retail chains to direct sales to final customers.
The case studies also show companies which failed to adapt to the new market
environment and which have problems in getting investors. In these companies, the
management showed little will to implement reform and they were mainly production
oriented. These managers tried to lobby for subsidy rather than to engage in
restructuring their companies. However, the government cut subsidies and the
companies’ debt increased. The creditors also demanded payment. The worsening
financial condition of the companies was becoming a constraint not only for attracting
investors but also for getting qualified managing directors as well.
In their study of Russian enterprises, Earle, Estrin and Leshchenko [1996]
identified restructuring activities (production, employment, investment and
marketing) that enhance enterprise value and used managers’ own views in evaluating
the restructuring activities needed. They invited managers to indicate their priorities
across a variety of activities in each area. They asked managers to respond on a scale
of 1 (not important) to 3 (very important) for each activity. Table 4-1 shows the
restructuring areas and specific activities within each area.
Table 4-1 Restructuring Areas and Activities within each Area.
No. Production strategy
Employment strategy
1
Change in area of activity
Decrease in labour
2
Changing production mix
Increase in labour
3
Change of inventory policy
Cutting social benefits
4
Closing of plant/shop
Cutting wages
5
Change in product quality
Increasing wages
6
Disposing of assets
Increasing wage differentials
7
More efficient use of resources
Modify or establish an internal wage scale
8
Changing technology
9
Seeking foreign consulting advice
10
New investments
Investment strategy
Marketing strategy
1
Reducing new bank borrowing
Improve marketing
2
Reschedule loans
Change distribution network
3
Obtain new loans from banks
Change suppliers
4
Obtain new loans from non-banks
Seeking new domestic markets
5
Lengthening period of payables
Increasing export efforts
6
Reducing outstanding receivables
Increase product price relative to
competitors
7
Change of bank connections
Drop product price relative to competitors
8
Seeking foreign investors
Source; Earle, Estrin and Leshchenko [1996, p. 235]
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The authors used these activities to test their hypothesis that difference in
ownership will result in different restructuring actions by managers. However, the
responses of the managers showed that there was little variation in the restructuring
measures in the different ownership types tested (state-owned, employee-owned,
management-owned, outsider-owned and newly established firms). The managers’
responses, however, showed that the managers regard marketing and
investment/finance activities as slightly more important than production or
employment related restructuring activities, regardless of ownership category. The
Russian managers consider increasing the efficiency of input and investment very
important, while disposing off of assets, seeking foreign consultants and closing
plants or shops of low importance. On the marketing side, managers of all ownership
categories rate an improvement in marketing and discovering new domestic markets
very highly, but place less emphasis on price adjustments or changing suppliers.
Gurkov [1997] studied Russian enterprises' adaptation to new economic realities
to generate insights into the restructuring of the business and identified from the
literature problems that the enterprises in transition are facing. He conducted a survey
of managers and he asked them to identify the problems that their companies are
facing using a 5-point scale ranging from ‘not important at all’ to ‘extremely
important’. Non-paying debtors, lack of the means to purchase raw materials and
semi-finished goods, high debts to banks and suppliers and irregularity of production
were listed as the most disturbing factors in 1994. Table 4-2 shows a ranked order of
problems identified by the managers.
Table 4-2 Shows Ranked Order of Managers’ Assessment of the Importance of
the Problems
No.
Problems
1
Non paying debtors
2
Disturbances in supply of raw materials
3
High bank debts and trade liabilities
4
Irregularities of production operations
5
Absence of orders, contracts
6
Irregularity in energy and fuel supply
7
Poor work discipline
8
Staffing by managers
9
Staffing by qualified workers
10
Delay in wage payment
11
Languor of the company’s top management
12
Danger of unemployment
Source: Gurkov [1997, p.63]
The restructuring activities identified by Earle, Estrin and Leshchenko [1996] and
the problems identified by Gurkov [1997] are used in designing questionnaires in the
empirical part of our study. We asked managers in Eritrea to assess the importance of
these activities in creating value in their enterprises.
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4.6 When to Restructure Enterprises in Transition
One of the issues debated in the transition economies is when enterprises should be
restructured. There are three possibilities of sequencing privatisation and restructuring
enterprises during transition. These possibilities are:
1) Privatise the state-owned enterprises first without any attempt to restructuring the
company “as is” and let the new private owners decide how to restructure the
operations to create value.
2) Fully restructure the state-owned enterprise first then privatise it.
3) Partly restructure the state-owned enterprises before privatisation and let the new
owner decide how best to complete the task.
Privatisation without restructuring usually results in a low price for the
enterprises. But restructuring to gain a better purchase price is costly and difficult.
Lack of clarity about who has, and will have ownership rights vis-à-vis enterprises
results in tremendous uncertainty about the future of incumbent managers and
management bodies (such as enterprises and workers councils). This prompts a waitand-see attitude, which does not stimulate structural change. The resolution of this
uncertainty is critical for eliciting the much needed supply response through
restructuring during the transition [Sood, 1991]. Most of the factors that caused the
poor performance in the first place remain. It is difficult to motivate management and
staff to improve performance if their jobs will be at risk from privatisation.
Restructuring measures pursued before privatisation may also differ markedly from
the direction intended by subsequent buyers.
Kornai [1990] argues that state-owned enterprises will be too arthritic and
bureaucratic to respond to the opportunities opened up by the move to a market
system and a free trade. The inference is that with the possible exception of stateowned firms purchased by foreign companies, industry level supply responses will
rely disproportionately on the growth of the new private sector, including perhaps
their gradual absorption through a bankruptcy procedures of the assets of the old state
sector. Kornai [1990], Lipton and Sachs [1990], Aslund [1991] and Blanchard et al
[1991] place efficiency in the centre of discussion of privatisation. They argue that
only responsible private owners can be expected to utilise resources efficiently, while
public or state ownership usually resulted in careless spending by the company
managers in wasteful resource allocation and in a lack of the company’s flexibility.
However, the findings by Pinto et al. [1993] showing signs of restructuring among
state-owned enterprises in Poland and a parallel study by Estrin, Gelb and Singh
[1993] provide evidence against the Kornai hypothesis. State-owned enterprises in the
Central and Eastern European countries made major adjustments in the light of their
new circumstances and these responses, which are not solely sponsored by foreign
participants, appear to contain the bulk of industry level adjustment. To survive in the
new business environment, enterprises must reorganise, downsize their operations,
shed excess labour, sell their non productive assets, improve the quality of their
products, and find new markets. Some state-owned enterprises may be viable, but not
without labour shedding and the infusion of new, more modern capital. Unless
restructured, potentially viable enterprises usually fail to attract a buyer [Carlin,
1993]. The adjustment responses of enterprises to the reform depend on the firm’s
financial situation and the motivation and capability of the management [Estrin, et.
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al., 1995]. The question is how much the government should do to help resolve these
underlying structural difficulties. Some studies [Ernst, Alexeev and Marer, 1996]
argue for government intervention while others [Kornai, 1990] oppose government
intervention during the transition period. Government restructuring measures such as
hardening budget constraints, financing of severance payments, and selective debt
write-offs affect the distribution of gainers and losers and may be used to overcome
blocking coalitions and increase support for restructuring [Aghion, Blanchard and
Burgess, 1994]. Aghion, Blanchard and Burgess [1994] also argue that enterprise
managers with good career prospects after privatisation will have incentives to
restructure in order to enhance the balance sheets of their companies.
Ernst, Alexeev and Marer [1996] argue that the state has a legitimate role in
assisting privatisation and fostering improved efficiency by helping to restructure
firms. Debt reduction on a large scale is often necessary. In addition, large firms that
are losing money and can find no private buyer must be restructured with government
help, either for eventual privatisation or simply to keep them from continuing to be a
drain on the budget. According to Ernst, Alexeev and Marer, large government
restructuring programs should be undertaken mainly to deal with problems, which the
private sector cannot or will not deal with, as early steps in the transition.
Policy has been focused, according to UNECE [1993], too much on the divestment
of large state firms, while the possibilities for improving their performance were not
sufficiently explored. Systemic change in itself has already reduced or eliminated
many growth retarding factors: the priority treatment of the military sector and the
ideological commitments to full employment. After removal of these impediments,
state-owned companies may have a good chance to improve their performance
relative to the past [UNECE, 1993].
After a decade of transition experience in Central and Eastern Europe, researchers
indicate that enterprises require pre-and post-privatisation restructuring. In the preprivatisation, the government should restructure companies by shedding labour,
preferring some financial restructuring, such as debt reduction and by introducing
hard budget constraints to make companies autonomous and profitable. However, the
new owner, who has the ability and entrepreneurial drive to commit funds and run the
business on a market oriented basis, should make major investments in equipment,
modernising technology, developing new products and by large investments in
research and development.
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4.7 Conclusions
Value based management system helps managers to focus on activities that create
value. The value based financial management system also emphasises operating
efficiency improvement, investing in profitable projects and terminating unprofitable
projects and a judicious use of finances to create value. The models of Copeland,
Koller and Murrin [1990], Crum and Goldberg [1998], Porter [1985] and Rappaport
[1986 show the determinants of value creation in a business. The restructuring
pentagon of Copeland, Koller and Murrin [1990] indicates that the firm value will
increase by internal and external restructuring of a business. They argue that even if a
business is to be sold, internal and external restructuring of the business can increase
the value of the business and the bargaining potential of the seller. The Crum and
Goldberg [1998] Potential and Resilience Evaluation (PARE) Model also focuses on
value creation and shows that innovation ability, implementation capability,
vulnerability position and reserve capacity are the main determinants of creating value
in a business. PARE helps in assessing the viability of an enterprise and also indicates
corrective actions that management needs to take to enhance firm value. The Porter’s
[1985] Value Chain Model indicates that cost leadership and differentiation help the
company to create value. Controlling the cost drivers, reconfiguring the value chain
and becoming unique in some dimensions creates value. Porter argues that value is
created when a firm creates competitive advantage for its buyers, lowers its buyers
cost or raises its buyers’ performance. In addition, Porter [1985] argues that industry
attractiveness and company’s position within its industry determine the profitability of
the company. The Rappaport [1986] Value Creating Network Model shows that
managers' decisions on operations, investments and finances create value and it aligns
the value drivers to the enterprise objective of value creation. This model also tries to
link management decisions to value drivers.
The literature review on restructuring and value creation experiences and models
used in developing and transition economies reveal that operations, investment and
financial restructuring are needed to create value in a business. The restructuring
experience of the developed economies shows that financial restructuring creates
value because it does not bring change in company management. Since the managers
know more about the company than outsiders they can introduce changes in
operations and investments once they get access to finance [Bowman, 1999]. The
study of Bowman et al. [1999] shows that spin-offs and sell-offs create value, but
acquisition and divestment on average do not create value. Labour reduction, unless
accompanied by other organisational changes, does not increase firm value.
The restructuring experience of transition economies indicated that there is even a
greater need for restructuring of enterprises than in those enterprises in the developed
economies. Some researchers have argued that the managers in transition economy
countries cannot become market-oriented. However, the studies of Pinto, et al. [1993]
and Aghion, Blanchard and Burges [1994] show that managers are restructuring their
companies because it shows their management ability and it helps them to get career
opportunity after privatisation. In the transition economies also governments are
engaged in financial restructuring of companies to reduce the debt accumulation in
companies in order to attract buyers during privatisation. Many governments directly
wrote off the debt. However, this creates moral hazard if this is done repetitively,
because it then gives managers an idea that the government will bail out the
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financially troubled companies and it destroys the credibility of the reform process.
The workers were electing managers or their union was approving managers’
appointments and thus the managers were not able to introduce changes that had
impact on workers. Due to this, performance of the enterprises did not increase.
However, the Polish attempt of assigning enterprise restructuring to the banks had
some positive influence on enterprise performance. The banks created departments
staffed with experts in managing financially troubled companies and also participated
in the governance of the enterprises as boards. The bank led enterprise restructuring
also provided several alternative methods of reducing the enterprise debt such as debtfor-debt swaps, debt-to equity swaps and debt sale.
There are three options for sequencing restructuring and privatisation in transition:
restructure fully before privatisation, partial restructuring before sale or sell the
company ‘as is’. The best scenario is restructuring enterprises fully prior to sale
because-as discussed in Copeland, Koller and Murrin [1990]-internal and external
restructuring create value and enhance the bargaining power of the seller. In addition,
during transition, the state-owned enterprises are considered the wealth of the society
and selling companies at low prices has political repercussions. The people of the
transition economy countries believe that selling companies at a low price without
restructuring is giving away the wealth of a society to a few private individuals.
Moreover, there is uncertainty of potential restructurability of the enterprises and
since the managers know their companies better than outsiders, they will be better
equipped to restructure the enterprises than outsiders. The buyers also will be happy
to acquire restructured companies because it reduces the uncertainty of
restructurability of the enterprise to be sold. For all parties, selling the restructured
enterprises is the best option. However, when restructuring is not easy due to a lack of
qualified managers who can turn ailing companies around and a lack of finance,
government can partially restructure enterprises before privatisation by labour
reduction, debt reduction and increasing the autonomy of the organisations. The new
buyer can complete the restructuring process after privatisation. The selling process
takes time and thus, simply waiting to find a buyer creates uncertainty and destroys
value creation potential of the enterprises. It also drains the government budget.
Segregating unprofitable business units and restructuring large conglomerates into
viable business entities enhance the saleability and viability of enterprises. The
governments of transition countries need to engage on defending the vulnerability
position of the company by providing finances and strengthening management of the
companies to help them compete in the market economy. The third option selling ‘as
is’ should, finally, be used in those viable enterprises that do not require restructuring
because they attract buyers. This will also facilitate privatisation of the rest of the
enterprises because the government can then focus on the ailing companies that
require restructuring to make them saleable and viable.
The studies of Earle, Estrin and Leschenko [1996] and Gurkov [1997] helped us to
identify the value creating restructuring activities and problems that the enterprises in
transition face. We used these activities and problems in designing questionnaires in
our empirical study.

PART II
CONCEPTUAL FRAMEWORK AND
METHODOLOGY

Chapter 5
Conceptual Framework for Analysis and Methodology
5.1 Introduction
In this chapter, we develop a conceptual framework and design the research methodology
of the study. In section 5.2, we describe relevant issues for choosing a model and in
section 5.3, we present the conceptual framework for analysis and discuss the justification
for adopting the conceptual framework. In section 5.4, we present the research
methodology followed in designing the research and collecting and analysing the data and
in section 5.5, we show the typology of restructuring issues. Finally, in section 5.6, we
conclude the chapter with a summary.

5.2 Relevant Issues in Choosing a Model
The reform process of former socialist countries is a new phenomenon in economic
history. There were no obvious role models or experiences on which to draw. According
to Marer [1991a, p. 108], “successful transition programmes in the former socialist
countries will be those that will be able to duplicate those basic system features and
policies that seem to account for much of the successes of the well-performing market
economies irrespective of the economic, social cultural and political differences among
them.”
The schemes to restructure enterprises in transition countries have been greatly
influenced by the methodology and techniques developed in Western Europe and the USA
[UNIDO, 1994]. These ideas and concepts were introduced by foreign consultants hired
by multilateral agencies, government departments, banks and foreign and domestic
investors. Inevitably some of these ideas and assumptions behind the ideas had to be
modified in the light of experience of actual restructuring exercises, particularly the
consequences of the weak legal, regulatory and financial services infrastructure typically
found in the transition countries. Nevertheless, many of the lessons learned from
restructuring western companies have proved to be useful guides on how to tackle the
problems faced in restructuring the state-owned enterprises.
In the previous chapter, we identified and described alternative models of restructuring
and value creation. In this section, we summarise the different frameworks discussed and
the criteria that influenced us in choosing a framework for analysis for this study.
Firms could be evaluated by using a capital budgeting approach. Using this approach,
the value of the firm is the discounted value of its expected cash flows. The key valuation
variables in evaluating business are cash flows and the discount rate. In the literature
review of restructuring experiences of developed and transition economies four relevant
models are identified, that is, Copeland, Koller, Murrin’s [1990] restructuring pentagon,
Porter’s [1985] value chain model and Rappaport’s [1986] value network model. These
models are used in evaluating companies in the western market economies. In addition,
Crum and Goldberg’s [1998] Potential and Resilience Evaluation model (PARE), which is
used in evaluating companies in transition economies was also relevant for assessing the
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viability of companies. Since the end goal of transformation is to achieve a Western style
market economy, the above mentioned market economy models provide a useful
framework for evaluating companies and for identifying measurements that should be
used in assessing performance. However, since at present in Eritrea there are no financial
markets and because the legal infrastructures are underdeveloped, these models should be
applied cautiously.
A useful start in considering the best choice for designing a framework for privatising
and restructuring enterprises in transition would be to 1) assess how far the model
addresses the objective of this research, that is, improvement in performance and value
creation and 2) identify its applicability in a privatisation situation of manufacturing firms
in particular the case of Eritrea.
1) Objective. This study will address the problem of enhancing firm value during the
transition to a market economy. Decades of state-ownership have ruined the financial
capacity of many enterprises. Under these circumstances we need to describe how
companies are coping with the objective of value creation in order to attract buyers and
improve viability. How managers responses impact the value drivers to maximise and
create value in order to make companies saleable and viable is relevant to the objective of
this study and thus the framework has to incorporate enterprise restructuring and value
creation at micro level (firm level). Therefore, the framework of this study has to link
restructuring and value creation parameters to the value of a company.
2) Applicability. The privatisation situation of the former socialist state-owned enterprises
is a special case. For example, there are no financial markets and the restructuring
requirements are enormous. In Eritrea also the state-owned enterprises need restructuring
to improve their value. The Eritrean Government has been rehabilitating these enterprises
since the day of liberation (May 24, 1991). The value created during 1991-1997 and
further value enhancement required to make companies viable and saleable is not yet
assessed. Therefore, the conceptual framework has to be applicable in measuring value
enhancement during privatisation.
In a nutshell, the design of a framework for this research will be based on the
following criteria:
1. A good framework has to reflect primarily enterprise restructuring and
privatisation at micro (firm) level where the unit of analysis [Yin, 1994] is an
enterprise.
2. The framework has to link the management actions of value creation to the
value of a company.
3. The framework has to fit the specific restructuring needs of the Eritrean
state-owned enterprises, for instance financial, investment and cost
restructuring.
Even though the four models identified from literature, Copeland, Koller and Murrin’s
Restructuring Pentagon, Porter’s Value Chain and Rappaport’s Value Network model and
Crum and Goldberg’s Potential and Resilience Evaluation model (PARE) are not
mutually exclusive they differ in emphasis and objective.
The Copeland, Koller and Murrin’s restructuring pentagon aims at restructuring
companies to increase their value in order to defend take-over attempts from raiders. It
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also compares the value of the company with its market value to assess whether there is
any perception gap. The concept of restructuring companies internally and externally to
create value is also useful in privatisation situation. The Copeland, Koller and Murrin’s
[1990] valuation framework used in analysing the current “as is” value of the company
provides an insight that the value of a company depends on the expected cash flows and
discount rate.
The Porter’s value chain approach helps to identify whether there is competitive
advantage, that is, cost leadership and differentiation to create value. The value system
also reflects the inter-relationship among the suppliers, the firm, the channels
(intermediaries) and buyers. This model is helpful for assessing whether manufacturing
enterprises could be low cost producers or differentiate their products to charge premium
prices. It also helps to see if a firm could reduce cost by co-operating with suppliers and
charge premium prices by providing unique, high quality products to buyers in order to
create value. It also helps in identifying the value creating activities in a business.
Rappaport has discussed in detail the link between Porter’s competitive strategy
analysis using value chains and the cash flows fundamentals to the shareholders value
approach to valuing business. Rappaport has argued that the Porter’s value system is
incorporated in his value network model. For instance, the suppliers bargaining power
will be reflected on the cost of raw materials of the firm and the buyers value chain will
affect the price that the firm will charge. So the Porter’s value chain model is incorporated
in the Rappaport’s value network model. For instance, the primary activity of marketing
and sales will have an impact on sales and advertising expense of a company which are
measured by sales growth and profit margin, which are value drivers of the Rappaport’s
model. The Rappaport Value Network Model [1986] links the restructuring activities and
value creation variables to the value of the company. The model is used in evaluating firm
value at a micro level. It also depicts the restructuring needs of companies such as
financing, investment and operations, which are relevant issues in the particular cases of
manufacturing enterprises in Eritrea.
The Crum and Goldberg’s [1998] Potential and Resilience Evaluation (PARE) model
is also based on cash flow and risk assessment of companies like that of Rappaport’s. The
potential of a company is assessed using the innovation ability and implementation
capability while the resilience of a company is evaluated using the conceptual
vulnerability position and reserve capacity of the enterprise. The Potential and Resilience
assessment reveals not only the present position of an enterprise, but also what future
actions are needed. It answers the question of “what do we do now?”
In this research, we will adopt the Rappaport’s [1986] value network model as our main
model, because it represents value creation at micro level and provides concepts and
variables that are essential in evaluating companies. It is helpful in measuring the value
performance of companies and links management action to the value drivers. In fact, “it
has been used in acquisitions, divestments and restructuring processes in the western
market economies” [Mills & Print, 1995, p. 35]. However, we will complement
Rappaport’s model by some aspects of Porter’s value chain [1985], Copeland, Koller and
Murrin’s restructuring pentagon [1990] and Crum and Goldberg’s [1998] Potential and
Resilience Evaluation model (PARE). The Porter’s value chain [1985] helps in
understanding the firm’s relationship with suppliers, intermediaries and buyers and also
shows primary and support activities that help in creating value. The Copeland, Koller
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and Murrin’s restructuring pentagon [1990] also provides internal and external
restructuring requirements to create value in a company. The Crum and Goldberg’s
[1998] Potential and Resilience Evaluation model provides additional highlights of
actions to be taken to strengthen the innovation ability, implementation capacity, reserve
capacity and the ability to defend the company. We have used mainly the Rappaport
Value Network Model in designing our conceptual framework for this study, but we have
also extended it by including enterprise environment such as government policy to reflect
the situation in Eritrea.

5.3 Conceptual Framework for Analysis of this Study
Figure 5-1 shows the conceptual framework for analysis. This conceptual framework is
used to focus the collection of data and to structure its analysis. Moreover, the framework
is used to explore and explain how managers are trying to create value and how and why
the privatisation process influences the value performance of the enterprises in transition.
It is based on the concepts of enterprise environment, operations, investment and
financing, governance and value creation.
Enterprise Environment. The environment of an enterprise influences its profitability
and competitiveness. Porter [1985] identified five competitive forces that interact to
define the characteristics of a particular market: threat of entry of new competitors, extent
of rivalry among competitors, bargaining power of suppliers, bargaining power of
customers and threat of substitute products. These characteristics determine the
attractiveness of an industry and the way in which the individual company is positioned in
the industry. Moreover, government policies affect the competitiveness of the companies
and in particular we are emphasising the privatisation policy of the Eritrean government
and the privatisation process in Eritrea.
Operations . The operations of an enterprise include production and marketing, which are
primary activities [Porter, 1985] of an enterprise. Management actions taken to enhance
sales, to minimise cost and to improve production efficiency contribute to the creation of
value in a business. The literature reviewed has indicated that new product development,
opening new distribution channels, increasing exports, reducing the number of employees
and improving product quality signal operational restructuring. Identifying sales structure
and cost structure of an enterprise helps in determining the constraints that the company is
facing in creating value. Managers can improve the value created by solving these
constraints and uncovering the hidden potential value of the company.
Investment and financing. An enterprise invests in working capital such as materials
purchases and fixed capital such as machinery and equipment to produce goods. The level
of investment in both working capital and fixed capital determines the asset structure of
an enterprise and also effective and efficient management of these investments determines
the creation of value in an enterprise. Investment in modern technology and upgrading of
enterprise machinery can enhance the value created in a business by increasing
productivity.
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Fig. 5-1 Conceptual Framework of this Study
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Governance. Effective governance implies managerial autonomy to set and implement
business strategy and monitoring of this policy by the firm’s owners. The literature
reviewed in chapter three shows that the owner-manager relationship is vital for creating
value. Managers are the driving forces of creation of value in a business because
management’s motivation, behaviour and empowerment influences the value created in a
business. Owners also influence the creation of value in a business because they provide
finances and control management. The better the alliance between management and
owners, the more the value can be created. Moreover, as discussed in Porter’s [1985]
value chain models, the value created by an enterprise is affected by the suppliers value
chains and buyers value chains. In addition, other stakeholders such as banks and the
community may influence the creation of value. The banks may help by providing
finances and the community can benefit from the business as well as contribute to the
creation for value by consuming company production and promoting the good name of
the company.
Value creation. In order to assess the improvement of value of a company during a
specified period, one of the main issues studied in this research is the creation of value.
Measurement of value created or destroyed in a business helps in identifying the strengths
as well as the problem areas of a business. It also helps to assess whether management
policies and practices are enhancing firm value.
The arrows also indicate a relationship between concepts. For instance, the relationship
between operations and investment and financing is represented by a line with double
arrows. This indicates that the investment and financing influence the operations of a
company (new machinery, for instance improves productivity) and the operations of a
company also influences the investment and financing of a company (increase in
operating profit of a company helps in financing the purchase of new machinery and
upgrading the technology).
The advantages of adopting a value creation network model is summarised below:
1) Value creation focus. An organisation has to create value to survive in the market.
The main research question of this study is whether and how state-owned enterprises in
Eritrea are restructuring into value creating private enterprises. The sub-questions posed
in this study such as research sub-question 3, what are the determinants of value creation;
research sub-question 4, have enterprises in Eritrea been creating value during 1991-1997,
to what extent and how; and research sub question 5, how are managers trying to enhance
enterprise values focus on the creation of value. The conceptual framework for this study
helps in identifying the determinants of value operations, investment and financing and
governance, which are essential even during the transition to a market economy.
Enhanced firm value attracts buyers and also helps companies to survive the competition
of free market economy. Focussing on value creation helps managers to identify what
actions are relevant and critical for creating value in a business. The conceptual
framework is used in assessing the economic and financial viability of the enterprises in
Eritrea during 1991-1997. Moreover, the framework is used in analysing the financial
condition of the companies and in identifying management actions needed to enhance
further the value created in an enterprise. Identification of the value drivers of a company
helps managers to influence those value drivers to generate more value and at the same
time to prevent value destruction.
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The conceptual framework’s value focus and its orientation towards what is required
to improve value fit the situation in the countries undergoing transition to a market
economy. According to Crum and Goldberg [1998, p. 321], “privatisation does not
spontaneously lead to competitive advantage, growth, or profitability. Joint ventures are
not always needed or desired to strengthen the company. Restructuring does not always
create additional value; indeed, without careful planning, it can decrease value. A stateowned enterprise can be transformed into a private company that thrives in the market
place only when (1) the product markets in which the company competes are structurally
attractive, and (2) competitive advantage is present and can be exploited by the
company.” Privatisation and restructuring of enterprises in transition economies aims at
transforming the enterprise from loss making socialist firms to value creating capitalist
firms. Value creation is one of the pillars of the capitalist economy. Using a conceptual
framework based on value creation for assessing the value performance and restructuring
requirements of enterprises in transition is then appropriate.
The value creation model presented in this study does not only assess the cash inflows
but also assesses the riskiness of the cash inflows by taking into consideration the cost of
capital. It is also based on a financial model because the operations are indicated by the
company’s income statement data and the investment and financing are represented by
balance sheet data. However, it extends the financial basis of the model by including
governance because the literature reviewed revealed that effective governance enhances
firm value.
2) Managerial emphasis. The literature reviewed on corporate governance shows that
management’s decision influences the value created in a business. Management
empowerment and owners’ control influence the effectiveness of decision making in an
enterprise. The conceptual framework links management decisions to the important
drivers of value in a business, the operations, investment and financing. It also shows
actions that management should take to influence the value drivers to generate more
value. The conceptual framework focuses directly on actions that management can take to
improve the company’s cash flows and risk. As such it is directly linked to the creation of
value both in theory and in practice. Many quantitative techniques can measure value, but
after measurement is completed, management is still left with the question of how to
obtain value. This framework fills in the gap by pointing out what management actions
are needed to increase firm value. It can also be used to identify the problem areas that the
management actions should be pointed on. The framework is a means of indicating the
direction of the action needed. It takes the analysis from measurement to solution. By
focussing on the right questions and integrating the answers, the conceptual framework
provides the basis for a solution to current problems that is tailored to the needs of the
company.
The conceptual framework for analysis also is a useful guide for managers of
enterprises, because it helps them to focus on the most important concepts of operations,
investments and finances and governance of the enterprises. As the general manager of
Barka Canneries commented during the interview, “we have been doing this every day but
we were not connecting our decisions in this way. The format guides you to interconnect
the concepts of operations, investment and financing and governance clearly. I have
learned a lot by filling the questionnaire.” It helps managers to ask the right questions, to
identify the proper priorities and to determine appropriate actions.
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5.4 Research Methodology
Research methodology is “the application of scientific procedures towards acquiring
answers to a wide variety of research questions” [Adams & Schvaneveldt, 1991, p. 16]. It
provides tools for doing research for obtaining useful information. Methodology
incorporates the entire process of a study, that is, conceptualising and observing the
problem understudy and research questions to be investigated, data collection and data
analysis and generalisation of the results.
In section 5.4.1, we describe the research design of this study and in section 5.4.2, we
discuss the qualitative and quantitative data collected and in section 5.4.3, we indicate the
data analysis techniques that we have used in interpreting the collected data. Finally, in
section 5.4.4, we assess the credibility of the research findings.
5.4.1 Research Design.
The research questions of this study address the issues of restructuring and value
creation in the manufacturing enterprises in a privatisation situation. This can in part be
operationalised by identifying variables of sources of value in the manufacturing
enterprises and describe the level of these key parameters (value drivers) using income
statement and balance sheet data for the period of 1991-1997. In addition, managers play
a key role in restructuring companies during a transition. The strategies and actions taken
by management affect the value of a company to be privatised. This research will
investigate how managers are trying to enhance value so that the manufacturing
enterprises in Eritrea will be viable, valuable, saleable and competitive. It is therefore
tried to link the management actions to operations, investment and financing of the
business. Then, in order to know the actions that managers are undertaking to restructure
companies, we conducted various interviews with different types of managers. Therefore,
this study uses quantitative data, financial and non-financial, as well as qualitative data,
like information on management actions.
There are different modes of research designs to be employed in conducting research.
The two main modes of data collection and strategies for conducting research which have
relevance for this study are 1) the survey method and 2) the case study method.
Survey Method
The word survey refers to the gathering of data or information from a sample or a specific
population, usually by questionnaires, personal interviews or telephone surveys. The
researcher does not manipulate independent variables and also does not apply control
conditions to the subjects under study [Borden and Abbott, 1996].
In a survey method, samples are usually large and the focus is not an individual in a
sample but rather on the generalised profiles or statistics derived from all the individual
cases. A survey is usually a cross-sectional study (studying events at one point in time)
and should stem from a random sample based on the whole population. Survey
researchers are interested in accurate assessment of characteristics of a whole population
and from the samples they infer the characteristics of the defined population or universe.
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Case Study Method
A case study is defined as [Yin, 1994, p.13] "an empirical enquiry that investigates a
contemporary phenomenon within its real-life context, especially when the boundaries
between the phenomenon and context are not clearly evident". A case study is confined to
one or a few subjects (cases), the focus is usually broad in the type and quantities of
variables that can be studied and the approach tends to be in-depth and comprehensive.
Since a case study includes only one or a very few cases, it can afford to deal with all
pertinent information or aspects of the case or the situation.
In case studies the researcher explores a single subject or phenomenon ("the case")
bounded by time and activity (event, process) and collects detailed information by using a
variety of data collection procedures during a sustained period of time. The case study's
unique strength is its ability to deal with a full variety of evidence like documents,
interviews and observations [Yin, 1994].
Comparison of Case Study and Survey Methods
The case study and survey methods are not mutually exclusive; therefore, one could have
a case study within a survey or a survey complementing a case study. However, the case
study approach is an in-depth study of one or of a limited number of cases in which each
case is treated as a whole. The case study approach is particularly helpful when deeper
understanding is needed and when there is little concern about generalising to a large
population. The survey approach is a collection of data from a sample, typically a large
sample, to a set number of defined questions. The survey is usually a cross-section of a
stated population, with the emphasis on generalising statistics to the population, not on the
individual, as is the focus for case studies.
For this study, we needed financial data for the years 1991-1997 and management
actions in enhancing value of the firm during these years. In the transition to a market
economy, analysis of sets of data presents only a partial picture. Many variables used to
uncover patterns of adjustments are not part of standard financial reports. For instance,
data often lack on firm input and output prices, managerial profiles, ownership changes,
foreign partnerships and quality control. They are nevertheless essential in understanding
the causes for firm restructuring and can only be obtained in enterprise visits. In addition,
each enterprise's performance is affected by its previous history, which is relevant for an
assessment of its performance. Therefore, the case study approach has been chosen for
this study because the transition process has demonstrated the importance of the particular
history of the state-owned enterprises. In addition, company visits and in-depth interviews
are necessary to answer the qualitative (and some of the quantitative questions) asked in
this research.
The case study approach has helped us to investigate the cases deeply over a period of
time and to describe or measure the way managers strive for the enhancement of value.
The survey method, which is usually a cross-sectional study, would not be useful in
collecting qualitative data such as management strategies and actions taken in
restructuring over a period of time. Since this research focuses on the privatisation
phenomenon and the impact of managers’ decisions on value creation, the case study
approach has helped us to conduct an in-depth study of selected cases.
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Other Researchers are also using the case study as a method of investigation in
restructuring and value creation studies. Baker [1992] described the history of Beatrice to
investigate value creation using the case study method. He analysed the performance of
the firm over 100 years to see how value is created and destroyed. Donaldson [1994]
described twelve case studies that show voluntary as well as involuntary restructuring.
These firms were followed for about two decades in order to have deeper insight in the
firm's actions and reactions in a changing environment. Estrin, Gelb and Singh [1995]
also studied the impact of reform on the economic behaviour and choices of firms and on
their responses to the new market environment using a case study approach. Carlin,
Reenen and Wolfe [1995] also studied enterprise restructuring in early transition using
case studies.
The choice of the case study method thus provides an opportunity to make an in-depth
investigation, but has a limitation on the number of companies to be studied due to time
and cost constraints. Therefore, this research will be limited to few cases in order to
conduct an in-depth investigation of the cases.
Cases Selected
According to Yin [1994, p. 38], “there are four types of designs for the case study
approach (a) single-case (holistic) designs, (b) single case (embedded) designs, (c)
multiple-case (holistic) designs, and (d) multiple-case (embedded) designs.”
The three rationales for conducting a single case research according to Yin [1994] are:
1) when the case represents the critical case in testing a well-formulated theory, 2) when
the case represents an extreme or unique case and 3) when the case represents the
revelatory case, the situation exists when an investigator has an opportunity to observe
and analyse a phenomenon previously inaccessible to scientific investigation. The
rationale for conducting a multiple case research design is replication (when it produces
similar results, literal replication or when it produces contrasting results, theoretical
replication). Both case study designs can be holistic or embedded. If the case study
examines the global nature of the phenomenon a holistic design is used, however, if the
case study incorporates sub units of analyses, an embedded design is developed. The sub
units often add significant opportunities for extensive analysis, enhancing the insights into
the phenomenon investigated.
The transition from a socialist, centrally managed system to a capitalist, market system
is a unique event. "There is no experience, there is not even a theory of successful
transition from a command economy to a market economy” [Richard and Ericson, quoted
in Nelson and Kuzes 1995, p 85]. In order to assess whether state-owned firms in Eritrea
are creating value and in order to study their experiences during the transition to a market
economy, we have selected cases from the manufacturing sector in Eritrea. The unit of
analysis for this case study research is multiple cases of enterprises. The use of multiple
cases allows for replication and theory development [Eisenhardt, 1989a; Scapens, 1990;
Yin, 1994]. This method helps us to compare and contrast enterprises within the same
industry as well as between industries.
The Eritrean Government owns several manufacturing, service rendering and utility
companies. This study focused on the manufacturing sector because they are earmarked
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for privatisation and are facing particular problems such as competition with imports due
to the liberalisation of trade and prices.
The case study method emphasises depth rather than coverage and statistical
generalisation. The aim of this research is to conduct an in depth study of manufacturing
enterprises to assess the sources of value and how managers are restructuring and
enhancing the value of the companies during the transition period. This requires an
extensive, in depth investigation, which needs time and involves cost. Therefore, we have
limited the focus within the manufacturing sector to a few cases.
In selecting cases from the manufacturing sector, we were looking for the following
characteristics:
1) Large enterprises: The industry should contain large enterprises, which have a
significant effect on the Eritrean economy in terms of employment, production and
capital investment. This study included firms, which employ a relatively large number
of employees (50 or more in 1991) and companies which had a large amount of
capital (2 million Nakfa or more) in 1991.
2) Good cases: The enterprises under study should be suitable for an in-depth case study
of the phenomenon under investigation.
3) Comparability. The companies should present comparable accounting information,
but should also be distinctive on other aspects.
According to Eisenhardt [1989a, p. 545] “while there is no ideal number of cases, a
number between 4 and 10 cases usually works well. With fewer than 4 cases, it is often
difficult to generate theory with much complexity and its empirical grounding is likely to
be unconvincing, unless the cases have several mini-cases within it. With more than 10
cases, it quickly becomes difficult to cope with the complexity and volume of the data.”
Though, Eisenhardt suggests that a number of cases between 4 and 10 works well, we
selected 4 industries that include 14 enterprises out of the 41 state-owned enterprises in
Eritrea in 1993 (see table A5-1 in the appendices) in order to make an in-depth
investigation.
Using the above listed criteria, we have selected enterprises in four industries, food
processing, beverage, footwear and leather and textiles. In order to have an in-depth and
comprehensive study of companies during transition and in order to make a cross analysis
within industry and among industries we included 14 enterprises. The food processing
enterprises selected are Barka Canneries, Red Sea Food Products, Alpha Foods and
National Edible Oil Factory. We excluded two other companies, Asmara Milk Factory
and Asmara Meat and Milk Factory from the food processing enterprises because these
factories were spin-offs of the Commercial Agricultural Enterprises and thus, we were not
able to find financial data for 1991-1995, which is prior to their spin-off date. These food
processing enterprises are all state-owned. The beverage enterprises studied include three
companies Asmara Brewery, Asmara Wine and Liquor Factory and Red Sea Bottlers. All
state-owned enterprises in the beverage industry in Eritrea are included in this study. The
footwear and leather enterprises studied include Dahlack Shoe Factory, Deluxe Shoe
Factory, Red Sea Tannery and Asmara Pickling Tannery. All state-owned footwear
manufacturing companies and tanneries are included in this study. The textile factories
selected are Asmara Textile Factory, Eritrea Textile Factory and Lalmba Sack Factory,
which are all state-owned enterprises.
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The other enterprises are not selected due to the above mentioned criteria. For instance,
the office furniture and household enterprises employ relatively few workers and have a
relatively small book value of assets. The metal work firms also employ few workers.
The manufacturing industries in Eritrea are concentrated (96%) in Asmara (the capital
city of Eritrea). All textiles, beverages, shoes and leather and food factories are located in
Asmara. Therefore, this study was conducted in Asmara only.
5.4.2 Data Collection Approaches
Case study research can involve quantitative data only, qualitative data only or both [Yin,
1994]. Eisenhardt [1989a argues that a combination of data types could be highly
synergetic. He further elaborated that quantitative evidence can indicate relationships
which may be salient to the researcher. It also can keep researchers from being carried
away by vivid, but false, impressions in qualitative data, and it can bolster findings when
it corroborates those findings from qualitative evidence. The qualitative data are useful for
understanding the rationale or theory underlying relationships revealed in the quantitative
data or may suggest directly theory which can then be strengthened by quantitative
support.
In this study, primary data such as structured interviews with managers and
questionnaires on restructuring activities have been collected. In addition, secondary data
such as financial data from companies under study and policy documents have been
collected for answering the research question and sub-questions posed. Multiple data
collection methods provide a method for triangulation for stronger substantiation of
constructs and hypotheses [Eisenhardt, 1989a; Scapens, 1990; Yin, 1994]. Therefore, we
have collected quantitative and qualitative data.
Quantitative Data
The quantitative data collected include financial data such as income statements, balance
sheets and other supporting financial documents and the questionnaires data collected to
assess the responses of managers with respect to restructuring activities.
Financial Data
Accounting data measure the successes and failures of the firm and explain how and why
its financial health changed overtime. Accounting data also form the basis for planning
future operations and for suggesting ways to improve the performance of the organisation.
According to Crum and Goldberg, [1998, p. 47], "Almost every action taken by the
company management is noted in the accounting system. Each interaction with suppliers,
customers, workers and the government is recorded in the books of accounts."
We have collected financial data for the period of 1991/92 to 1997 because the stateowned enterprises were under the socialist government of Ethiopia prior to the liberation
of Eritrea, May 24, 1991. However, upon the liberation of Eritrea, the Government
proclaimed that it would follow a free market economy and it liberalised trade and
reformed prices. In 1995, the government gave autonomy to state-owned manufacturing
enterprises and in 1997, the government announced auctions for selected state-owned
enterprises. The financial data indicate in terms of financial measures the responses of
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managers to the economic reforms, whether they are adjusting to the new market
environment and whether they are creating or destroying value.
In order to assess the value performance of the companies studied and in order to
determine whether their value is enhanced or not during 1991/92-1997, we have collected
financial variables relating to company operations (sales, costs and operating profits),
company investments (total assets, fixed assets and working capital) and company
finances (total debt, short-term debt, long-term debt, ownership equity and retained
earnings). These variables are used to answer the value performance during 1991/92 to
1997 and to assess whether value is enhanced or not (research sub-question 4). The
objective of collecting these financial variables is not only to assess the value
performance indicators, but also to identify ways of affecting the value drivers and the
behaviour of managers so that they can be assisted in creating viable and saleable
companies.
Quality of the Financial Data
We have collected financial data for 1991/92 to 1997 from the selected companies for this
study. The financial data of the sampled companies were collected during February 1998
to December 1998 at the time of company visits for interviews. The companies' income
statements, balance sheets and other financial reports are prepared using standard
accounting principles and Audit Service Corporation staff audits the statements of each
fiscal period. The companies had been using UK Accounting Standards before
nationalisation (1975) and the Socialist Government of Ethiopia also allowed the
companies to follow the same system after nationalisation. The accounting data are
reliable because the financial statements are prepared and audited using the accepted
principles of accounting in the West. To enhance the reliability of financial data, we have
collected audited statements. Though for the most recent years, when they were not yet
audited in some companies, we collected draft statements. The audited reports evidence
that there was no major problem of manipulation of accounting data in the state-owned
enterprises in Eritrea. For these reasons the financial data can be compared between
companies. Moreover, all companies are using the straight-line depreciation method for
their fixed assets. This also helps to compare the data between factories.
Restructuring Activities Questionnaire Data.
Scales are commonly used to measure ratings, feelings and opinions, especially in the
fields of psychology and sociology. A scale is a ranked list of responses that runs from
one pole to another (for instance, strongly agree to strongly disagree).
We have shown in chapter 3 that a manager's decision-making influences the value
created in enterprises. The management policies and practices followed have an impact on
the value created in a business. The Porter [1985] value chain analysis model also shows
primary activities and support activities as discussed in chapter 4 that influence the
creation of value in an enterprise. Identifying value creating restructuring activities can
help in enhancing the viability of the enterprises in Eritrea. We have asked managers to
rate the relevance and influence they have on value creating restructuring activities
identified from the literature and rank their criticality. The relevance score indicates how
essential the managers think that an activity is in creating value. In reviewing the
literature also we have emphasised that management empowerment as competent

90

influence on creating value. The empowerment-or competent influence-score shows to
what extent managers think they can influence an activity to create value. Finally the
criticality score of an activity indicates how crucial the managers feel the activity is.
In order to assess how managers of the state-owned enterprises in Eritrea evaluate the
relevance, influence and criticality of value creating restructuring activities, we have
distributed questionnaires to general managers, to financial managers, to production and
technical managers and to marketing managers of the selected companies. We have
distributed the questionnaires to the above mentioned top-level managers because they are
responsible for the management of the company. The managers have knowledge of their
company and they can assess what the firm has to do to enhance firm value.
The questions asked were structured in six parts, operations, investments, financing,
governance and problems. In the operations section, we have asked managers to judge
issues relating to revenue generation, cost reduction and other operating activities. In the
investments' section, we asked them to judge issues relating to fixed asset investments and
working capital investments. In the financing section, we asked the managers on issues
relating to debt and equity. In the governance section, we asked the managers on incentive
systems, management, ownership and privatisation method used.
We identified from the literature reviewed on privatisation, governance, restructuring
and value creation relevant activities for creating value in enterprises in transition. We
used these activities in designing the questionnaires distributed to managers. As
previously described in chapter 4, Earle, Estrin and Leshchenko [1996] in their study of
Russian enterprises identified restructuring activities in production, employment,
investment and marketing areas that enhance enterprise value [see table 4-1] and asked
Russian managers to judge their importance. We mainly used these activities in designing
operations, investment and financial restructuring questionnaires that we distributed to
Eritrean managers. The cases studied in the literature review also helped us in identifying
some more activities such as establishment of sales offices. The governance activities
were identified from the literature reviewed in chapter 3. Moreover, Gurkov [1997] in his
study of Russian enterprises identified problems that enterprises in transition encounter
(see table 4-2) and he asked managers to judge the importance of these problems in their
companies. We used these problems in designing the problems questionnaire of our study.
The managers rated the relevance, their influence, and company management's
influence on operations, investments, financing and governance on a scale of 0 to 10, with
0 means irrelevant or no influence and 10 extremely relevant or can highly be influenced.
In addition, we asked the managers to select three most critical issues and to assign a
score of 3 to the most critical, a score of 2 to the second most critical issue and a score of
1 to the third most critical issue and 0 to all others, when evaluating the criticality of the
issues in the past as well as in the future. Table A5-2 (in the appendices) shows an
example of managers’ responses to operational restructuring activities of the beverage
enterprises in Eritrea.
We distributed the questionnaires in person to the enterprises' management team of the
14 companies studied. We have left the questionnaire with the respondent for about a
week and collected it during our appointment date for an interview. However, some
respondents returned the filled questionnaire by a messenger. At the time of distribution,
we explained the instructions for filling the questionnaire which were written on the front
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cover and clarified if there were concepts that the respondents did not understand when
they were scanning the questions. At the time of collection of the questionnaire we tried to
explain if the respondents still had some questions or if they needed clarification.
As shown in table 5-1, we had distributed 51 questionnaires and received 47 filled
questionnaires. The production manager of National Edible Oil Factory and the general
managers of Asmara Wine and Liquor Factory and Red Sea Flour Mills did not fill in the
questionnaire because of their busy work schedules.
Table 5-1 shows Summary of Questionnaires Returned and Managers Interviewed
Enterprise Name
General
Financial Production Marketing
Managers

Managers

Managers

Managers

FOOD PROCESSING
1.

Alpha Food Products

b

b

b

v

2.

Barka Canneries

b

b

b

b

3.

National Edible Oil

v

b

x

b

4.

Red Sea Flourmills

i

b

b

b

BEVERAGE PRODUCING
5.

Asmara Brewery

b

b

b

b

6.

Asmara Wine and Liquor

x

b

b

b

7.

Red Sea Bottlers

b

b

b

b

FOOTWEAR AND LEATHER
8.

Dahlack Shoe Factory

b

b

b

b

9.

Deluxe Shoe Factory

b

b

v

v

10.

Red Sea Tannery

z

b

b

b

11.

Asmara Pickling Tannery

z

b

b

b

TEXTILES
12.

Asmara Textiles Factory

b

b

b

b

13.

Eritrean Textile Factory

b

b

b

b

14.

Lalmba Sack Factory

b

b

b

v

Notes: b = (both) the manager has returned the questionnaire and he was interviewed
x = the manager did not return the questionnaire and was not interviewed
v = the position was vacant
i = the manager did not return the questionnaire, but was interviewed.
z = One general manager administers Asmara Pickling and Red Sea Tanneries
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Quality of the Questionnaires Data
The responses of the managers to the restructuring activities listed are subjective
evaluations of respondents. In these kinds of data, the usual "hard rater" and "soft rater"
problem and missing values may be encountered. In order to minimise the problem of
rating, we have asked the managers to rate the issues using scores ranging from 0-10,
which is customarily followed in grading students' tests in Eritrean schools. In addition,
on the questionnaire itself, we have drawn a scale that shows 0-10 and also at the time of
introduction, we have explained the scaling in order to make the managers understand the
procedure easily. This approach minimised the problem of rating because managers were
able to understand the scoring system.
Missing data are common in surveys for many legitimate reasons. There are generally
three ways of data to become missing [SPSS, 1998]:
a) Not applicable. When a respondent skips a question because it does not apply.
b) Don't Know. It is perfectly acceptable for a respondent to indicate that he or she
doesn't know the answer to a question.
c) No Response. Some respondents leave questions blank, which is often not equivalent
to choosing don't know. A respondent may have forgotten to answer an item, may
refuse to answer a question, or may not have found a choice that corresponds to the
preferred responses.
There are missing data in the questionnaires returned. Too much missing data may
indicate a problem with a question, either because of a misunderstanding by the
respondents or a poorly written question. To assess the number of missing data, we
counted the missing values (See table A5-3 in the appendices for the number of missing
data from the returned questionnaires). Since the missing data from the returned
questionnaires were small, we did not include them in calculating the average scores of
relevance or the average scores of management team empowerment.
Qualitative Data
We also collected qualitative data in order to answer research sub-question 5 regarding
how managers are trying to enhance enterprise value during a transition and research subquestion 6 regarding the influence of privatisation on manufacturing industries in Eritrea.
We interviewed general managers, financial managers, production managers, and
marketing managers of the companies selected for this study. The questions were related
to company operations, investments, finances, governance, problems and other external
factors such as government tax policies and competition. We have asked managers
basically what efforts were done in the past to enhance operations, investments, finances
and governance and what constraints were encountered in enhancing firm value. In
addition, we have asked the interviewees, what further plans they have in improving
company, operations, investments, finances and governance and how the privatisation
policy is influencing their firm.
We asked different questions to the various types of managers because the questions
were designed in such a way to extract relevant information from the expertise of the
respondents. Due to this, we have asked general managers questions relating to sales, cost,
investments, finances, governance, problems and other external factors. For the financial
managers, we have asked them the same questions as those asked to general managers,
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but in addition, we asked further detailed questions regarding the profitability, working
capital elements and other financial aspects. We asked the marketing managers questions
relating to sales, promotion and distribution channels and the production managers
questions relating to operations (sales, cost and productivity) and investments in fixed
assets.
We had asked 51 managers for an interview appointment and we secured 48
interviews. Two managers, production manager of National Edible Oil and General
Manager of Asmara Wine and Liquor Factory were not interviewed because of their busy
work schedule. The interviews took place at interviewees' offices from January 20, 1998
up to March 30, 1999. The average duration of the interviews with the respondents is
given in the following table.
Table 5-2 Interview Duration
Interviewees
General managers
Finance and administrative managers
Production and technical managers
Marketing managers

Average duration of interview
67 minutes
64 minutes
59 minutes
40 minutes

We asked open-ended questions to the managers, but in order to focus the interviews to
the most important issues that will help us answer the research questions, we identified
relevant concepts from the literature to be used as a signpost for us. However, this did not
limit the responses of the interviewees. They were expressing and providing additional
insights. We took notes during the interviews. In addition, we have taped the interviews,
whenever it was not inconveniencing the respondents. The general managers' interviews
were tape recorded, but only a few finance, production and marketing managers wanted to
use the tape recorder because they were not accustomed to that devise. The interviewees
responded in the local language, Tigrigna to facilitate communications and then, the
researcher transcribed the interviews into English at the same day.
From the Government side, we interviewed three officers in the Ministry of Industry
(Head of Research and Training Department, Head of Trade Department and a senior
officer at the Eritrean Investment Centre] to assess the industrial policy of the country.
We have also interviewed the Director of the National Agency for Supervision and
Privatisation of Public Enterprises (NASPPE) to assess the progress and constraints
encountered in restructuring and privatising enterprises in Eritrea. Finally, we interviewed
a business consultant engaged in evaluating the companies to be privatised on the
methods used in evaluating enterprises, in particular the computation of cost of capital in
Eritrea. We used open-ended questions in interviewing these persons.
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5.4.3 Data Analysis
Multiple data collection methods strengthen the grounding of theory by triangulation of
evidence [Eisenhardt, 1989a; Scapens, 1990; Yin, 1994]. The financial data, managers'
responses to the questionnaires and interview data are analysed to answer the research
questions addressed in this study.
Financial Data Analysis
The financial data are used to answer the value performance of the selected companies for
this study during 1991/92-1997 (research sub-question 4) and to determine whether
companies have been creating or destroying value. In addition, it also helps in answering
how the managers are trying to enhance value (research sub question 5). The Rappaport’s
Value Network Model [1986] shows value drivers that indicate management decisions on
operations, investments, and finances. These value drivers are sales growth, operating
profit margin, income tax, working capital investment, fixed capital investment, cost of
capital and value growth duration. A comprehensive and rigorous examination of firm's
sales, cost structure, asset structure and capital structure is a base to any assessment of
commercial viability. Financial measures are performance indicators based on monetary
figures. They are valuable in summarising the readily measurable economic consequences
of actions already taken. They also indicate improvement in value and play a vital role in
gauging the successful growth of enterprises. Kaplan and Norton [1996] argue that every
measure selected should be part of a cause-and-effect relationship that culminates in
improving financial performance. For most organisations, the financial themes of
increasing revenues, minimising cost, improving productivity and enhancing asset
utilisation and financing are part of the necessary linkages in assessing value.
We have used financial analysis techniques in analysing the financial data collected
from the companies selected for this study. Financial analysis can be seen as the analysis
of a firm's store of productive resources and the usage of these resources expressed in
money terms. Financial analysis provides information on profitability, cash position,
working capital needs and fixed asset investment requirements. We have used absolute
financial data such as sales, asset investments and debts as well as relative figures such as
financial ratios. Ratios are derived from the recorded data of the company. Their
advantage lies in the assessment of performance over time and the possibility of
comparison of performance with similar companies of the sector. In particular, ratios
assist in identifying and highlighting liquidity, asset and debt management and
profitability problems. One of the important drivers of company value is the return on
assets (ROA) ratio. Return on Assets is computed by dividing the operating profits of an
enterprise to its total assets and it measures the return delivered to investors (creditors and
owners). High return on assets reflects the firm’s success and it makes it easy to attract
new funds. More funds enable a company to grow, which in turn leads to greater profits.
All this leads to high value and continued growth in the value created in the business.
Financial analysis highlights both the strength and the possible areas of concern of a
company and helps in identifying the fundamental problems and weaknesses of the
business and helps in assessing the firm's competitive strengths. Financial analysis can
also help in identifying the root causes of the problems that the enterprises are facing in
creating value.
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The financial data collected can be used in comparison with benchmarks. We are using
three types of benchmarks for this study. First, the value performance of a company under
study is assessed over time. Second, the value performance of a company is compared
against the performance of the industry average. Third, the return on assets is compared
against the cost of capital of the company. Cost of capital is a required rate of return on
the firm’s total capital. A firm’s cost of capital is simply a weighted average of the rates
of return required by investors in the firm’s securities (debt and equity). If a firm earns a
rate of return higher than the cost of capital then the excess return will lead to an increase
in owners’ wealth. The cost of capital serves as the linkage between a firm’s investment
and financing decisions and helps in assessing the value of the firm and the risk of a
business. Thus, if the return on investment is larger than the weighted average cost of
capital (WACC), value is created.
In countries with developed financial markets, the cost of capital is computed using
various valuation methods such as capital asset pricing, real options and others. However,
even in these countries practitioners use weighted average cost of capital (WACC) most
frequently [Geddes, 1999]. The weighted average cost of capital is estimated using the
industry borrowing interest rate in Eritrea and consultation of consultants and the
minimum required rate of returns that the companies estimate. The industrial lending rate
in Eritrea is 8.5% [IMF, 1998] and consultants add a risk premium based on the risk of the
industry. The riskier the industry the higher the risk premium assessed. We have also
asked the financial managers of the enterprises studied the minimum required rate of
return they use if they have any and what they think about the estimated weighted average
cost of capital that the consultants are using in evaluating their enterprises. This process
has helped us to use the weighted average cost of capital estimated by the consultants as a
yardstick for evaluating value created or destroyed in enterprises.
Questionnaires Data Analysis
We collected managers’ responses to the relevance, respondent’s influence, company
management’s influence as a team and criticality of the issues in the past and in the future
of restructuring activities. However, during the analysis of the data we have found out that
the managers’ responses to respondent’s influence and company management’s influence
as a team of the restructuring activities were often similar. Moreover, the responses of the
managers on criticality of the restructuring activities in the past and the future were also
often similar. Due to this, we excluded the managers’ opinion on respondent’s influence
and criticality of the restructuring activities in the past from the analysis in order to reduce
the data to be analysed. To make an in depth analysis of the data, we concentrated on
relevance, company management’s empowerment as a team and criticality in the future of
the restructuring activities.
Earle, Estrin and Leshchenko [1996] in analysing the responses of Russian managers
to restructuring activities questionnaire used a scale of 1 (not important) to 3 (very
important). Similarly, in order to assess the relevance, company management’s team
empowerment and criticality of the value creating restructuring activities and in order to
reduce the data and enhance interpretation, we first re-scaled the management responses
into three categories, high, some and low (see appendix A5-4 for a re-scaled responses of
the beverage industry managers to the operating restructuring activities). The respondents
were asked to rate the restructuring activities from 0-10 because the schools in Eritrea use
this grading system and this system helps in minimising raters’ differences. However, this
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also resulted in a high dispersion of data and in order to concentrate on the most important
restructuring activities and enhance interpretation of the data, we re-scaled it into three
categories. High (denoted with a score of 3) represents managers' responses of scores of 8,
9 and 10, some (denoted with a score of 2) represents managers' responses of 7 and 6 and
low (denoted with a score of 1) represents managers' responses of 0-5 inclusive.
Clustering of the data into these three categories helped us to concentrate on the most
relevant issues that enterprises are facing during the transition to a market economy.
We have analysed the relevance of the value creating restructuring activities and
company management’s empowerment on those activities using averages and ranges. The
average scores of the re-scaled responses range from 1-3 (1 is the lowest value and 3 is
the highest value). Similar to the procedure we have followed above, these averages were
also clustered into three categories high, some and low. However, the above re-scaled
values were integer values where 3, 2, and 1 represent high, some and low respectively.
Unlike the integral values of the re-scaled scores, the averages of these scores result in
interval values ranging from 1-3 and thus, we have selected cut off points to categorise the
data into high, some and low. Average scores of 2.5-3.0 are classified as of high relevance
or high empowerment, while average scores of 2.0-2.4 are classified as of some relevance
or some empowerment. The rest average scores less than 2 indicate low relevance of
activities or low empowerment of managers. The average scores are used to describe and
analyse the relevance and company management empowerment of the value creating
restructuring activities. The criticality of value creating restructuring activities in the
future was a ranked data and to preserve the ranking, we have summed the rank scores of
the activities. High criticality scores indicate aspects that are critical in creating value in
the enterprises.
Qualitative Data Analysis
As discussed before, we have interviewed the managers of the companies selected for this
study to know the efforts done to improve operations, investments, financing and
governance; to identify the constraints that they are facing and to assess their future plans.
In addition, we asked the managers regarding the influence of privatisation on company
operations, investments, financing, governance, problems and other external factors such
as competition and government policies. We used structured questions, which are based
on the conceptual framework of the study for the interviews. In order to focus the
interview, we identified prior to the interview categories of issues to be used as signposts.
However, we did not hand in the interview questions to the managers to avoid bias and
the interviewees responded freely and in this way other essential issues were raised during
the interview.
The transcribed interviews were read and the essential issues reported were annotated.
In addition, we assembled the meaningful themes identified from the transcripts and also
gathered the interesting quotes from the transcripts. We used the management responses
to illustrate the financial and questionnaire results. The structured interviews with the
managers provided us with additional qualitative data that we were not able to get from
the financial documents or the questionnaires and it helped us to corroborate the findings
of the financial and questionnaire data.
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Level of Analysis
There are two levels of analysis in this study, at the enterprise level and at the industry
level. The main unit of analysis of this study is the enterprise. We are focussing on the
micro approach because the main focus of the study is to examine the transformation of
companies into value creating private enterprises. Within company analysis helped us to
gain insight in the behaviour of managers, the operation structure, investment and
financial structure, governance structure and management of the enterprise in transition to
a market economy. In order to search for cross-case patterns [Eisenhardt, 1989a; Scapens,
1990], we compared and contrasted the enterprises under study in each industry. Crosscase analysis helped us to find out the within group similarities and inter-group
differences. Furthermore, we made cross-cases study of the four industries analysed to
assess industry similarities and differences.
The results of the within case and cross-cases analysis of food processing, beverage,
footwear and leather, and textile enterprises is given in chapters 7-10 respectively. The
cross-cases analysis of the industries studied is given in chapter 11.
5.4.4 The Credibility of the Research Findings
According to Yin [1994], reliability, construct validity, internal validity and generalisation
(external validity) tests have been commonly used to establish the quality of any empirical
social research. These tests are used to establish the trustworthiness of research results or
an assessment tool.
Reliability relates to demonstrating that the operations of a study such as the data
collection procedures can be repeated, with same results [Yin, 1994]. Reliability,
according to Saunders, Lewis and Thornhill [2000], can be assessed by posing the
following two questions: 1) Will the measure yield the same results on different
occasions? 2) Will similar observations be made by different researchers on different
occasions?
The objective of reliability is to minimise the errors and biases in a study. As
previously described in this chapter, to enhance the reliability of the research findings, we
collected audited financial statements as much as possible and in preparing the
questionnaires, we used a scale of 1-10 (marking scale used in Eritrean schools) to
enhance the understanding of the respondents. Moreover, Triangulation of information
using multiple data sources enhances the reliability of the research findings [Scapens,
1990; Yin, 1994]. The use of multiple sources of evidence in case studies allows an
investigator to a broader range of historical, attitudinal and behavioural issues. We have
used financial data, questionnaires and interviews and this helps in triangulation of
information and converging lines of inquiry. Yin [1994] also suggests, the use of case
study protocol (documenting the procedures followed in detail) and the development of
case study database (preserving data collected for future use). In this chapter, we
documented the procedures followed in conducting the research and we assembled the
financial, questionnaire data and the interview transcripts of each case to enhance future
verifiability.
Construct validity relates to establishing correct operational measures for the concepts
being studied [Yin, 1994]. This tests whether the instrument you are using actually
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measures what you need to have measured. Yin [1994] recommends the use of multiple
sources of evidence and to establish chain of evidence in data collection phase. In our
study, we used multiple sources of evidences, qualitative and quantitative such as
financial and management interviews to enhance construct validity. Moreover, the
variables used are derived from the literature reviewed on privatisation and value creation.
Internal validity is establishing a causal relationship, whereby certain conditions are
shown to lead to other condition, as distinguished from spurious relationships [Yin, 1994].
It means being able to conclude that the independent variable really does affect the
dependent variable [Bryman, 1992].
In case study research, according to Yin [1994], pattern matching, explanation building
and time-series study in data analysis phase enhances the internal validity. Pattern
matching relates to comparing an empirically based pattern with a predicted one. If the
patterns coincide, the results can help in strengthening internal validity. To ‘explain’ a
phenomenon is to stipulate a set of causal links about it. According to Yin [1994],
explanation building process is a result of a series of iterations: Making an initial
theoretical statement or an initial proposition about policy or social behaviour. Comparing
the findings of initial case against such a statement or proposition and then revising it
based on the findings. The iterative process continues until plausible explanation is build.
The ability to trace changes over time is a major strength of case studies and helps in
developing an explanation of outcomes. It helps to examine “how” and “why” questions
about the relationship of events over time, not merely to observe the time trend alone.
In this research, to enhance the internal validity, we used time series analysis of events.
We evaluated value performance of the cases studied during 1991-1997 to assess whether
and how value is created or destroyed. Moreover, in order to assess the influence of
enterprise reform measures taken in 1995, we compared the value performance of prereform (1993 and 1994) and post-reform (1995 and 1996) performances. In order to assess
the influence of privatisation announcement on value creation, we compared pre
announcement (1995 and 1996) and post announcement (1997 and 1998) performances.
In addition, we compared the 1997 performance of state-owned and of private enterprises
in Eritrea to further explain the influence of privatisation announcement on creation of
value.
Generalisation (external validity) deals with the problem of knowing whether a study’s
findings are generalisable beyond the immediate case study. Yin [1994] categorises
generalisation into statistical generalisation and analytical generalisation. In statistical
generalisation an inference is made about a population (or universe) on the basis of
empirical data collected about a sample. Yin [1994] argues that cases are not “sampling
units” and thus, individual case studies are to be selected as a laboratory investigator
selects the topic of a new experiment. Under these circumstances, the method of
generalisation is ‘analytic generalisation’ in which a previously developed theory is used
as a template with which to compare the empirical results of the case study. In analytical
generalisation, the investigator is striving to generalise a particular set of results to some
broader theory. Yin [1994] argues case studies should be evaluated in terms of the
adequacy of the theoretical influences that are generated. The aim is not to infer the
findings from a sample to a population, but to engender patterns and linkages of
theoretical importance. The purpose of case study is primarily to generate new insights
that are useful for building theory. Yin [1994] argues that the theory should be tested in

99

comparable contexts to see whether it fits other cases and calls this method a ‘replication
logic’. It is a more appropriate framework within which to judge the external validity of
case study evidence than in terms of sampling notions. Case study research which
examines more than one case comprises its own ‘replication logic’.
In our study, we selected multiple case studies of food processing, beverage producing,
footwear and leather and textile companies to enhance the generalisation of the findings.
We reviewed theories such as property rights, agency, incomplete contracts and
management empowerment to identify the issues to be studied. We have also prepared a
conceptual framework mainly based on Rappaport Value Creation Network Model [1986]
to structure and analyse data. Our objective is to generate theoretical insights rather than
statistical generalisation.
Our study focussed on state-owned manufacturing enterprises in the food processing,
beverage, footwear and leather and textile industries. However, there are other stateowned manufacturing enterprises facing similar problems in other sectors such as metal
manufacturing. Moreover, there are also state-owned hotels in Eritrea, which are offered
for sale since 1993, but still unsold due lack of buyers. These hotels are also facing similar
management problems. The privately owned manufacturing enterprises in the food
processing, beverage, footwear and leather and textile industries are also working under
similar conditions. In addition, governments in developing countries and in transition
economy countries are striving to reform their economies like that of the government of
Eritrea. Though each case has its own particularities, we hope some useful lessons can be
learned that can help in restructuring, privatising and creating value in other enterprises as
well.

5.5 Typology of Restructuring Issues
The financial statements of companies document value performance of companies and the
survey of managers responses reveal restructuring actions needed to create value. The
interviews of managers also indicate restructuring actions undertaken and constraints
encountered. Table A5-5 (presented in the appendices) summarises restructuring actions
and other aspects studied in the empirical part. The purpose of the tables is: 1) to show the
dimension across which enterprises do and do not restructure; 2) to highlight the
similarities and differences among the four industries and companies studied and 3) to
provide a guide to the case studies themselves.

5.6 Summary
In this chapter, we developed a conceptual framework on the basis of the insights gained
in the literature review. Moreover, we designed the research methodology for the study. In
a nutshell, the research method used is a multiple case study of enterprises. The financial
data are analysed using financial analysis techniques, while the management responses are
described and analysed using averages and ranges. Interview responses of managers are,
finally, used to illustrate the financial and management response questionnaire results.
The restructuring issues are studied in order to find out similarities and differences of food
processing, beverage, footwear and leather, and textile enterprises in Eritrea during
privatisation.

PART III
EMPIRICAL STUDY

Chapter 6
Economic Outlook and Privatisation in Eritrea
6.1 Introduction
As a prelude to the empirical study of the manufacturing enterprises selected, we will
describe the macro-economic policies of the government of Eritrea; in particular its
privatisation policy and we will study the historical background of the manufacturing
industries. This will help us to assess the environment in which the enterprises are
functioning and to identify the progress and constraints encountered in privatising
enterprises in Eritrea.
In section 6.2, we present the economic background of Eritrea and the economic
policies followed by the Government. In section 6.3, we study the profile of the
manufacturing industries in general as well as the cases selected for empirical
investigation. In section 6.4, we describe privatisation in Eritrea and in section 6.5, we
discuss and analyse the main privatisation issues. Finally, in section 6.6, we conclude the
chapter by summarising and highlighting the main findings.

6.2 Economic Background and Economic Policies
Economic Background
Eritrea, located in the Horn of Africa, has a population of 3.8 million and an area of about
124,000 square kilometres. In 1997, the GDP per capita was US$ 210 [World Bank,
1998]. Eritrea was liberated on May 24, 1991 and the Eritrean population confirmed its
support for independence in a referendum held in April 1993.
The Eritrean economy is largely based on agriculture, which employs about 80% of the
population but which is currently contributing 22% to gross domestic product (GDP).
According to UNIDO [1995b], the agricultural potential of Eritrea is promising. The
western and eastern lowlands, with proper conservation and utilisation of water resources
can produce large quantities of food crops as well as raw materials for industrial
enterprises.
The manufacturing industries in Eritrea, which are predominantly located in Asmara,
primarily produce consumer goods and consist of public and privately owned enterprises.
It is expected that the manufacturing industry will use the country’s valuable human
resources and contribute to Eritrean economic development by strengthening its linkages
with agriculture (textiles, food processing and tanneries) and the construction sector
(metal and wood industries) as well as by diversifying exports and increasing the
country’s export earnings [GOE, 1998]. Moreover, Eritrea’s strategic location (providing
easy access to regional and international markets) is a major advantage for establishing a
competitive industrial sector.
Since independence in 1993, the IMF [1998] shows that the Eritrean economy has
recovered considerably due to the rebuilding of the infrastructure and an improved
availability of essential inputs following major trade reforms. During 1994-96, real GDP
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growth averaged about 7% annually, and inflation averaged 7% a year. The strong
recovery continued in 1997 with real GDP growing by 8%, notably in the construction
and manufacturing sectors.
The government of Eritrea is now faced with immense challenges of restructuring. It
has to rehabilitate and transform the war-devastated economy, while at the same time it
has to lay a sound foundation of its development. The thirty years of war of liberation
(1961-1991) from Ethiopian colonisation has affected the infrastructure and industries of
Eritrea. After liberation, in 1991-1997, there was a good relation with Ethiopia because in
1991 the socialist government of Ethiopia was overthrown by a liberation movement
known as the Ethiopian Peoples Revolutionary Democratic Front (EPRDF). This
organisation was an ally of the Eritrean Peoples Liberation Front (EPLF) and both fronts
co-operated in the downfall of the previous government of Ethiopia. Seven years of
peaceful period gave both countries the possibility to engage in reconstruction and
rehabilitation of their economies. However, starting on May 12, 1998, a border war flared
up between the two countries and there was severe fighting in May 1998, in February and
in March 1999 and in May and in June 2000. The war costed both nations over 100,000
persons and its effect on the economies was devastating.
The government of Eritrea is currently engaged in continuous efforts to set up and
strengthen appropriate institutions to implement integrated economic development
policies based on principles of a free market economy.
Macro-economic Policy Framework
The overriding national development objective of Eritrea is the creation of a modern
technologically advanced and internationally competitive economy within the next two
decades. To this end, the macro-policy of the Government aims at the establishment of an
efficient, outward looking, private sector-led market economy, with the government
playing a proactive role to stimulate private economic activities. In the following
paragraphs, we will discuss the tax policy, investment policy and trade and industry
policy, which influence the restructuring and privatisation of enterprises.
Tax policy: In 1994, the Eritrean government introduced a new tax system that replaced
the then used Ethiopian government tax system. This new tax system narrowed the tax
rate structures levied on different sources of income. For instance, the maximum tax rate
charged for an incorporated business was 89% in the previous tax law, but this was
reduced to 35% in the new tax law. This motivates entrepreneurs to increase their
productivity and investments.
Investment policy: The Government issued an investment proclamation (No.18/1991)
immediately after the liberation of Eritrea. However, in 1994, the Government replaced
this law by a new investment proclamation (No.59/1994). The goal of the Government’s
new investment policy is to make Eritrea attractive and supportive to local and foreign
investment. In order to promote a high level of investment and to assure self-sustaining
growth, the government of Eritrea has adopted liberal investment policies. Foreign
investment is encouraged in all sectors without restriction related to ownership or capital
structure, except in wholesale and retail business and import and export business. Eritrea
has no exchange controls for repatriating dividends and capital gains. The Eritrean
government views foreign investment and collaboration as an important vehicle by which
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to supplement its limited supply of production technology, capital and management and
marketing skills.
The new investment law introduced a competitive tax regime to encourage investment
instead of the concessions in the form of tax holidays authorised in the previous law.
According to the World Bank [1994], experiences from other countries show that tax
holidays rarely influence the decision to invest: it is the business climate that plays a
greater role. However, an interview with a senior officer at the Eritrean Investment Centre
revealed that tax holidays do matter. According to him: “Many neighbouring African
countries’ investment laws provide tax holidays for investors, but in Eritrea, we are not
providing tax holidays and thus, we are not becoming competitive in attracting investors.
This is becoming a constraint because if investors have equal opportunity of investing in
other African countries, other things remaining the same, they invest in a country with tax
holidays.”
In order to facilitate and attract investments, the government of Eritrea established an
investment centre known as Eritrea Investment Centre (EIC). This centre is an
autonomous entity empowered with the duties of identifying and assisting investors,
identifying and helping in implementing investment projects through consultation and
agreement with appropriate bodies, undertaking promotional activities and receiving,
studying and deciding on applications for investment projects. The investors have to
contact only the Eritrean Investment Centre to find out the outcome of their applications.
The centre helps investors to save time and money by providing information at the
initiation stage and by contacting appropriate bodies at the time of processing the
applications. The following table shows the number, employment potential and capital of
the projects approved by the Eritrean Investment Centre during 1992-1997.
Table 6-1 Approved Investment Projects from 1992-1997
1992
1993
1994
1995
1996
Number
of
projects
Employment
potential
Capital
in
(1,000 Nakfa)

1997

Total

15

36

76

117

179

107

530

428

2,056

1,765

2,143

3,968

4,134

14,494

46,702

256,391

838,247

525,950

841,568

887,229

3,396,086

Source: based on information received on request by the courtesy of the Eritrean
Investment Centre (EIC).
Table 6-1 shows that the number of projects approved increased from 15 in 1992 to 179 in
1996. However, it decreased to 107 in 1997. In 1995 and 1996, local as well as foreign
investors were considering Eritrea as having an attractive investment climate. The total
530 projects approved have an employment potential of 14,494 workers and an
investment of 3,396 million Nakfa, about 45% of the projects were in the manufacturing
sector (see table A6-1 for the sector comparison of the projects approved). An interview
with the senior official in the Eritrean Investment Centre also indicated that the largest
flow of proposed projects were manufacturing, followed by tourism. Entrepreneurs are
mainly investing in the manufacturing of building materials, food processing, plastic and
beverages. In the manufacturing sector, the labour cost in Eritrea is cheaper in comparison
to that of the Middle Eastern countries and the government provides tax exemptions for
exports. Moreover, according to the senior officer of the Eritrean Investment Centre, some
of the factors that make Eritrea attractive to investors are investment climate, location,
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population, resources, an investment guarantee from confiscation, unrestricted remittance
of foreign currency and licensing in one day. Eritrea, prior to the present border conflict
with Ethiopia, was considered as the most stable and peaceful country in the region. This
helped in attracting investors. The strategic location of Eritrea, especially for the Middle
East, Europe and Africa, and its proximity to the sea give an advantage for trading locally
produced goods in foreign markets. The hospitality of Eritreans to foreigners and their
ability to grasp skills quickly is also an asset. In addition, there are several resources that
attract investors, like cotton, fruits, hides and skins.
The new law provides investment guarantees to investors that the Government will not
nationalise their businesses. In order to enhance investors confidence, Eritrea became
member of the Multilateral Investment Guarantee Agency (MIGA) of the World Bank and
the Hague International Court of the Settlement of International Disputes (ICSID).
However, there is a clause that shows that the Government may expropriate investment
for public purposes with due process of law and this may reduce the investor’s
confidence. The investment law allows entrepreneurs unrestricted remittance in foreign
currency of their profits, capital gains and royalty income. Moreover, the new Business
Licensing Office issues licenses in one day in Eritrea and there is no prerequisite for the
type of business or the amount of capital needed for the formation of the business.
The Eritrean Investment Centre facilitated investment processing, however, there were
some obstacles in implementing the approved projects. According to a senior officer in
the Eritrean Investment Centre, only 150-180 projects are implemented so far (March
1999) out of the 530 approved projects during 1992-1997. He stated that the obstacles are
a lack of land for establishing factories in the cities, the small market of Eritrea and a
delay caused by the bureaucracy of customs.
One of the main obstacles is the availability of land for the establishment of
businesses. Historically in Eritrea, land has been held communally by the inhabitants of
the villages, subject to frequent redistribution, as often as every seven years. The farmers
cultivate their plot of land for seven years and after seven years a lottery is drawn and the
ownership of the fields is changed for another seven years. Traditionally, only married
male inhabitants are allowed to own land. This traditional land holding system poses two
problems from the point of view of the government officials. First, they believe that it
discourages long-term investments since ownership of land changes every seven years
and thus, it does not promote economic development. Second, the traditional land system
denies women of land ownership. In order to solve these problems and in order to use
land for the promotion of economic development, the new constitution of Eritrea
proclaimed that all land, water and natural resources below and above the surface of the
territory of Eritrea belongs to the State and usufruct rights of citizens shall be determined
by law. However, the long held traditional land holding system cannot be easily changed.
The villages in the outskirts of the cities in Eritrea have been traditionally owning and
using the land for farming. Due to this, there was a problem of land for establishing
businesses. Moreover, the master plan of many cities was not ready during the past seven
years; thus, investors were not getting land for the establishment of the approved firms.
Consequently, approved projects were not starting and many investors dropped their idea
of investing in Eritrea.
Eritrea has also a small market and when there are already similar projects in the
market, investors shy from implementing their projects. Moreover, the investors are
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allowed to import machinery and other capital necessary for establishment of the business
at a minimum tax rate of 2%. However, the customs office employees assess the tax to be
paid based on their own estimated value of the machinery rather than the actual invoice
price. Since their estimate price is high, investors are complaining.
The officers at the Eritrean Investment Centre also collaborate with prospective
investors interested in acquiring enterprises to be privatised. Prior to acquisition, they
provide investors with information and after acquisition, they provide investors with
necessary assistance such as tax exemption for capital investment imports.
Trade and industrial policy: The overall objective of the trade and industrial policy
framework is to ensure the long-term integrity of the economy and to promote an efficient
economic growth and structural change in the society. Trade policy refers to the direct and
indirect government actions and programs that influence development and expansion of
trade. The government of Eritrea is committed to pursue an open and liberal trade policy
and regional economic co-operation. To encourage rapid expansion of trade and free
mobility of capital and people, the Government has eliminated, or substantially reduced,
trade barriers. To promote competitiveness in domestic production nearly all restrictions
and prohibitions on imports have been eliminated.
The interviews with senior officers in the Ministry of Trade and Industry revealed that
the government of Eritrea is working with the governments in other countries in Eastern
and Southern Africa to enhance free movement of goods and services. According to
Afewerki [2000, p. 5] “The global trend towards consolidation of larger trading blocs;
the economies of scale and synergy offered by a unified or harmonious regional market; a
certain degree of complementarity between the economies of these countries (Horn of
Africa); and the advantages of institutional consultation and co-ordination to harmonise
policies and to jointly address issues of collective security all illustrate the advantages of
creating a solid regional organisation.” Eritrea is a member of both Inter Government
Agency for Development (IGAD) and the Common Market for East and Southern Africa
(COMESA), and it is actively working to eliminate trade barriers. Both IGAD and
COMESA countries have agreed to eliminate all trade barriers between them, and they are
encouraging member states to undertake the necessary policy and administrative measures
to implement the agreement.
There are also various constraints for trade development in Eritrea. The senior officers
of the Ministry of Trade and Industry indicated that a lack of information, product quality,
type of business organisation and a lack of modern financial institutions are hindering the
development of trade in Eritrea. Eritrea is new and is not yet fully known in the world. On
the other side also, Eritrea does not have trade directories and other pertinent information
about the rest of the world. The entrepreneurs also do not converse in international
languages and do not know the quality and standards required for competing in the world
market. In addition, the goods produced in Eritrea are also of low quality. Moreover, there
is no culture of organising business in the form of share ownership. The small one-man
businesses are becoming a constraint for trade development because the capital and
human resources are not co-ordinated and organised to compete in the world market. In
addition, the lack of a modern banking system that facilitates trade is hampering it.
Industrial policy includes regulatory measures that affect competition, ownership and
the choices relating to technology as well as the basic input/output-mix. The detailed
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industrial policy of Eritrea has yet to be charted. However, the broad guideline of Eritrea’s
industrial strategy is aiming at creating an environment that would facilitate efficient
expansion of manufacturing output in industries where Eritrea has a comparative
advantage. These industries include textile and garments; leather products, general agroprocessing, metal fabricating, plastic processing, construction materials and other resource
based industries. The unrestricted entry and exit by private firms (both domestic and
foreign) is expected to promote competition to ensure that efficient production capacities
are created and maintained [GOE, 1999].

6.3 Manufacturing Industries: A Profile
Background
Eritrea has a long history of industry and manufacturing. In the last one hundred thirty
years, starting from the acquisition of the Red Sea Coast of Assab by the Rubatino
Company (Italian) in 1869 to present, Eritrea has undergone socio-economic and politicocultural transformations [Haile, 1992]. Manufacturing began first with large scale farming
and processing of the agricultural products and with mineral extraction.
Modern industrial enterprises in Eritrea began with the advent of Italians. By the early
1930s, there were over fifty industrial enterprises in Eritrea including five flourmills, 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 and a liquor factory [World Bank, 1994]. Development of the industries suffered
during the early years of the Second World War. After the defeat of Italy in Africa, British
and U.S. war needs created conditions that encouraged the revitalisation of Eritrean
factories and the establishment of new ones. In 1943, the number of firms increased. The
major firms set-up by the assistance of the British military administration were: Meloti
Brewery, Marenghi Glass Factory, Maderni Match Factory, Spinilli Boot factory, Mother
of Pearl Trocas Shell Industry, De Rossi Domnut Factory and Massawa Salt Company
[Haile, 1992]. The revival was short lived, however, due to a number of factors including
competition from the export industries of other countries and the lack of reinvestment in
Eritrean industries to bolster its competitiveness. The problem was compounded when the
British military administration dismantled and sold infrastructure installations in 1945.
During 1950s to mid 1960s, light industries flourished and reached 122 in number.
Moreover, they employed 13,351 workers and had a total investment of about 139 million
Ethiopian dollars [Haile, 1992]. During mid 1960s to mid 1970s also the number of firms
increased to 165 due to the availability of a transport infrastructure, raw materials and
mineral deposits and easy access to foreign markets due to the availability of ports.
However, the Ethiopian imperial government has restricted the growth of the industries, in
particular during the first half of the 1970s. According to Makki [1996, p. 492] “The
Ethiopian imperial state undermined Eritrea’s economy by closing down industries
abrogating agreements such as one between FIAT and the autonomous Eritrean
Government to establish a factory in Decemhare; and cancelling projects involving the
generation of hydroelectric power, cotton plantation, and a textile factory in the western
lowlands.”
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In 1975, the socialist government of Ethiopia (known as DERG) nationalised more
than 40 factories in Eritrea. The prospect for industrial development declined because the
political climate and the prevailing economic condition did not attract private investors.
Although the nationalised enterprises were mismanaged and neglected, Eritrea still
retained almost 30% of Ethiopia’s industrial production and continued to be one of the
most industrialised areas in East Africa [World Bank, 1994]. However, by 1991, Eritrea
was a devastated land. According to Africa Research Bulletin [1996, p. 12482] “Eritrean
industry, which made the Italian colony one of the most developed countries in Africa, is
now obsolete and functions at only two thirds of its capacity.” Thirty years of war left the
country with a per capita income that is one of the lowest in the world. Eritrea, a one time
vibrant economy with an industrial base larger than that of Ethiopia, Somalia and Djibouti
combined, was left with deteriorated meagre light industries and a devastated
infrastructure.
The Ministry of Trade and Industry in co-operations with UNIDO conducts census of
the manufacturing industries in Eritrea each year. The surveys show that the
manufacturing industries in Eritrea are mainly agro-based and are found in Asmara. In
addition, the census covers several factors such as size, ownership structure, employment,
gross fixed asset formation, depreciation and others [MTI, 1998a]. In the following
paragraphs, we will analyse the ownership profile and employment profile of the
manufacturing industries in Eritrea in order to understand the background of the nature of
the manufacturing industries that are studied in depth in this study.
Ownership profile: According to the census result, the number of enterprises employing
10 or more persons and in operation during 1997 was 205, out of those 46 are public
manufacturing enterprises. The census results show that the public sector plays a
dominant role in the manufacturing industry of Eritrea, contributing to about 67% of
employment and 72% of gross output (revenue from sales plus other income). This
reveals that the Government runs the large (and key) industries in Eritrea. The private
sector, however, is just emerging. In the years 1992 to 1997 the contribution of the private
sector exhibits an annual increase of 18%, 28% and 53% with regard to number of
enterprises, employment and gross output respectively (see appendix A6-2).
Employment profile: According to the census, in 1997 the manufacturing sector employed
a total of 14,921 persons, out of which the administrative and technical employees
account for about 14% and 5.7% respectively, while production workers including
temporary employees account for about 80% of all employees. The composition of the
persons that are engaged in manufacturing indicates that there is a high rate of female
participation. The 1992-1996 average shows that women employees account about 42%
of the total number of employees in manufacturing enterprises though this rate decreased
by 3.3% and was 39% in 1997. The high rate of female participation is due to the large
number of women working in the manufacturing sub-sector of finishing textiles. In 1997,
women employees engaged in the finishing of textiles numbered 2,421 and accounted for
about 78% of the total number of employees in the finishing textile sub-sector. They also
account for about 41% of the number of women participating in the manufacturing sector
as a whole.
The average annual wage of an employee increased from 2,742 Nakfa in 1992 to 5,783
Nakfa in 1997. However, average salary highly varied by occupation status of employees.
In 1997, the annual average wages of production workers was 4,729 Nakfa while salaries

Chapter 6

110

of administrative employees and technicians were 9,774 and 10,487 Nakfa respectively.
The wage and salary rates varied also by sex. In 1997, the average annual salary of male
employees was 6,913 Nakfa, while that of female employees was only 4,045 Nakfa.
A Brief Historical Profile of the Selected Cases
Food Industry
Barka Canneries are a merger of three food processing enterprises, which were previously
known as SOPRAL, INCODE and SARICE. The main products of the company are
canned meat, vegetables and ‘Shiro’ products (chicken peas, lentils and others). During
1975-1991 the factory was state-owned and was administered by the Ministry of Defence.
However, in 1991, the government of Eritrea assigned it to the Ministry of Trade and
Industry, but later on in 1996 it was reassigned to the Ministry of Defence. The factory
employed 669 persons in 1997. The government considers this company as strategic
because it produces canned foods for the military and it is not offered for sale.
Alpha Food Products was established by Italian entrepreneurs as a flourmill in 1901 and
added manufacturing and bakery in 1944. It was nationalised by the Ethiopian military
regime in 1982. Since Eritrea’s independence in 1991, the company has been operating as
a state-owned enterprise. In 1996, the Government assigned the factory to the Ministry of
Defence, but at the end of 1998 the government offered it for sale. Asmara Food Products
had 90 employees on August 31, 1998.
National Edible Oil Factory The origin of this enterprise could be traced back to 1945,
when a Greek entrepreneur called Zico started the firm by buying out a number of small
and isolated owner-operated oil expellers. He consolidated them and operated them as an
integrated business manufacturing edible oil. In 1966, the business was sold to Mr.
Boulboulis and his family, who registered it as National Oil Company. The factory’s
pressing capacity is 60 tons of oil-bearing seeds per day of twenty-four hours. The
primary products of the factory are edible oil, salad oil and butter. The by-products are
cotton linter, husk, dust and oil cake and are used for paper manufacturing and animal
feed. The main material input is mostly cottonseeds from the Aligheder Cotton Plantation.
The factory employed 156 persons in 1997 and it is offered for sale.
Red Sea Flourmills are a merger of three independent entities and a new flourmill
established in 1987. These entities are listed in the following table.
Table 6-2 List of the Entities Merged into the Red Sea Flourmills
No Name
Year of
Initial capital in Capacity per day
establishment
1,000 Nakfa
in quintals
1.
Mario Betti
1962
210
210
2.
Kekia
100
3.
St. George
1969
100
175
4.
Asmara Flour Mill
1987
15,500
1,300
Source: Primary data collected during interviews
The first three organisations listed above were nationalised in 1982. The factory produces
wheat flour from imported soft wheat. During 1991-1995, it was administered under the
Ministry of Trade and Industry. Afterwards, in 1996, the Government assigned the factory
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to the Ministry of Defence. The factory employed 184 persons in 1997. The Government
considers this company as strategic because it supplies wheat flour to the bakeries in
Eritrea. Therefore, it is not offered for sale.
Beverage Industry
Asmara Brewery was established by Mr. Lugi Meloti (Italian) in 1939. It originally
produced liquor using rudimentary technology. It then progressed on to the production of
beer in 1942. The quantity and quality of beer produced improved and the product lines
expanded until 1975. It was brought under government control by the sweeping
nationalisation measures of the Ethiopian socialist government in 1975. After Eritrea’s
independence in 1991, the factory has been managed as one of the state-owned
enterprises. The factory produces mainly beer and liquor products; however, it also
produces alcohol and corks as well. The main material inputs include malt and molasses.
In 1997, the factory employed 452 persons and it is offered for sale.
Asmara Wine and Liquor Factory is a merger of Fenili and Vitale, which were established
in 1947. The main products are wines, liquors, syrups and aperitifs. The factory employed
49 persons in 1997. The factory uses raisins purchased from Greece and Turkey and
Alcohol form Asmara Brewery in processing wine and liquors respectively. The company
is offered for sale.
Red Sea Bottlers Share Company was established in 1964 as the National Soft Drinks
Corporation. It started operation using second hand machinery and produced Coca-Cola,
Sprite, Fanta Orange and Fanta Tonic. It was nationalised in 1975 and during 1975-1991
sales declined. After independence the government rehabilitated the factory and resumed
production, but the obsolescence of machinery and distribution tracks were causing
problems. In January 1997, the government of Eritrea and the Coca-Cola Company
entered into a joint venture, creating a new company under the name of Red Sea Bottlers
Share Company. Since then US$ 13 million has been invested to build a completely new
bottling facility, making it one of the most modern Coca-Cola factories in Africa. The
new bottling line has a production capacity of 8,000 cases per day in comparison to the
1,500 cases produced by the old bottling line. The factory also added a new product-line,
Krest and there are plans of introducing other new flavours. The company employed 175
persons in 1997. The Government of Eritrea is a majority shareholder (55%) and the
shares will be offered for sale to the public in the future.
Footwear and Leather Industry
Dahlack Shoe Factory was established in 1964 by Raffaele Bini (Italian). It is the largest
shoe manufacturing plant in the country. It produces leather, plastic and canvas shoes and
plastic housing utensils. The factory employed 539 persons in 1997 and it is offered for
sale.
Deluxe Shoe Factory: Initially, it was established as a tannery in 1963 by three Italians
and 36 Ethiopian nationals with a paid up capital of 240 thousand Birr. The two Italian
founders, Mario Margeti and Santo Faleta started a footwear industry known as Ethiopian
Footwear Factory and merged it with the already existing business. The factory produces
leather, plastic and canvas shoes and except for leather the other raw materials are
imported. It employed 178 persons in 1997 and it is offered for sale.
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Keih Bahri Tannery was established in 1964 by Mr. Baldini and Mr. Lugi (Italians). The
main line of business of the factory is tanning hides and skins. The factory obtains its
supply of hides and skins from the domestic markets. Since 1966 the tannery has been
exporting wet blue hides mainly to Italy and the United Kingdom and providing local
footwear factories with shoe-uppers and soles. The factory employed 113 persons in 1997
and it is offered for sale.
Asmara Pickling Tannery was established in 1961 by private investors. It has three main
products, pickled sheepskins, wet blue goatskins and lining. The factory employed 105
persons in 1998 and is offered for sale.
Textile Industry
Eritrea Textile Factory is a merger of two companies, Ethiopia Textile Industry and
Ethiofile, which were both established in 1964. The company produces cotton yarns,
knitted fabrics and garments, cotton wool, sanitary towels and related products. The
factory employed 449 persons on August 31, 1998 and it is offered for sale.
Asmara Textile Factory was established in 1954 by Mr Roberto Baratollo (Italian).
Initially the unit specialised in producing cotton yarn only. It expanded to gradually
integrate the various production steps from spinning, bleaching, winding, knitting and
dyeing. Before its nationalisation in 1975, it used to grow all the cotton it needs in the
western low lands. It also has a blanket weaving section, a sanitary towel section and a
ginning plant. It is the largest textile factory in Eritrea. After independence in 1991, the
farm and the manufacturing activities were made two separate entities, each owned and
managed by the Eritrean government as separate state-owned enterprises. The factory’s
main lines of products are the ginning of raw cotton and the manufacture of yarn, cotton
fabrics, knitwear, blankets and sanitary towels. The factory employed 2,119 persons in
1997, which is the largest number of workers in a factory in Eritrea, and it is offered for
sale.
Lalmba Sack Factory was established in 1964 by Mr. Camerino (Italian). The business
purpose of this firm is the manufacturing and selling of different qualities of sacks to hold
grain products, coffee, sugar, salt as well as hessian cloth for wrapping purposes and
twine for sewing sacks. The main raw material (jute) is imported from East Asian
countries. However, the company also uses doum fibre from Agourdet Doum Fibre Plant
in Eritrea. It employed 415 persons in 1997 and it is offered for sale.

6.4 Privatisation in Eritrea: Background, Progress, Prospects and Constraints
The government of Eritrea is committed to the process of privatising public enterprises in
keeping with its stated policy of promoting private sector led growth. Eritrea’s leaders
agree that public enterprises will function more efficiently and produce greater output of
higher quality goods once they are privatised. The development of a vibrant free
enterprise system and the expansion of privately owned firms are among the highest
priorities of Eritrea’s leaders in order to achieve accelerated economic growth in the
future.
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Historical Background
Prior to 1975, Eritrea had a flourishing private industrial sector accounting for 40 % of the
industrial output of Ethiopia [GOE, 1994, p. 4]. In 1975, the socialist Government of
Ethiopia adopted a command economic system and nationalised the large industries in the
country. Since Eritrea had been a colony of Ethiopia, the socialist Government of Ethiopia
nationalised 41 large manufacturing enterprises (see appendix of the preceding chapter
A5-1 for the list of enterprises). During 1975-1991, it deliberately neglected the factories
and drained their resources without giving necessary inputs to develop the industries such
as new investments in machinery. The regime imposed strict price controls and introduced
import restrictions, which further reduced the scope for efficient business operations. The
Ethiopian Government policy had been to destroy the value of the Eritrean industries in
order to prove that Eritrea is not economically viable and thus, could not be an
independent nation. On May 24, 1991, the Eritrean People's Liberation Front (E.P.L.F)
freed Eritrea from the serfdom of the Ethiopian colonisation and adopted a free market
policy to resuscitate the economy.
At the time of liberation, the government of Eritrea inherited the 41 state-owned
enterprises, which were nationalised by the government of Ethiopia and started
rehabilitating them. The Government rehabilitated the Eritrean Steel Sheets Factory,
which was closed for over 20 years to meet the demand of corrugated sheets for housing
roofs. In addition, in 1995, the Government liquidated Denden Glass Works due to
environmental problems. The government of Eritrea liberalised trade and prices, reformed
its tax and investment policies and started privatisation of public enterprises. In the
following, we will discuss the privatisation policy, progress and prospects and constraints
of privatisation in Eritrea with an emphasis on the manufacturing sector.
Privatisation policy
Eritrea has opted for an open, private sector led, free market economy. The Eritrean
Government, as stated in its macro-policy, is aiming at developing a capital and
knowledge intensive and export-oriented manufacturing sector as part of its socioeconomic transformation. The Government has been taking necessary policy and other
supportive measures to promote, encourage and develop the private sector and to protect
its interests. To this end, the Government issued proclamation No. 83/1995 for the
establishment of the National Agency for the Supervision and Privatisation of Public
Enterprises, hereafter referred as NASPPE, to reduce the number of public enterprises.
The objectives of the privatisation policy are increasing the role of the private sector in
the economy, accelerating the adoption of new technology and production techniques, and
improving the overall efficiency, competitiveness and product quality.
The objectives of NASPPE as stated in GOE [1995, p. 4] are “to privatise public
enterprises and until such events, implement an appropriate management policy, function,
duties to vitalise, optimise and transform productivity and establish a competitive and
conducive economic ambience in all public enterprises for and in the enhancement of
their privatisation.” There is a Board of Directors consisting of five members appointed
by the President who administer NASPPE. The Board members are all ex-E.P.L.F
members. In 1996, The Government divided the 41 state-owned enterprises into three
groups: (1) those that are retained by the state as strategic industries; (2) those that are
assigned to the Eritrean Peoples Front for Democracy and Justice (EPFDJ the ruling
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political party) and (3) those that are offered for domestic as well as foreign buyers
publicly.
The Government retained four food processing enterprises (Alpha Food Products, Red
Sea Flourmills, Decemhare Flourmills and Barka canneries) as strategic and assigned
them to the Ministry of Defence. However, the Ministry of Industry transferred Alpha
Food Products back to the NASPPE. In addition, the government retained a printing press
(Dogali Printing Press) and assigned it to the Ministry of Information for publishing the
daily newspapers. The government also assigned a printing press (Adulis Printing Press)
to the EPFDJ.
The government assigned a scythe factory (Asmara Scythe Factory), which was nonoperating and two meat and milk processing plants which were previously under the
Ministry of Agriculture to the NASPPE. In addition, the government assigned the newly
rehabilitated doum fibre plant (Agourdet Doum Fibre Plant) to the NASPPE. All in all,
the NASPPE owned 39 state-owned enterprises in 1996. At the end of 1996, the Board
announced that 39 state-owned manufacturing enterprises were slated for privatisation
(see appendix A6-3).
Progress.
After the liberation of Eritrea in 1991, the Government has taken a number of steps to
improve the control framework of the public enterprises, and there has been a movement
away from the centralised arrangement, which existed before. These include: (i) the
disbanding of central marketing organisations so that the enterprises are now responsible
themselves for marketing their products; (ii) disbanding of the central planning functions
(which determined production targets) so that enterprises are responsible for determining
the composition, level and quality of output produced; and (iii) the placing of each public
enterprise under a government department. In addition, many enterprises replaced the
Ethiopian managers who had left and measures have been taken to deal with the problems
of working capital and foreign exchange requirements of the enterprises [World Bank,
1994].
Based on its free market policy, the Government of Eritrea began to sell small cooperative shops in 1993 and liquidated a distribution agency known as Ethiopian
Domestic Distribution Corporation (EDDC). This corporation was engaged in distributing
goods produced in the country. In addition, it has also returned nationalised housing
residences and other buildings to their owners. In the early stages, the Government
approached privatisation on a case-by-case basis. To a certain extent, the process was
demand driven and investors who could buy the small-scale shops were available locally.
The sale of state-owned small-scale firms to private entrepreneurs began in 1993, and by
the end of that year all 700 small-scale shops were already privately owned.
The Government faced a more difficult position with regard to larger enterprises in the
industrial sector, particularly those with monopoly positions or considered strategically
important. However, the sale of large state-owned manufacturing enterprises was delayed
till preparation for privatisation was made. In the mean time, in 1995 enterprises were
made autonomous and the Government established the NASPPE to administer these
enterprises. Managers were responsible for the operating decisions. There was less
Government intervention in the routine daily operations of the factory. These first steps
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have given public enterprises more autonomy in the way they select their business
partners, in marketing approaches, and in the setting of prices for their products (although
this is still not the case in the food industry).
The Board of Directors of NASPPE started to privatise 39 manufacturing enterprises in
1997 and planned to finalise the sales program by the end of 1997. However, by the end
of 1997, only 3 enterprises were sold and thereafter, 15 enterprises were sold, which
brought the number of enterprises sold to 18 manufacturing companies in June 1999.
Thus, the privatisation process is still going on.
Generally, the Government has been using a direct sales method. Enterprises are
auctioned and investors bid for the companies. The Board evaluates the sales price offered
and business plans of investors regarding investments, technology transfer and job
creation and makes its decision. Usually, companies are advertised in local as well as
international newspapers such as the Economist magazine. The bids are open for two
months. Moreover, the interview with the Director of NASPPE revealed that the agency
directly contacted two previous owners (restitution). According to him: “The first one said
he is not interested in buying back his business while the second one accepted the offer
and agreed on the price. However, when the problem of trade with Ethiopia started in
November 1997 due to the introduction of the new currency, Nakfa, the entrepreneur
dropped his offer.” The following table shows industry-wise the number of companies
sold, their sales price and employment as well as the number of enterprises still owned by
the state and the number of employees of these companies.
Table 6-3. Comparison of Privatised and State-Owned Enterprises to be
Privatised (on June, 1999).
Privatised SOEs
SOEs to be Total
privatised
Sector
Na
Eb
Sales
Na
Eb
Na
Eb
(million
Nakfa)
Foods
Beverages
Tobacco & Matches
Textiles & Fibre
Leather & Shoe
Metal & Wood Products
Non-metallic Minerals
Chemicals

1
1
1
2
1
8
4

62
47
136
731
121
365
219

5
8.8
52.7
15.2
5.4
36.4
32.7

5
2
1
4
4
2
3
-

849
627
104
2,513
964
309
600
-

6
3
2
6
5
10
3
4

911
674
240
3,244
1,085
674
600
219

Total
18 1,681
156.2
21 5,966
39 7,647
Percent
46%
22%
54%
78% 100
100
Source: based on information received on request by the courtesy of the NASPPE
a. N represents the number of enterprises
b. E represents the employment number of the enterprises.
The data presented in table 6-3 evidence that the Eritrean Government has sold 18 out of
the 39 manufacturing enterprises before July 1999. This is 46% of the total number of
manufacturing industries slated for privatisation. The enterprises sold constitute 22% of
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the total labour force of the industries slated for privatisation. The Government has raised
156.2 million Nakfa from the sales of the enterprises out of this 52.7 million Nakfa (34%
of the total sales value) was received from the sale of Gash Cigarette Factory. The other
17 companies were sold for 103.5 million Nakfa. This shows that the enterprises sold are
small and in fact, most of the large manufacturing enterprises are still owned by the state.
Sector analysis of the above data shows that the metal and wood products industry and
the chemical industry (soap factories) are privatising fast. The buyers can also be
categorised into three types (1) foreigners, Coca-Cola company (acquired 45% in Red Sea
Bottlers), Rothmans Company (acquired Gash cigarette factory for 100%) and Mr. Bini
(acquired Eritrea Shoe Factory with other nationals); (2) Eritreans returning from foreign
countries (such as Baroko Company that acquired Mereb Textile Company); and (3) local
businesspersons (Erie Bus, Nakfa Corporation and others). Only Gash Cigarette Factory
was purchased in full by a foreign investor; the two other companies with a minority
foreign investors are Red Sea Bottlers and Eritrea Shoe Factory. The others are sold to
Eritreans.
The state still owns 21 large manufacturing enterprises that employ 78% of the total
employment of the manufacturing enterprises slated for privatisation. Sector analysis of
the above data indicates that food, textiles, leather and shoe and non-metallic minerals
(cement, and salt factories) industries are hard to sell.
Prospects and Constraints
Although sales of small and medium enterprises is quick, the sales of large
manufacturing enterprises has yet to come. Some companies were already auctioned four
times such as Asmara Milk Factory and three times such as Africa Match and Paper
Factory, Dahlack Shoe, National Edible Oil and others, but they are not sold yet. They did
not attract investors (for instance, Lalmba Sack Factory, Africa Match and Paper Factory,
Sembel Household Utensils Factory, Asmara Ceramics and others) or the Government did
not accept the buyers’ offer (such as Asmara Milk Factory, Asmara Brewery and others).
The interview with the Director of NASPPE revealed that the agency is facing
problems in selling material stocks and in collecting the agreed prices. The Board of
NASPPE asks the buyers to acquire the usable stocks at its cost. However, the buyers try
to take the stocks that are selling at a higher market price and leave the stocks that are
selling at a lower market price. Since the stocks cannot be used for other purposes, the
Board is facing problems and the buyers try to force the government to sell at a very low
price. In addition, the buyers also delay payment of the agreed price. In order to make the
buyers pay on time, the Agency has started charging interest on delinquent payments and
has amended the contracts to include a clause which states that contracts can be revoked if
payment is delayed.
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6.5 Discussion
The macro-policy of Eritrea indicates that the Government is aiming at an efficient private
sector-led market economy. The investment policy of the Government also stresses on
making Eritrea attractive and supportive to local and foreign investment. However,
foreigners are restricted from investing in wholesale and retail and in import and export
businesses. These businesses play a vital role in distributing locally manufactured
products in the domestic and export markets and in purchasing material inputs needed. As
the interview with the senior officer of the Ministry of Trade and Industry indicated, the
culture of one-man businesses of the traders and the non-willingness to co-operate and
grow in the form of partnerships and share companies is limiting the competitiveness and
efficiency of these businesses. Since they are protected from foreign competition, they try
to charge higher profit margins from the products of the manufacturing enterprises in
Eritrea. This makes manufacturing products less competitive in the domestic as well as in
the export markets. Liberalising foreign investment in the wholesale, retail and import and
export business may benefit the manufacturing enterprises in Eritrea because it would
help manufacturing enterprises in finding export markets and also in purchasing the
materials needed as input. Moreover, the threat of foreign competitors would make local
businessmen more efficient and would help them to improve their skills by learning from
the foreigners.
The historical profile of the manufacturing enterprises selected for this study revealed
that at the time of nationalisation some entities were merged and grouped under one
company name. For instance, Barka Canneries is a merger of three entities, which were
competing against each other prior to nationalisation. Breaking up of conglomerates into
smaller units facilitated the sales of companies in the Central and Eastern European
countries. Breaking up entities that are integrated horizontally can make companies small
and saleable in Eritrea as well.
Most of the manufacturing enterprises did not strengthen their backward and forward
linkages with suppliers and customers respectively. In 1970s, Asmara Textile Factory
invested in cotton plantation and this helped the company to reduce its material costs and
to improve its profitability. Lalmba Sack Factory also started a doum fibre plant to reduce
its dependency on imported jute from the East Asian countries.
The privatisation policy listed several methods of selling companies, but in practice the
Board of NASPPE is using so far only the direct sales method using auctions, (the joint
venture of Red Sea Bottlers Share Company is an exception). As discussed in chapter two
of this study, this method helps in getting a strategic investor who will be able to
restructure the company after sale. This method is also helpful in selling small enterprises.
However, for large enterprises in Eritrea, it is becoming difficult. There is a lack of capital
in the domestic markets and the foreigners are less interested in particular in those
industries that can generate for exports as in the case of Central and Eastern European
countries. The literature reviewed indicated that offering shares of companies could
facilitate the selling of large enterprises. Share issue privatisation was successful in
countries with developed financial markets, but it is also used in the transition countries of
the Central and Eastern Europe. It also helps to make individual participation in
companies small when there is a large number of shares and encourages broad
participation of the people. The large enterprises in Eritrea can be sold using share
floatation where many local as well as foreign investors can participate. However, it
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requires careful design and institutional building such as strengthening banks and
establishing financial markets.
The Government considers food processing enterprises, flourmills and canned food
processing enterprises as strategic. These enterprises were established by private
entrepreneurs and had been operating as private entities prior to their nationalisation. The
experience of privatising industries in the United States shows that contracting-out was
used in those industries where the military is the major consumer [Donahue, 1989].
Privatising companies and letting the Ministry of Defence contract their services would
have been a better option for these industries in Eritrea as well. Moreover, for enterprises
where the privatisation of ownership is not considered the appropriate policy, at least in
the short to medium term, a reform option is the privatisation of management. This can
take the form of management contracts, leases, or concessions and can result in
considerable efficiency gains and facilitate eventual privatisation as discussed in chapter
2.
The government is also assigning companies to the EPFDJ (the single Eritrean political
party). The Government has already assigned Adulis Printing Press to EPFDJ and the
transfer of Eritrea Textile Factory had also been started. However, the experience of the
Central and Eastern European communist countries revealed that a political party
involvement was the main problem faced in managing the state-owned enterprises. The
political influence on the appointment of managers and on operating the business made
the companies less competitive and the government of Central and Eastern European
countries are privatising these enterprises to eliminate the political influence and to let
companies be managed by the principles of the market. Assigning companies to a ruling
political party may hinder the emphasis on a private sector-led economy in Eritrea as well.
According to Makki [1996, p. 487] “The EPLF congress of 1994 called for a formal
separation between state and party and several leading members of the government
resigned from their government posts in order to direct the EPFDJ. Despite the formal
separation, the osmosis between the EPFDJ and the state continues.” According to
Africa Business [1997, p. 34] “The EPFDJ’s justification for this extensive involvement is
to kick-start the economy and to promote business in areas where there may not be
interest or willingness to invest by outside investors. However, a corruption scandal at the
end of 1996, in which over 90 people in the EPFDJ’s Red Sea Trading Corporation and
local businessmen were arrested raises questions of the manageability of these extensive
business operations.” The Red Sea Trading Company is still continuing under party
ownership and the persons imprisoned are tried for the crime they have committed.
Involvement of the EPFDJ in business may hinder competition between the party’s
enterprises and the private sector.
The Government has established NASPPE to oversee the privatisation and
restructuring of the public enterprises in Eritrea. However, the Board concentrated mainly
in selling companies and they are political appointees rather than competitively selected
managers from the market. The Board of NASPPE meets monthly and its Director, who
follows the daily activities of the organisation, works part-time at the agency. The
interview with the Director revealed that the agency has a limited budget and that they
were not able to fill approved vacancies in the organisation structure. Due to this, the
Board is concentrating on selling companies only and there was no attempt made to assess
the performance of managers. During the interview, the Director explained: “The present
managers are those who were appointed prior to the establishment of the NASPPE. No
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attempt was done to retrench the managers because we were thinking that the
privatisation process would last only one year. Due to this, no attention was paid to the
evaluation of managers and no effort was done to retrench them. Even when managers
leave for various reasons, no attempt is made to hire new managers. We simply let one
department head of the factory serve as an acting manager.”

6.6 Conclusions
The Eritrean economy is largely based on agriculture and the manufacturing industries are
mainly agro-based. The Government aims at the establishment of an efficient outward
looking, private sector-led market economy. The Government also issued a liberal
investment policy, though it restricts wholesale and retail trade as well as imports and
export business to local businesspersons only. Liberalising this restriction may help
manufacturing enterprises to get skilled foreigners who can find export markets and who
can import material inputs at a competitive price. The Eritrean Investment Centre
approved several projects during 1992-1997, which could double the employment in the
industrial sector in Eritrea. However, many projects were not implemented due to a lack
of land assigned for establishment of industry. The facilitation of the preparation of the
master plans of the cities can increase the implementation of the number of new
investment projects approved. The membership in various regional organisations such as
IGAD, COMESA and others can help manufacturing enterprises in Eritrea, to find export
markets, though the profit margin they can charge in the participating countries will be
low due to the purchasing power of the consumers in those markets.
The analysis of the progress of privatisation in Eritrea revealed that the government
had a plan of completing privatisation in one year in 1997, but only 3 enterprises were
sold in that year. In 1998, an additional number of 15 enterprises-most of them small and
medium manufacturing companies-were sold. In June 1999, the government still owned
21 enterprises (most of them large manufacturing companies). The experience of Eritrea
also shows that small enterprises are easily sold because there are local investors who can
afford to buy them while the selling of large enterprises is difficult. This evidences that
privatisation of large manufacturing enterprises where there is a weak private sector such
as in Eritrea is difficult. Moreover, similar to the experience of the Central and Eastern
European transition countries, the experience of Eritrea also showed that privatisation has
so far attracted only limited foreign investments. The foreigners who purchased
enterprises, moreover, bought mainly companies that have domestic markets rather than
those oriented towards exports.
The Board of NASPPE is selling companies mainly by using the direct sales method of
an auction. The use of other methods such as share floatation can help in selling large
enterprises because several investors can own shares and this broadens the participation of
local people. However, it requires a careful design and institution building such as banks
and financial markets.
The assignment of enterprises to the Ministry of Defence and the EPFDJ (a political
party) may hamper private sector-led growth in Eritrea. With regard to food processing
enterprises retained by the state as strategic companies, it is better to follow the
experience of the USA, selling them to private owners and contracting-out their services.
In addition, the historical profile of the cases selected revealed that some enterprises such
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as Barka Canneries, Red Sea Flourmills, Asmara Wine and Liquor Factory and Eritrea
Textile Factory are mergers of two or more businesses, which were previously competing
against each other. Restructuring these horizontally integrated companies into smaller
units in Eritrea may also help in making companies small and consequently facilitate sale.
Though the Government entrusted NASPPE to transform the productivity of the
enterprises and to enhance their privatisation, the Board of NASPPE did not restructure
enterprises. It is selling them “as they are”. The Director of NASPPE during the interview
commented: “We are offering the state enterprises at a very cheap price to attract
buyers.” He also indicated that the NASPPE is understaffed and under-funded. Such a
weak institution is thus likely to hamper the restructuring of enterprises during transition.

Chapter 7
Food Processing Enterprises
7.1 Introduction
The purpose of this chapter is to explore and explain how state-owned food
processing companies in Eritrea are restructuring and how managers are trying to
create value in this industry. As described in chapter 5, we collected financial data for
the period of 1991/92-1997 and information from interviews with managers. For
information on the questionnaires and respondents, the reader is referred to table 5-1
in chapter 5. In the Food Processing Industry, the following companies were relevant
and selected: Alpha Food Products, Barka Canneries, National Edible Oil Factory and
Red Sea Flourmills. The results of the analysis of the financial data, questionnaire
data and structured management interviews of the selected food processing enterprises
are presented and discussed in this chapter.
In this chapter, we will examine the case study of Barka Canneries in depth. We
have selected Barka Canneries because it represents the challenges that the food
processing companies in Eritrea are facing. However, this does not mean that the
other cases studied are left out. We will also compare the case of Barka Canneries
with the case of the other food processing companies studied, Alpha Food Products,
National Edible Oil Factory and Red Sea Flourmills to highlight the main issues that
relate to operations, investment and financing and governance in the food processing
industry.
In sections 7.2 to 7-5, we examine the case study of Barka Canneries and we
compare it with the other companies in the food processing industry. In section 7.6,
we present a summary of the food processing industry (FPI) in general. Finally in
section 7.7, we conclude the chapter by summarising the findings of the study and
highlighting the value creation potential of the food processing companies.

7.2 Operations of Barka Canneries and the other Food Processing Enterprises
The operations of Barka Canneries are studied by analysing the income statement
data, management perception of the relevance, empowerment and criticality of
operations restructuring activities and management interviews. Moreover, these
results are compared with those of the other FPI enterprises studied.
7.2.1 Operating Performance of Barka Canneries.
Operating performance measures indicate whether an enterprise is creating profits. In
order to assess the operating performance of Barka Canneries and the other FPI in
Eritrea, we have collected financial data of the enterprises from 1991/92 –1997. Table
7-1 presents a summary of the operating performance of Barka Canneries and of the
FPI in general. The detailed operating performance data are presented in appendix
A7-1 and A7-5 to A7-8.
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Table 7-1 Operating Results of Barka Canneries and the FPI in Eritrea
[Amounts in 1,000 Nakfa]
Barka Canneries
All FPI Enterprises
Year

1991/
92
2,285
1,932
3,680
1,748
6,577
-6,224
995
-300%

1995

1997

Annual
average1
21,683
15,455
12,308
3,147
2,815
3,413
683
15%

1991/
92
38,013
29,516
26,977
6,325
7,387
1,108
1,524
3%

1995

1997

Annual
average1
87,489
73,736
67,425
9,562
4,249
9,518
1,226
10%

Sales
33,690
51,576
90,351
164,407
Cost of sales
23,465
36,749
73,450
143,505
Materials
20,175
30,213
74,206
130,961
Other costs2
3,290
6,536
8,777
12,720
Operating expenses3
1,379
2,670
3,708
3,794
Operating profit
8,845
12,157
13,190
17,108
Employees 4
519
699
1,001
1,123
Profit margin 5
26%
24%
14%
10%
Value added per6
employee
0.4
20
21
9
6
17
19
Source: based on annual accounts received on request by the courtesy of the companies
Notes.1. Annual average is computed for the years 1991/92-1997.
2. Materials show the cost of materials placed in production. It also includes material costs for
those still in inventory and thus, materials and other costs may not add up to the cost of sales.
2. Other costs include labour, depreciation, power and other production costs.
3. Operating expenses include sales and administrative expenses.
4. Number of employees is an average number of employees for the year
5. Profit margin is computed by dividing the operating profits by sales.
6. Value added per employee can be computed as the difference of sales and materials or as the
difference of sales and cost of sales [MTI, 1998b]. In this study we are computing value
added per employee as follows (sales-cost of sales)/number of employees.

The operations of Barka Canneries resulted in operating losses during 1991/92-1994,
but in 1995 and 1997 the company made profits of 8.8 and 12.2 million Nakfa
respectively. Prior to 1975, the company was mainly exporting canned foods to Italy,
but after nationalisation the company has been supplying canned foods to the
Ethiopian soldiers and lost its export markets in Europe. According to the general
manager of the company: "Now there is a problem of getting an export market for our
products. We do not know what the world wants, which products are demanded and in
which part of the world and at what price. All these factors are becoming constraints
in exporting our products." After independence of Eritrea in 1991, the sales of the
company became very low. The Ministry of Defence did not want to buy canned
foods and neither did the general public due to the availability of cheaper fresh food at
the local markets. However, in 1994, the Government started a mandatory 18 months
of national military service to all citizens (male and female) below the age of 40. Due
to this, the Ministry of Defence needed canned foods and this created an opportunity
for Barka Canneries. The production manager of Barka Canneries stated: "Before
1994, we were not producing much due to a lack of market for our products. Now, we
are supplying the military due to the start of the National Military Service in 1994.
The company will run as long as the Government continues the National Military
Service, but if this program stops, then the factory will also stop.”
The increase in sales also increased the material cost requirements of the
company. Analysis of the cost structure of the company revealed that the average
annual material costs as a percentage of cost of sales was 80% and as a percentage of
sales was 57% for 1991/92-1997. The main ingredients of the company products such
as meat are expensive and some ingredients like peas are imported from as far as
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Australia. The financial manager of the company stated: "The purchase price of the
raw materials is determined by the market and we cannot control it. However, we
control the quality of the raw material by buying high quality material, which
increases the output and minimises wastage.” The material costs are making the
company product prices non-competitive in the export markets. For instance, the
financial manager further elaborated that there were Yemeni and Saudi businessmen
who contacted the company for the use of the company slaughterhouse facility, but
they did not ask for the company's products because they are getting cheaper products
from Australia. The profitability of the enterprise's products also depends on the cost
and availability of raw materials. According to the marketing manager of the
company: "Vegetables are grown in Eritrea and are purchased at a low price,
therefore, this increases the profit margin of the company. ‘Shiro’ products are
processed using beans, chicken peas and lentils. These products are also profitable
though they provide a lower profit margin in comparison to the vegetable products.
Other products, such as meat products are less profitable because the meat is
purchased at a high price and the spices used in the preparation of the meat products
such as red pepper are imported by paying high prices."
Barka Canneries produces meat products, vegetable products and ‘Shiro’ products
(lentils and beans). The company buys vegetables in the domestic market, but its
supply depends on seasons. The company has been buying meat and cereals such as
beans and lentils from Ethiopia and some from the local market. However, due to the
present border conflict with Ethiopia, the supply of cereals and livestock animals from
Ethiopia stopped. The company managers are buying enough meat from the domestic
market, but the price is higher. The company management is importing cereals for
producing ‘Shiro’ products from Australia. Though the cereals imported from
Australia are well prepared and of high quality, they are more expensive in
comparison to those purchased from Ethiopia previously. These cereals grow in
Eritrea as well but not on a commercial basis because the Eritrean farmers are not
aware of the market opportunity for those products. In the structured interviews, the
managers expressed that the availability of local supply of materials helps the
company to become competitive cost-wise. There is high demand for tomato paste in
Eritrea and the company had been producing that for the local market, but now
stopped producing this product because it is engaged in producing canned food for the
army. However, there is a potential market because, according to the production
manager of the company, many people are asking for tomato paste. In addition, the
production manager stated that in collaboration with the Ministry of Marine
Resources the company management is testing tuna fish at a laboratory level and she
said it looks successful. Since Eritrea is endowed with a long coastline rich with
marine resources, diversifying product lines into raw materials that can be found in
abundance at the country can make the company a least cost producer and enhance
value creation.
The company was employing 995 workers in 1991, but the company management
reduced the number of workers to 600 in 1992 and 290 in 1993 because the factory
was almost idle. The financial manager of Barka Canneries stated the problem as
follows: "We have been employing many workers. We have been trying to lay off
workers to improve the efficiency of the company. The workers are not skilled and
laying them off is hard because many people are looking for a job at present. The
workers are supporting their family and just to say ‘no’ to them and expel them from
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work is hazardous. Even the management does not have the guts to lay off employees
due to the social consequences that will follow." However, in 1994 the number of
company workers increased due to the new demand for company products.
7.2.2 Managers' Responses to Operational Restructuring Questionnaires
Table 7.2 presents a summary of the managers' responses to the operational
restructuring activities questionnaires of Barka Canneries and of the FPI in general.
The details are presented in appendices A7-2, A7-3 and A7-4.
Table 7-2 Summary of Managers' Responses to Operational Activities
Activities

Revenue

Number of respondents
Seek new markets
Increase exports
Drop product price
Increase product price
Strengthen marketing
Establish sales office
Increase advertising

R
4
2.7
2.0
1.5
1.5
2.5
2.0
2.5

Reduce employment
Cut wages
Increase employment
Increase wages
Being selective to suppliers
More effective use of resources

2.5
1.0
1.0
2.3
2.3
2.5

Barka
E
4
2.3
1.5
2.3
1.5
2.5
2.0
2.5

CF
4
10
8
3
2
-

All FPI Enterprises
R
E
CF
12
12
12
2.1
2.1
16
1.6
1.8
8
1.8
2.1
7
1.4
1.8
2.0
2.3
8
1.7
1.8
1.7
2.1
2

Cost
2.0
1.0
1.3
2.5
1.8
2.3

1
2
2
3
5
6

1.7
1.1
1.3
2.0
2.1
2.2

2.0
1.3
1.5
2.3
2.3
2.2

1
2
3
11
11
22

Other
operations

Change product quality
2.8
2.5
8
2.5
2.5
18
Change area of activity
1.0
1.3
4
1.5
1.4
6
Change of production mix
2.3
2.3
4
1.9
2.2
8
Improve production efficiency
3.0
3.0
8
2.8
2.7
22
Source: Primary data collected by using the a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R),
management team’s empowerment (E ) and the sum of marks given by managers on criticality of the
activities in the future (CF ). For R and E a score of 2.5 to 3 indicates high relevance or influence, a
score of 2 to 2.4 means some relevance or influence and a score of less than 2 represents low relevance
or influence. For CF, a high sum score shows a high criticality rank of an activity in creating value.

Table 7-2 reveals that improving production efficiency, seeking new markets and
changing product quality are highly relevant activities in Barka Canneries. The
managers judged the revenue, cost and the other operating activities as relevant, but
managers of Barka Canneries rated seeking new markets as the most critical activity
in the future, followed by increasing exports, changing product quality and improving
production efficiency in creating value. The other FPI managers feel that seeking new
markets is of some relevance due to the availability of a market for food products at
present. They consider improving production efficiency as the most relevant and most
critical activity. This evidences that the managers are trying to improve production
efficiency and to become low cost producers. The main constraint that the managers
of Barka Canneries are facing in reducing costs is a shortage of raw materials and its
quality. The production manager stated: "If we get quality material, we reduce
wastage and produce quality products, which can be sold at a higher price. This helps
us in reducing cost and increasing our sales revenue.” The company had been
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suffering from a lack of market during 1991-1994 and the continuity of the
Government's national military service program is uncertain. Therefore, the company
managers feel that seeking new markets is highly relevant and since Barka Canneries
is engaged in processing foods, the product quality is essential in attracting customers.
The company management has elevated the quality control section of the company
from a lower unit level to a department level, which indicates the emphasis of the
management on quality. The managers are of the opinion that company management
as a team has some influence on seeking new markets, dropping the product price,
strengthening the marketing department, increasing wages, using resources effectively
and changing the production mix. The managers feel that the company management
as a team can influence production efficiency. In terms of criticality of the activities in
the future, the managers believe that seeking new markets (10), increasing export
efforts, changing product quality and improving production efficiency (8 each) will be
critical issues in Barka Canneries. For instance, the financial manager of Barka
Canneries said: "We used to buy our beans from Ethiopia, but there were many stones
that came with the beans and we were wasting labour cost and time to make it ready
for production. Now, we are buying well prepared beans from Australia."
7.2.3 Comparison of Operations of Barka Canneries with other FPI Enterprises
A comparison of the operations of Barka Canneries with those of Alpha Food
Products, National Edible Oil Factory and Red Sea Flourmills reveals that unlike the
other food processing companies, Barka Canneries had been suffering from a lack of
market prior to 1994. The managers' responses to the operations restructuring
questionnaires indicated that seeking new markets is a highly relevant and critical
activity, while in the other food processing companies it was only of some relevance.
The managers of Barka Canneries also indicated that increasing exporting efforts is of
some relevance while the managers of the other food processing companies feel that
seeking export efforts is of less relevance and criticality. There is no problem of sales
in the food processing companies in Eritrea at present. According to the general
manager of Red Sea Flourmills: "There is no problem of sales. The problem is
meeting the market demand. This is also affecting the management of the company
because we are not facing problems of sales, we are not trying to find ways of
attracting customers and improve our product quality. There are no challenges in
administering this company. The absence of problems is making us lazy."
The main constraint that the FPI in Eritrea is facing is a shortage of supply of raw
materials and its quality. The companies have increased their sales but due to the
increase in cost of production, their operating profits were low. The managers of
Alpha Food Products, National Edible Oil Factory and Red Sea Flourmills also
indicated that the major constraint that their companies are facing is shortage of
material supply and its quality. The companies would have produced more and would
have sold more but the management is constrained by a shortage of raw materials and
its quality. The production manager of Alpha Food Products stated the problem as
follows: "We are not getting the required quality of raw material. There is only one
supplier for flour in Eritrea and whether we like it or not, we use that flour for making
both bread and pasta. The flour that we get is not of right quality for making pasta,
but there is no alternative for finding the flour that we need." National Edible Oil
Factory is operating only two months in a year due to a lack of raw material supply.
The company mainly uses cottonseeds to produce cooking oil. The by-products of the
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company are partly used for animal feed and some are exported to Western Europe for
paper manufacturing. The company has been trying to import cottonseeds from
Ethiopia and The Sudan, but due to the present political situation and the border
conflict, it was difficult to get the raw materials supply. According to the financial
manager of the National Edible Oil Factory: "In 1995 and 1996, we tried to import
cottonseeds from Ethiopia, however, we were double taxed, that is, we first pay taxes
at the time of purchase in Addis Ababa and then in the Tigray region also. These
double taxes made the cost of purchase of raw materials very high. We usually depend
on the Aligheder Cotton Plantation (Eritrea) and nowadays also private individuals
have started cotton plantations. These new projects will increase the supply of raw
materials.” There are also other oil seeds that are produced by Eritrean farmers.
However, during the structured interviews, the managers explained that these seeds do
not have by-products like cottonseeds, which can be exported for paper
manufacturing. The managers stated that the by-product exported for paper
manufacturing generates a sizeable amount of revenue for the company. Due to this
they are not trying to diversify to other oil seeds. In Red Sea Flourmills, the workers
use soft wheat for producing white wheat flour. The world market price for wheat
increased after 1993 and thus, the manufacturing cost of the company also increased.
According to the Production manager of Red Sea Flourmills: "Demand for flour is
high; whereas supply is limited. There is no market problem at this selling price as far
as the Government continues subsidising the bread. If the subsidy is eliminated and
the selling price of flour is increased far from the existing one all the parameters for
revenue generation may be considered." The managers of Red Sea Flourmills are
trying to solve the problem of raw material supply by shifting to crops that grow in
Eritrea such as hard wheat, corn and sorghum. This will reduce the production cost of
flour and increase the supply of raw materials for the Red Sea Flourmills.

7.3 Investment and Financing of Barka Canneries and the other FPI Enterprises
7.3.1 Investment and Financing Performance of Barka Canneries
Table 7-3 shows the investment and financial performance of Barka Canneries and of
the FPI. The details are presented in appendices A7-9 and A7-13-A7-21.
Barka Canneries has been using mainly short-term assets during 1991/92-1997. The
fixed assets as a percent of total assets of the company have been less than 10%
throughout 1991/92 to 1997 (see table A7-14). As can be seen from the small amount
of new fixed assets balance, the company hardly made major investments in
machinery. The financial manager of Barka Canneries elaborated: "We tried to
purchase new machinery but there is continuos pressure from above to keep using the
old ones. We have been continuously asking for replacement of machinery, but the
higher authorities were not approving the requests. Even for local production we
need to upgrade the technology of the machines. The introduction of new machines is
vital for the improvement of the quality of the company's products. At present, there
are 2 hours of idle time out of the 8 working hours of a day due to machine
breakdowns. This increases the cost of our final products. Introduction of new
machinery could have improved the productivity of the company.” The factory has
two types of machines 1) machines purchased for producing canned foods for exports
and 2) those machines and equipment that are used for local production. The
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machines, which were purchased for processing canned food for exports were
working up to 1976, but since then they are idle. With minor investments, these
machines can be used for producing canned foods for export again. On the other hand,
those machines purchased for local food production had been continuously used from
1964 up to the present. They are old and need replacement. These machines are still
working because every year the company conducts annual maintenance and repair
schedules of two to three months. The company has recently purchased a new
machine for the empty cans section and has a proposal to conduct feasibility studies to
identify target markets and machinery needed. According to the response of the
general manager of Barka Canneries: "Now, we are acquiring machinery for a
temporary fix. However, this kind of investment is not going to take us to what the
world has reached today. It is only a temporary solution to keep the company going.
Otherwise, these small investments do not open a new export market nor do they help
in attracting local customers."
Table 7-3 Investments and Financing Results of Barka Canneries and the FPI
[Amounts in 1,000 Nakfa]
Barka Canneries
All FPI Enterprises
Year

1991/
92

1995

1997

Annual
average1

1991/
92

1995

1997

Annual
average1

Investments
Total assets
42,074 31,591
51,580
43,039 70,718
93,543 94,223
Short term assets 2
40,774 30,606
48,011
41,370 64,830
87179
86,517
Fixed assets 3
1,300
984
3,568
1,669
5,891
6,363
7,706
Return on Assets 4
-15%
28%
24%
8%
2%
14%
18%
Short term % assets
97%
97%
93%
96%
91%
93%
92%
Current ratio 5
425%
575%
582%
407%
187%
169%
272%
New fixed assets
0
692
1,460
530
786
844
1,500
New fixed % sales
0%
2%
3%
2%
2%
1%
1%
Financing
Short term debts
9,601
5,018
8,242
9,388 32,719
51,622 31,834
Long term debts
0
0
0
0
869
0
0
State Capital
1,000
1,000
2,843
1,276
9,191
6,169
7,940
Retained earnings6
31,473 25,572
40,494
32,373 27,940
35,748 54,445
Debt to total assets
23%
16%
16%
22%
47%
55%
34%
Source: based on annual accounts received on request by the courtesy of the companies
Notes.1. Annual average is computed for the years 1991/92-1997.
2. Short-term assets include cash, receivables, inventories and other pre-payments.
3. Fixed assets include machinery and equipment, buildings, land and other long-term assets.
4. Return on Assets (ROA) is computed by dividing operating profits to total assets
5. Current ratio is computed by dividing short-term assets to short term debts.
6. Retained earnings represent accumulated earnings (losses) from the past.

92,927
86,050
6,877
10%
93%
186%
1,145
1%
45,871
292
6,881
39,877
50%

The debt to total assets ratio of Barka Canneries has been below 30% throughout
1991/92 to 1997 (see table A7-19). The company did not use bank overdraft because
the company had enough cash to finance its operations. According to the financial
manager: "In 1991, we had about 16 million Nakfa deposited in banks in Ethiopia.
After the liberation of Eritrea, we had a problem of getting it back. After long
discussion at the Government level, we got our money back and now we are using it
for financing the operations of the company." The retained earnings balance of the
company has decreased from 31.4 million Nakfa in 1991/92 to 19.9 million Nakfa in
1994 due to the operating losses that the company had been incurring. However,
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afterwards, the retained earning of the company increased to 40.4 million Nakfa in
1997 due to the increase in company profits and a 100% retention of its profits in the
company. The return on equity ratio of the company had been negative during
1991/92 to 1994 because the company was not functioning fully due to a lack of
demand for its products. However, the starting of national military service in Eritrea
in 1994 has created a demand for canned foods. Due to this, the company financial
condition improved and the company earned 21% in 1995, 20% in 1996 and 18% in
1997 on its equity investments. The general manager stated: "We have a plan of
transforming the company into an export oriented competitive firm. This will require
large sum of money. We are under the Ministry of Defence and thus, we will be able
to get bank loans and the government can also help us."
7.3.2 Managers' Responses to Investment and Financial Restructuring Activities
Table 7-4 summarises the responses of managers to investment and financing
restructuring activities of Barka Canneries and the FPI in general.
Table7-4 Summary of Managers' Responses to Investment and Financial
Restructuring Activities
Activities
Barka Canneries
All FPI Enterprises

Investment

Number of respondents
New Investment in equipment
Upgrading technology
Disposing off of fixed assets
Control of capital expenditures
Reduce collection period of
receivables
Increase payment period of
payables
Implement cash control
Change in inventory policy

R
4
3
3
2.8
1.5
2.5

E
4
2.3
2.3
2.0
1.0
2.0

CF
4
8
11
4
-

R
12
2.6
2.6
2.0
2.0
2.2

E
12
2.2
2.0
1.6
1.8
2.5

CF
12
22
20
10
2
2

2.3

1.8

-

1.9

2.0

4

1.3
1.8

1.3
1.5

-

2.0
1.6

2.4
2.0

0
1

Financing

Obtain new loans from banks
1.0
1.0
1
1.6
1.6
3
Reschedule old loans
1.0
1.0
1.8
1.3
0
Reduce inter-enterprise loans
1.3
1.3
1.2
1.4
1
Reduction of subsidy
1.0
1.0
1.6
1.3
1
Elimination of subsidies
1.0
1.0
1.6
1.3
4
Develop relation with creditors
2.0
2.0
3
2.3
2.2
8
Improve communication with 2.5
2.0
5
2.5
2.6
14
customers and suppliers
Issue new financial instruments
1.3
1.5
2
1.3
1.4
2
Seek foreign investors
2.5
2.0
7
2.2
1.4
15
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum of marks given by managers on criticality of the activities in the future
(CF ). For R and E a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means
some relevance or influence and a score of less than 2 represents low relevance or influence. For CF, a
high sum score shows a high criticality rank of an activity in creating value.

Table 7-4 reveals that new investment in equipment, upgrading technology (3
each) and disposing off of fixed assets (2.8) are highly relevant issues. The financial
manager of Barka Canneries stated: "We have 21 million Nakfa idle at our bank
account. We purchase empty cans from abroad using this fund. The rest is left idle at
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the bank because the higher authorities do not allow long-term investments.
Otherwise, we have enough cash to invest in modern machinery.” Moreover, from the
working capital restructuring activities, the managers rated reducing the collection
period of receivables (2.5) of high relevance and increasing the payment period of
payables (2.3) of some relevance. In the interviews, the managers stated that the
Ministry of Defence is the only customer of the company and Barka Canneries is
extending a credit of one month to the Ministry. The financial data also show that the
balance of trade debtors has increased from 0.06 million Nakfa in 1996 to 12.1
million Nakfa in 1997 (see table A7-14). The rest of the activities are less relevant.
The managers believe that the company management as a team has some influence on
new investment in equipment, upgrading technology, disposing of fixed assets and
reduction of the collection period of receivables. The managers also indicated that in
the future upgrading technology (11) and new investment in equipment (8) would be
critical in enhancing firm value. However, the financial manager of Barka Canneries
stated the following: "We have money, but the authorities are not approving our
investment requests. The main constraint is the authorisation problem.” The rest of
the activities will be less critical.
The managers' responses to the financial restructuring activities revealed that
improving communications with customers and seeking foreign investors (2.5 each)
are highly relevant in enhancing firm value (see table 7-4). The rest of the financial
restructuring activities are of less relevance in enhancing firm value. In terms of
empowerment of the company management as a team, the managers indicated that
they have some influence on improving communications with customers and
suppliers, developing a close working relationship with creditors and seeking foreign
investors. The managers also indicated that seeking foreign investors and improving
communications with customers and suppliers are expected to be critical in the future.
Communications with suppliers are essential because they will help the company to
secure raw materials supply and increase the payment period of payables.
Communication with customers will help the company to assess the needs of the
customers and facilitate collection of receivables. The company is mainly selling to
the military at the present. The managers also believe that seeking foreign investors
will be critical because they believe that a foreign investor will help the company to
get access to foreign markets and to provide funds needed for long-term investments
in modern machinery. The rest of the financial restructuring activities will be less
critical in enhancing firm value.
7.3.3 Comparison of Investment and Financing of Barka with the other
Enterprises in the FPI
Investment in the acquisition of new machinery and upgrading of existing equipment
is a sine-qua-non condition for economic survival today, particularly in view of rising
labour and other costs. However, the fixed asset investment data on the Barka
Canneries' balance sheets and the other food processing companies, except that of
Alpha Food Products revealed that the companies did not make major investments in
machinery. The responses of the managers also indicated that new investment in
equipment and machinery and an upgrading of technology are highly relevant
activities and critical in enhancing value creation. The machinery of Barka Canneries
was mainly purchased at the time of establishment of the factory in 1964. The
reported reasons for non-investment in machinery are the lack of finance and the
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privatisation in the cases of Alpha Food Products and National Edible Oil Factory.
The Production manager of Alpha Food Products stated: "While there are productive
machines at the world market, we are using non productive outdated machines. This
is not helping us to reduce cost and to become more competitive." In addition, the
managers reported that the lack of authorisation from the Ministry of Defence (owner)
in the cases of both Barka Canneries and Red Sea Flourmills has curtailed investments
in machinery.
The success of manufacturing establishments largely depends on the organisation
and proper selection of qualified staff engaged in the maintenance and repair of the
plant. In well-organised manufacturing enterprises, maintenance and repair of
machinery should be done economically and effectively. Every machine requires
checking and repair even if it is best designed. Properly organised maintenance and
repair is responsible for the smooth and efficient working of a factory and helps in
improving productivity. The food processing enterprises are conducting usual annual
maintenance and repairs. The companies have considerable capabilities to undertake
repair of mechanical and electrical components. The machines are working because of
good maintenance and repair; otherwise, they are mostly old and would have been
scrapped out. According to the response of the production manager of Barka
Canneries: "There is a usual annual maintenance and repairs schedule taking two or
three months in a year. The technicians at the factory repair the machinery. We did
not do this annual repair and maintenance this year due to an overload of work;
otherwise, it is done annually every year.” Regular maintenance helps the companies
to prevent expensive costs of down time and overtime payments to technicians that
would have been paid at the time of failure. However, the financial manager of Alpha
Food Products explained: "The old machinery in most of the food processing
companies is increasing the repair and maintenance cost of the equipment and
limiting the production capacity of the companies.” The management interviews
revealed that there is also a lack of information on potential investments in the food
processing companies. The financial manager of Barka Canneries stated: "We do not
have information on what kind of machinery is needed and where it is found."
Alpha Food Products management has invested 0.6 million Nakfa in new
machinery and according to the managers interviewed, this investment has helped the
company to increase production, introduce new products, improve quality of products
and reduce wastage. However, the managers in the interview indicated that they had
an additional plan of investing in modernising the pasta manufacturing plant and in
introducing new ovens that make dry biscuits for the military and for the general
public. These plans were stopped due to the privatisation process and a lack of
finance. During the interview, the general manager of Alpha Food Products stated:
"The company management does not have power and can do nothing."
Barka Canneries and Red Sea Flourmills had their own cash available for
operations and investments, but the others, Alpha Food Products and National Edible
Oil Factory were financing their operations but they did not have enough cash to
finance long-term investments. The general manager of Alpha Food Products has
explained the financing issue of his company as follows: "The company has the
capacity to finance the normal recurring activities from its operating profits.
However, to finance new investments, the company will need outside help such as aid
agencies, bank loans or non-interest bearing loans from other state-owned
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organisations, but these possible sources of financing were not available to us." The
National Edible Oil Factory also was able to finance its operating expenses because it
was not working for a full year. According to the response of the financial manager of
the National Edible Oil Factory: "We have an ample market and by only working for
two months we are able to cover our expenses and to show a profit in our annual
statements.” The managers also did not use bank overdrafts even though they were
entitled to borrow using bank overdraft because they feel that interest costs are high.
According to the financial manager of Red Sea Flourmills: "We do not use bank
overdrafts to avoid interest costs. We use our cash to pay creditors at time of need.
We also delay payment of creditors when the Government delays payment of subsidies
to the company.” The Government did not give direct subsidies to the food processing
companies, except to the Red Sea Flourmills.

7.4 Governance in Barka Canneries and the Other Enterprises in the FPI
Enterprises Studied
Barka Canneries was administered under the Ministry of Defence prior to the
liberation of Eritrea. Afterwards, like all other state owned enterprises, it was
administered under the Ministry of Trade and Industry. However, in January 1996, the
Government assigned Barka Canneries, as well as Alpha Food Products and Red Sea
Flourmills, to the Ministry of Defence. The government considers these enterprises as
strategic and they are not listed for privatisation in the near future. These companies
had been privately owned prior to their nationalisation. Table 7-5 presents the
responses of the managers to the governance restructuring activities questionnaires of
Barka Canneries and the FPI in general.
Table7-5 Summary of Managers' Responses to Governance Restructuring
Activities

Barka
FPI
R
E
CF
R
E
CF
Number of respondents
4
4
4
12
12
12
Change of incentive system
2.3
2.5
5
2.3
2.3
15
Change of power of stake holders
1.0
1.3
1
1.7
1.3
5
Change of management
1.3
1.3
3
1.7
1.1
9
Change of ownership
2.0
1.5
1.7
1.2
11
Change of privatisation method
1.3
1.0
1
1.7
0.8
5
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
Management team’s empowerment (E ) and the sum of marks given by managers on criticality in the
future (CF ). For R and E a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4
means some relevance or influence and a score of less than 2 represents low relevance or influence. For
CF, a high sum score shows a high criticality rank of an activity in creating value.

Table 7-5 reveals that the company managers believe that a change of incentive
system and a change of ownership are of some relevance in Barka Canneries. The
company is not on the privatisation list and thus, the managers feel that a change of
ownership is less critical, while a change of incentive system is critical. The managers
also believe that the company management as a team is highly empowered to change
the incentive system. The company management was awarded autonomy on
operational matters in March 1995 and since then the management has been giving
salary increments. The financial manager of Barka Canneries stated: "During the
Ethiopian ownership of the company prior to 1991, a unit leader used to get 150
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Nakfa and the minimum monthly wage of production workers was about 75 Nakfa.
Now, the living standard has increased and we are paying the same unit leader about
1,000 Nakfa. Even though we cannot say that we have 100% met the needs of our
workers, we have increased their salary to meet the rising living standard in Eritrea."
The Eritrean Government assigned Barka Canneries, as well as Alpha Food
Products and Red Sea Flourmills, to the Ministry of Defence in January 1996. The
management interviews revealed that there was ownership neglect in following up the
companies and noted that the main constraint the companies are facing in
restructuring operations and investments is the absence of involvement of owners.
The managers also indicated that the Ministry of Defence is not committed to
continuously operating the companies and there was no board to oversee the
companies. According to the general manager of Alpha Food Products: "The
relationship between the owner and company management was not good. The owner
did not pay attention to the factory and was not helping us in solving problems.
Especially, when the ownership was transferred to the Ministry of Defence, there was
no clear-cut administrative structure and there was nobody who could take
responsibility and make decisions. It was taking time to discuss an issue and give
answers to problems that the company was facing and which required immediate
actions. There were many times that we did not get a reply to the questions that we
were asking to the Ministry of Defence. There is no board to direct the organisation
and there is one liaison officer at the Ministry of Defence who could not make
decisions. The liaison officer forwards the issues that we were requesting to the
higher authorities of the Ministry of Defence. Especially, when we presented serious
problems that we were facing, the Ministry of Defence officials were telling us that the
Ministry did not receive the companies legally and thus, could not take responsibility
in solving the problems. The Ministry of Defence Officials were telling us that they
did not accept the company fully and there was nobody who has clear responsibility
to follow the activities of the enterprise under the Ministry.”

7.5 Value creation (loss) and problems in Barka Canneries and the Other FPI
Enterprises
Table 7-6 presents the value created (lost) and the return on total capital (ROTC) of
Barka Canneries and of the FPI in general. ROTC is computed by dividing operating
income adjusted for taxes (cash basis) to the total assets of the company. The
computation of value created (lost) is given in tables A7-25-A7-29.
On average Barka Canneries destroyed a value of 1.4 million Nakfa during
1991/92-1997. Barka Canneries had been destroying value prior to 1995 due to a lack
of market for its products, but afterwards created value due to the increase in demand
of canned foods for the Eritrean National Military Service trainees. The ROTC ratio
indicates the rate of return generated for the amount of money invested in working
and fixed capital in a business. On average, the ROTC of Barka Canneries has been
11% per year. ROTC has been negative throughout 1991/92-1994, however,
afterwards the company earned higher returns. The company's sole customer is the
Ministry of Defence and there is uncertainty on the continuity of the National Military
Service Program in Eritrea. If this program stops, the company also may stop
operations unless it tries to diversify its activities to attract other customers.
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Table 7-6 Value Created (lost) and ROTC of Barka Canneries and the FPI
Enterprises Studied [Amount in 1,000 Nakfa]
Barka Canneries
All FPI Enterprises
Year

90,351
12,505

164,407
13,739

Annual
Average
87,489
7,909

87,179
6,363
93,543
85,264

86,517
7,706
94,223
110,474

85,221
6,877
92,098
92,098

ROTC3
-1%
31%
26%
11%
11%
15%
12%
Cost of Capital4
11%
11%
11%
11%
11%
11%
11%
Value Created (loss)5
-4,338
5,899
7,599
-1,387
279
3,126
1,587
Source: computed from annual accounts received on request by the courtesy of the companies
Notes: 1. Net operating profit adjusted for taxes (NOPAT) is computed by deducting taxes paid (rather
than estimated) during the year from the operating profit.
2. Average assets for the year = (beginning + ending)/2
3. Return on total capital (ROTC) = (NOPAT/average assets of the year).
4. The cost of capital is estimate of consultants in Eritrea. There is no capital market and thus,
computation of cost of capital using the usual methods of capital asset pricing model and
others are not possible. The consultants use the banks lending rate as a proxy and adjust it for
industry risk in evaluating cash flows. The industry lending rate of banks in Eritrea to stateowned enterprises is 8.5% [IMF, 1998] and then they add additional risk premium depending
on the industry. The cost of capital estimate of the food processing industry is 11%
[Interview with Dr. Tesfay Haile (a business consultant)]. In addition, I have consulted the
financial managers of the company if they think this rate is excessive or low.
5. The value created (lost) = [NOPAT- (average assets for the year x cost of capital)]

9%
11%
-2,027

Sales
Net Operating Profit After
Tax Adjustment (NOPAT)1
Working Capital
Fixed Capital
Total Assets
Average Assets for the Year2

1991
/92
2,285
-240
40,774
1,300
42,074
37,716

1995

1997

33,690
9,118

51,576
13,021

Annual
Average
21,683
4,224

30,605
984
31,591
29,264

48,011
3,568
51,580
49,288

41,370
1,669
43,039
41,637

1991/
92
38,013
7,299
61,228
5,891
67,119
63,826

1995

1997

In order to understand further the reasons for creation or destruction of value and
to identify the constraints the management is facing in restructuring the company, we
distributed questionnaires with a list of problems identified from the literature and
interviewed the managers. The responses of the managers to the problem
questionnaires of Barka Canneries and the FPI in general are presented in table 7-7.
It evidences that disturbances in raw materials supply (3) has been a highly relevant
problem and is critical in enhancing firm value in Barka Canneries as well as in the
other enterprises in the FPI in Eritrea. Moreover, the table indicates that irregularities
of production operations and irregularities of energy supply are relevant, but they are
not critical issues. The managers also indicated that they have some influence on
improving the raw materials problem. Prior to the border conflict in May 1998, the
management used to import some cereals and meat from Ethiopia, but since then, the
management is buying beans and peas from Australia and spices from India.
Vegetables are grown locally but they are seasonal and thus, during the off-season the
company cannot produce vegetable products. Due to this, the managers shift to meat
and beans production.
During the interviews, managers also indicated that labour law is constraining the
creation of value. The general manager of Barka Canneries elaborated it as follows:
"The labour law of Eritrea is constraining us from hiring and firing employees
according to our company’s needs. Our factory operations are seasonal. Due to this,
the number of workers that we hire varies during the year. We want to hire workers
on a temporary basis so that we will not have a problem in laying them off when there
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is no work. However, the Eritrean Labour Law prohibits us from laying of workers at
the off-season on the pretext that if an employee has worked for more than three
months in one place he is considered to be permanent and thus, cannot be fired. This
law is prohibiting us from laying-off workers and reducing our labour cost at the off
seasons. We are obliged to keep unwanted labourers due to the law.”
Table7.7 Summary of Managers' Responses to Problems in Creating Value
Activities
Barka Canneries
All FPI Enterprises
R
E
CF
R
E
CF
Number of respondents
4
4
4
12
12
12
Absence of orders, contracts
2.0
1.7
3
1.5
1.6
4
Lack of cash
2.0
1.7
1.5
1.4
2
Non paying debtors
1.8
1.7
1.4
1.6
1
Disturbances of materials supply
3.0
2.3
7
2.5
2.0
20
High bank debt
1.3
1.3
1.1
1.3
1
High trade liabilities
1.3
1.0
2
1.3
1.4
5
Irregularity of production operation
2.5
2.0
3
2.1
2.0
15
Irregularity in energy supply
2.5
2.0
1.5
1.4
4
Irregularity in fuel supply
2.0
2.0
1.3
1.4
Energy cost (electricity)
1.8
2.7
3
1.8
1.6
13
Poor work discipline
2.0
2.0
1.5
2.1
1
Staffing by management
0.5
1.1
1.4
1
Operating losses of the company
1.8
2.3
1.4
1.7
2
Employment lay off
1.0
0.7
1.1
1.4
0
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum marks given by managers on criticality in the future (CF ). For R and E
a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means some relevance or
influence and a score of less than 2 represents low relevance or influence. For CF, a high sum score
shows a high criticality rank of a problem in creating value.

The respondents generally consider that the privatisation process is creating
uncertainty and that managers are not tackling the existing problems. According to the
financial manager of National Edible Oil Factory: "Due to privatisation, we are
unable to make plans to solve the critical problems and even one cannot talk about
solving problems. There is uncertainty on when the company will be sold. Even I do
not know what to do for myself. I do not know whether I will be employed here after
privatisation or not. This uncertainty is restricting us from making plans to solve the
existing problems. Had there been no privatisation, there would have been a lot of
things to do to solve the current critical problems. Privatisation is closing many doors
for improvements in the company."
Except for the managers of Alpha Food Products, the managers in the structured
interviews indicated that there is a need of training of workers and managers. The
managers of Barka Canneries stressed on export marketing training and the managers
of Red Sea Flourmills on training scientific millers. However, there was no major
training conducted during 1991-1997 because the company general managers are not
requesting fund from the owner. According to the general manager of Red Sea
Flourmills: "We need to train millers and we always get invitations to attend short-
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term courses on milling. However, since the courses require a large amount of money,
if we ask the higher authorities, they think it is a waste of money and that we are
requesting training to entertain ourselves and benefit from the trip. Due to this, we
have never asked for training."

7.6 Industry Overview
7.6.1 Overview of Financial Performance of the FPI
The operations of FPI on an average have resulted in an average annual operating
profit of 9.5 million Nakfa during 1991/92-1997 (see table A7-1 in the appendices).
The sales of the FPI increased from 38 million Nakfa in 1991/92 to 164.4 million
Nakfa in 1997 due to the increase in demand for food products. The large increase in
sales did not result in a large increase in profits because the Government sets the price
of wheat flour in Red Sea Flourmills and the price of a loaf of bread in Alpha Food
Products. Moreover, the Ministry of Defence is buying canned foods from Barka
Canneries at a standard fixed price. The major cost element in the FPI is materials. On
average the material costs have been 77% of sales during 1991/92-1997. The increase
in raw material costs and the Government restriction on profit margins limited the
operating profits of the companies. During 1991/92-1997, the productivity of the food
processing companies measured by value added (sales-cost of sales) per employee
increased because the sales of the companies increased and the number of workers
decreased. However, the managers indicated that the companies are still employing
redundant workers.
The companies have been investing mainly in working capital. The working capital
investments of the food processing companies have increased from 65 million Nakfa
in 1991/92 to 120.1 million Nakfa in 1996, but it decreased to 87 million Nakfa in
1997 due the decrease in the balance of trade debtors (see table A7-9). The companies
are highly liquid because there were idle cash balances. However, there was no major
capital invested in fixed assets during 1991/92-1997 in the food processing
companies, except the purchase of new ovens for 0.6 million Nakfa in 1993 by Alpha
Food Products. The debt to total assets of the FPI had been below 60% throughout
1991/92-1997. The debt consisted of short-term debts mainly trade creditors and taxes
payable. The food processing companies did not borrow from banks because the
companies were financing their operations from retained profits and managers wanted
to avoid interest costs.
The FPI as a whole destroyed on average annually a value of 2 million Nakfa
during 1991/92-1997. The FPI lost money during 1991/92-1994 (see table A7-25).
During this period, the food processing companies, except Red Sea Flourmills had
been destroying value due to a lack of demand for company products such as Barka
Canneries and a lack of materials such as National Edible Oil Factory. The FPI added
value during 1995-1997 because Barka Canneries added value throughout 1995-1997
and Alpha Food Products and National Edible Oil Factory added value in 1995 and
1996, but both of the latter two lost value in 1997. Red Sea Flourmills lost value
throughout 1995-1997 because the Government restricted its profit margin to a 2% of
sales only.
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7.6.2 Overview of Management Responses in the FPI
The managers' responses to the operational restructuring activities questionnaires
revealed that improving production efficiency as well as improving product quality
are the two most relevant and critical operating activities in enhancing firm value in
the FPI (see table 7-2). Moreover, the managers feel that the company management as
a team has some influence on these activities.
The managers' responses to the investment restructuring questionnaires revealed
that new investment in equipment and upgrading technology are highly relevant and
critical activities in enhancing firm value, but the company management perceives to
have only some influence to affect these activities (see table 7-4). The working capital
investment activities are in general less relevant and less critical in enhancing firm
value. The managers' responses to the financial restructuring activities show that
improving communications with customers and suppliers is highly relevant and a
critical activity in enhancing firm value and the managers believe that the company
management team has high influence on this activity. In addition, the managers
indicated that seeking foreign investors is of some relevance and will be critical, but
the company management team has less influence on this issue. The managers of
Alpha Food Products and Red Sea Flourmills have indicated that the reduction or
elimination of government subsidy is of some relevance to enhance firm value
because the government is setting the price of products and restricting the companies
on the profit margin they can charge. For instance, in Red Sea Flourmills, the
government subsidises wheat flour and restricts the company’s sales price to only 2%
above the manufacturing costs incurred. However, the company is incurring
additional administrative costs such as the salary of managers and office clerks. Thus,
despite a large amount of sales, the operating profit of the company is small.
The governance structure of the companies under the Ministry of Defence was
weak because there was no board to direct the activities of the companies and the
liaison officer at the ministry did not have decision making power. The Ministry of
Defence also does not want to run businesses. The Government imposed the transfer
of ownership on the Ministry of Defence and the Ministry neglected the companies.
There is no effective governance system in these companies. The questionnaires of the
governance restructuring activities revealed that the managers believe that a change of
ownership, a change of incentive system (of both employees and management) and a
change of management have some relevance and are critical issues in enhancing firm
value (see table 7-5). The managers also indicated that the company management has
some influence in changing the incentive system but it is less empowered to influence
a change of ownership, a change of management and a change of privatisation method
envisaged because these are the responsibilities of the NASPPE.
The main constraints that the managers were facing in improving firm value are a
shortage of raw materials and the quality of these materials, a lack of committed
ownership, old machinery as well as government interference in setting prices. The
food processing companies do not have a problem of finding a market for their
products. The raw materials needed such as cottonseeds for oil, beans and vegetables
for canned foods are not in abundance, but can grow in Eritrea while there is also a
possibility of importing such materials from The Sudan or Ethiopia once the trade
relation among the countries is restored. The government interference in setting prices
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is affecting the value creation potential of companies. Ownership neglect is also
influencing company governance and is reducing firm value.

7.7 Conclusions
The sales of the FPI have increased during 1991/92-1997, but the cost of raw
materials increased during the same period more and this eroded the operating profit
margins of the companies. There is demand for food products but the major constraint
that the food processing companies are facing is shortage of raw material supply and
the quality and cost of the supplied material. Flexibility in adopting production to
indigenous resources is crucial in solving the material shortage. Management of Barka
Canneries, for instance, is looking into processing fish, which is available in Eritrea.
Management of Red Sea Flourmills also is shifting into locally grown corn and
sorghum instead of imported soft wheat. However, National Edible Oil Factory
management is closing the factory for ten months instead of looking into other oil
seeds grown in Eritrea such as sesame seeds and others. The main customer for the
food processing companies, except Alpha Food Products is the Ministry of Defence.
The managers of the FPI also perceive cost and other production related activities as
more relevant and critical than revenue generating activities in enhancing firm value.
Managers of Barka Canneries, unlike the managers of the other food processing
companies, indicated that seeking new markets is highly relevant and a critical
activity because of the uncertainty of the continuation of the National Military Service
Program in Eritrea. The company had been exporting jelly beef to Italy prior to 1975
and still has the capacity to export such products with some investment in the
machinery, which is now kept idle.
The companies have been investing in working capital rather than in fixed capital
throughout 1991/92-1997, while they need fixed capital investments badly. There was
no major new investment in machinery and equipment, except a 0.6 million Nakfa
investment in Alpha Food Products, which increased production, improved quality of
products and reduced wastage. The managers also perceived new investment in
equipment and an upgrading of technology as highly relevant and critical activities in
creating value. The managers perceive fixed asset restructuring activities as more
relevant in comparison to working capital investment activities. The privatisation
process has stopped the new investment plans of Alpha Food Products and National
Edible Oil Factory. Barka Canneries and Red Sea Flourmills are not offered for
privatisation and have money for fixed asset investments, but the Ministry of Defence
is not authorising long-term investments. The food processing companies have been
financing their operations from their retained profits. However, Alpha Food Products
and National Edible Oil Factory do not have enough funds to purchase machinery.
The managers perceived the financial restructuring activities as less relevant and
critical, except for improving communications with customers and suppliers, seeking
foreign investors and developing relationship with key creditors.
Analysis of the managers' responses to governance restructuring questionnaires
indicated that a change of incentive system (employee and management) is relevant
and critical in enhancing firm value and company management as a team has some
influence on this issue. Moreover, the managers interviewed indicated that the
Government has transferred Alpha Food Products, Barka Canneries and Red Sea
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Flourmills to the Ministry of Defence as strategic factories, but the Ministry of
Defence did not want to be involved in running companies and thus, neglected the
companies. There is no board of directors or other body that closely follows up the
companies under the Ministry of Defence.
The FPI on average destroyed a value of 2 million Nakfa each year during
1991/92-1997. The FPI lost value prior to 1995, but afterwards created value due to
the increase in value created in Barka Canneries. The managers also indicated that the
main constraints in improving firm value are a shortage of raw materials supply and
its quality, old machinery, a lack of committed ownership and government
interference in setting prices and profit margins. In addition, the managers of Barka
Canneries stressed that there is a need in export marketing training and Red Sea
Flourmills identified a training need in scientific milling to develop human resources
of the companies.

Chapter 8
Beverage Producing Enterprises
8.1 Introduction
In the previous chapter, we presented the case studies of enterprises in the food processing
industry. In this chapter, we discuss the case studies of beverage producing enterprises in
order to explore and explain how state-owned beverage producing enterprises in Eritrea
are restructuring and how managers are trying to create value. The beverage producing
enterprises selected for this study are Asmara Brewery, Asmara Wine and Liquor Factory
and Red Sea Bottlers Share Company. The results of financial data, questionnaire data
and structured management interviews are presented and discussed in this chapter.
In this chapter, we will examine the case of Asmara Brewery in depth using within
case analysis because it represents the challenges that the beverage enterprises in Eritrea
are facing. However, this does not mean that the other beverage enterprises studied are
left out. We will also compare the case of Asmara Brewery with the case studies of the
other beverage companies, Asmara Wine and Liquor Factory and Red Sea Bottlers Share
Company to highlight the main issues that relate to operations, investment and financing,
governance, value creation and problems.
In sections 8.2-8.5, we present the case study of Asmara Brewery and cross-case
studies of beverage enterprises operations, investments and financing, governance, value
creation and problems. In section 8.6, we discuss the general overview of the beverage
industry (hereafter referred as BI) in Eritrea and in section 8.7, we summarise the findings
and conclude the chapter.

8.2. Operations of Asmara Brewery and the other Beverage Enterprises
The purpose of this section is to examine the value performance and restructuring
activities of operations of Asmara Brewery and the BI enterprises in Eritrea.
8.2.1. Operations Performance of Asmara Brewery
Profit is a measure of the success of a firm in earning a net return on sales. Profit
determines the future existence of the firm and the welfare of those whose income, goods
and services are produced by it. Poor performance in profit indicates a basic failure which,
if not corrected would probably result in a financial crisis of the firm.
One of the value drivers in a company is the profit margin. The higher the profit
margins of a company the higher the value created. Privatisation of the economy in
Eritrea has helped companies to set their own prices, to select suppliers of their choice and
to restructure the enterprises into commercial entities. However, the liberalisation of trade
also opened the economy to competition and companies that had been protected by the
state and financed by state subsidies faced intense competition in increasing their profits
in the new free market environment. In order to assess whether privatisation of the
economy and reforms have helped Asmara Brewery and the other beverage companies to
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improve their profit margins and to create value, we will analyse their operations. The
following table presents the operating performances of Asmara Brewery and the BI
enterprises studied.
Table 8-1 Operating Results of Asmara Brewery and the BI Enterprises Studied.
[Amounts in 1,000 Nakfa]
Asmara Brewery
All BI Enterprises
Year

1991/
92
25,005
9,926
6,847
3,080
1,376

1995

1997

Annual
average1
89,097
26,490
17,371
9,119
16,687

1991/
92
30,742
12,673
9,088
3,586
2,423

1995

1997

Annual
average1
110,851
37,934
26,335
11,599
18,673

Sales
125,552
130,764
153,491
159,799
Cost of sales
29,009
37,274
43,252
53,787
Materials 2
20,385
21,484
32,348
33,500
Other costs3
8,624
15,790
10,908
20,286
Operating
27,888
37,184
30,029
40,037
expenses 4
Operating profit
13,703
68,655
56,306
45,919 15,646
80,211
65,975
54,244
Employee number5
733
548
452
557
1,086
758
676
890
Profit margin 6
54%
55%
43%
54%
51%
52%
41%
49%
Value added per7
21
176
207
112
17
145
157
82
employee
Source : based on annual accounts received on request by the courtesy of the companies
Notes.1. Annual average is computed for the years 1991/92-1997.
2. Materials show the cost of materials placed in production. It also includes material cost for
those still in inventory and thus, materials and other costs may not add up to the cost of sales.
3. Other costs include labour, power, depreciation and other production costs.
4. Operating expenses include sales and administrative expenses.
5. Number of employees is an average number of employees for the year
6. Profit margin is computed by dividing the operating profits by sales.
7. Value added per employee is computed as follows: (sales-cost of sales)/number of employees .

The operating profits of Asmara Brewery have increased from 13.7 million Nakfa in
1991/92 to 68.7 million Nakfa in 1995. However, the operating profit of 1997 decreased
to 56.3 million Nakfa due to an increase in costs and operating expenses. The operating
profit margins of Asmara Brewery evidenced that on average the company had an
operating profit margin of 54% during 1991/92-1997. Asmara Brewery has been paying
large amount of its operating profits to the government as tax payments. The
government’s downward tax revision of 1994 helped the company to improve its after tax
profits.
One of the factors that affect company profit is sales. Sales generate cash inflows for a
business and an increase in sales is a yardstick of customer satisfaction. If a business has
satisfied customers, the company sales will increase and this will help in creating value.
Sales levels, sales growth and sales continuity are the main factors that determine value
creation. Asmara Brewery has the largest sales in comparison to the sales of the other two
beverage companies in Eritrea. The sales of Asmara Brewery increased from 25 million
Nakfa in 1991/92 to 125.6 million Nakfa in 1995 and 130.8 million Nakfa in 1997. The
revenue is generated mainly by sales of beer and by sales of liquor products.
The managers revealed that Asmara Brewery does not have a problem of market for its
products. What is produced is quickly sold due to a shortage of supply. In order to
increase sales, the company management has introduced draught beer in Eritrea. The
introduction of draught beer has helped the company to reduce costs and facilitate the
distribution of beer. The company also appointed new agents in various regions of Eritrea
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to increase its market. The managers try to produce high quality products to satisfy
consumers. The general manager stated: “We are using a traditional brewing method,
which is the best method and we are not adding additives to save costs. We are using
quality material at low price and labour cost is cheap here. Due to this, the company has
low production cost and highly competitive quality products. Therefore, we do not have
any problem in competing at the world market.” There are various foreign beers and
other spirits at the local market, but these products are not comparable to Asmara
Brewery’s products in quality, price and other features. The production manager
explained: “In order to improve sales, we try to produce of an international quality
standard beer regarding its taste, pH factor, carbon dioxide content and other measures.
We believe that to become competitive quality wise our produce should be of an
international standard.”
The main constraint in improving sales of Asmara Brewery products was not a lack of
demand, but a shortage of supply. The company management was not able to increase
production capacity of the machines due to obsolescence. The company machinery,
especially the bottling lines, has become a bottleneck for increasing production. In
addition, though the company is enjoying the availability of the local markets, there is a
problem in the export markets. According to the production manager of the company:
“We have no problem on the local market because we are dominant. However, with
exports there is a problem. Our main export country was Ethiopia. We tried to
export to the Ethiopian markets, but we were not successful because of the attitude
of the consumers in Ethiopia was hostile to the Eritrean beer, especially in the
Tigray region of Ethiopia. The consumers were boycotting it for political reasons
and thus, we were not able to expand our exports to Ethiopia. At present, due to the
outbreak of war our exports to Ethiopia are discontinued.”
The cost of sales of Asmara Brewery increased from 9.9 million Nakfa in 1991/92 to
29 million Nakfa in 1995 and 37.3 million Nakfa in 1997. This is due to the increase in
production and sales of company products. Material costs are the major element of the
cost of goods sold. However, they constitute a small percentage of the sales 27% in
1991/92 and 16% in both 1995 and 1997.
The value added per employee has increased from 21 thousand Nakfa in 1991/92 to
176 thousand Nakfa and 207 thousand Nakfa in 1995 and 1997 respectively. Asmara
Brewery managers were able to increase price, production and sales and at the same time
they were able to reduce the number of workers by 38% during 1991/92 to 1997. All these
factors helped the managers to improve the operating efficiency of Asmara Brewery.
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8.2.2 Managers’ Responses to Operational Restructuring Questionnaires
Table 8-2 Summary of Managers' Responses to Operational Activities
Activities
Asmara Brewery
All BI Enterprises
R
E
CF
R
E
CF
Revenue

Number of respondents
Seek new markets
Increase exports
Drop product price
Increase product price
Strengthen marketing
Establish sales office
Increase advertising

5
2.2
2.2
1
1
1.4
1
2.6

5
3
2.4
1.4
1.4
2.2
1.8
2.6

5
8
7
0
0
2
0
7

12
2.2
1.9
1.3
1.2
1.7
1.6
2.5

12
2.8
2.2
1.8
1.4
2.1
1.9
2.8

12
17
12
5
3
7
4
10

1
1
1
2

1.8
1.4
1.8
1.6

0
0
0
2

1.7
1.0
1.1
2.2

2.1
1.3
1.8
2.1

3
1
1
6

2
2.2

2.8
2.8

3
5

2.3
2.6

2.7
2.7

4
10

Cost
Reduce employment
Cut wages
Increase employment
Increase wages
Being selective to suppliers
More effective use of resources

Other
Operations

Change product quality
1.6
2.4
1
2.0
2.1
8
Change area of activity
1
1.2
0
1.3
1.6
0
Change of production mix
1
2.5
2
1.1
1.8
4
Improve production efficiency
2.8
2.2
10
2.8
2.6
16
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R),
management team empowerment (E ) and the sum of marks given by managers on criticality of the
activities in the future (CF ). For R and E a score of 2.5 to 3 indicates high relevance or influence, a score
of 2 to 2.4 means some relevance or influence and a score of less than 2 represents low relevance or
influence. For CF, a high sum score shows a high criticality rank of an activity in creating value.

Table 8-2 shows that the managers of Asmara Brewery and the managers of the BI
enterprises studied perceive increasing advertising of high relevance and company
management as a team is empowered to influence this revenue generating activity.
However, during the interviews the managers informed us that there are some limitations
on advertising alcoholic products. Moreover, the managers of both Asmara Brewery and
the BI enterprises studied believe that seeking new markets is of some relevance and the
company management is highly empowered to influence this activity. The managers of
Asmara Brewery as well as the BI enterprises studied feel that seeking new markets is
critical. The managers of Asmara Brewery during the interviews elaborated that at present
there is no problem of selling but the rehabilitation of the factory will double the
production and thus seeking additional local as well as export markets will be critical. In
order to find markets for the planned increase in production, the managers of Asmara
Brewery perceive increasing export efforts as having some relevance. However, the
managers of the BI enterprises studied in general feel it is less relevant because the Red
Sea Bottlers has a franchise rights to sell in Eritrea only. The managers of both Asmara
Brewery and the BI enterprises studied consider the rest of the revenue generating
activities as less relevant and less critical in creating value.
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During the interviews, the managers of Asmara Brewery revealed that they have plans
to enhance product distribution, to increase production capacity and to find new export
markets.
The company has been distributing beer door to door in Asmara only. According to the
general manager of the company: “We will extend the door to door distribution service to
all cities in the Central Region, within 30 kilometres radius of Asmara. We will also
establish distribution stores in other big cities of Eritrea. In addition, at present the War
Veterans Association of Eritrea has a franchise in distributing Asmara Brewery products
in the five districts of Eritrea, except the Central Region. However, when the war veterans
are rehabilitated, we have a plan of retaining our distribution franchise and to sell our
products to the customers ourselves.” In order to facilitate distribution, the management
is also planning to sell draught beer in Asmara only and bottled beer to the other regions
of Eritrea.
Before 1975, Asmara Brewery managers were exporting beer and liquor products to
neighbouring countries. However, after its nationalisation in 1975, the managers were
limited to domestic sales only, but recently they are trying to export again. The production
manager stated: “Now we are expanding our export markets to our neighbouring
countries and others. We are searching new markets in Djibouti, Germany and the USA.
We have sent samples and we are waiting for orders.”
The responses of managers to cost and other operations activities revealed that
improving production efficiency is the most relevant and critical activity. Moreover,
managers of both Asmara Brewery and the BI enterprises in general feel that more
effective use of resources, being selective towards suppliers and increasing wages are of
some relevance and the company management as a team has high influence on these
activities, except on increasing wages. The managers of Asmara Brewery reduced
redundant workers, reorganised departments to save costs and purchased raw materials
when their price was cheap. The general manager of the company elaborated the cost
reduction efforts as follows:
“The factory has been employing surplus labour during the Socialist government of
Ethiopia. Before 1991, the factory used to employ about 763 workers, but now we
have reduced it to about 500. The labour cost was huge at that time, but now due to
the reduction of employees, we are paying less. However, due to the increase in the
living standard, we have given increments to the retained workers. At the same time,
we increased the selling prices of our products proportionally. There was also
excess steam, which we were disposing off before, but now we are condensing the
excess steam and converting it to distilled water. We have saved the waste and
generated additional revenue by selling it for 75 cents per litre. The material input
per litre is standard. If the standard input is not met it affects the quality of final
products and reduces the demand of the products. Therefore, we do not try to use
low quantities of input to reduce costs in order to maintain quality. On the other
hand, we try to be selective on price and time of purchase of materials. Our major
raw materials are malt and fermenting leaves (locally called Gesso). We try to
assess the harvest season of these products in order to get a cheaper price. We try
to assess the European markets to find out when the materials that we purchase are
priced low and then enter into a contract during those days for a whole year’s
supply (futures contracts). This procedure has high influence on the reduction of
material costs.”
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The top managers of Asmara Brewery also cited the old machines at the Bottling
Department of the factory to be the main constraints in reducing costs. According to the
production manager of the company: “The machines in the bottling lines are obsolete and
labour intensive. Due to this, they consume high energy (fuel) and require constant
maintenance.”
As it has been discussed before, the main constraint that the company is facing at
present is a shortage of production. To tackle this problem, the company management has
completed the first phase of the renovating and modernising of the Brew House, the
Fermentation and the Refrigeration Departments. The company management has a plan of
completing the second phase of the renovation project by modernising the bottling lines of
the company to increase production capacity of the firm. This plan has the potential of
reducing cost because it reduces the number of workers needed at the Bottling
Department. The financial manager stated that they have enough funds to purchase the
machinery. The general manager also elaborated the company’s plans as follows:
“For the future our plan is to implement the second phase of our project of
renovating the bottling plant. At present, since the bottling line is old and manually
operated, there are many workers who are engaged in beer and spirits filling and
packing. Implementing the renovation of the bottling lines will help us to reduce
labour cost because the above mentioned workers in that area will be laid off. The
implementation of this project also will double the productivity per hour and will
minimise the fixed costs of the company.”
8.2.3 Comparison of Operations of Asmara Brewery and the BI Enterprises
Like Asmara Brewery, Red Sea Bottlers did not have a problem of market for its products
before 1997 because it is the sole producer of Coca-Cola products in Eritrea. Despite high
demands for Coca-Cola products, the company management introduced a new discount
policy and advertised products to increase sales. The general manager explained: “The
customers were offered a discount of 2.50 Nakfa in a case of 25 bottles. The company also
advertised the Coca-Cola products on the mass media to attract customers and
introduced new products in the last quarter of 1998.”
The company has been producing Coca-Cola, Fanta, Sprite and Fanta Tonic for more
than thirty years. Coca-Cola sales are the major source of revenue of the company.
Recently the company has introduced two new products known as Krest Soda Water and
Krest Tonic water to increase sales. However, consumers are not accustomed to these new
products and though it is at its early stage, customers’ demand for these new products is
lukewarm. According to the response of the marketing manager of the company: “It is
hard to find a market for new products which are not well known by consumers. CocaCola is well known in Eritrea and has been selling in the market for over 30 years.
However, the new products that we have launched in the last month need to be introduced
to consumers.”
The company is increasing its production capacity and it will require markets for its
products. However, the Coca-Cola Company has awarded a franchise to the company to
sell Coca-Cola products in Eritrea only. Selling in the neighbouring countries would be a
breach of the franchise agreement. The Coca-Cola Company can make an exception if
there is large demand in the neighbouring countries which is unmet by the local company.
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The company introduced new machinery in 1998 and increased its production capacity
from 170 cases (4,250 bottles) per hour to 1,000 cases (24,000 bottles) per hour, which is
more than five and half times what was being produced before. According to the financial
manager: “The new machinery can work at full capacity because it is new. However, until
the market is assessed, it is working at 33% of its capacity.” In order to absorb the
increased production capacity, the company has to increase its sales. Therefore, the
company is trying to enhance the distribution system of its products.
According to the marketing manager of the Red Sea Bottlers, the management will
open sales offices and kiosks as well as vending machines. There is a plan on opening
depots in Massawa, Assab and Keren, which are three major cities in Eritrea. Moreover,
the management will open small kiosks in different parts of Asmara, Keren, Massawa and
Assab. The factory will supply Coca-Cola products to the retailers and they will be
obliged to sell it at a reasonable price to consumers. In order to increase sales, the
company management is aiming at delivering Coca-Cola products to the consumer
efficiently and bringing the products to the nearest place possible to the consumer. In
addition, the management is planning to put ten vending machines in different places of
Asmara with Coca-Cola products so that anybody can buy and consume the products
easily. Furthermore, the management has a plan of distributing cold Coca-Cola products
using wheelbarrows in places where there are many consumers, such as the market areas.
This will help consumers to get Coca-Cola products at their place without sacrificing their
precious time. All these plans are expected to increase the sales of the company.
The main raw materials of Red Sea Bottlers are sugar, carbon dioxide and a
concentrate that is purchased from the Coca-Cola International. Due to this not much is
done to reduce material cost. The company was able to reduce labour cost by introducing
new machinery. The computerisation of the machinery such as, filling packing and
processing has reduced the labour cost and the number of workers. The financial manager
stated:
“The cost reduction process is associated with the old machinery. Since the
machinery was very old, we used to incur a lot of wastage due to breakage. There
was large amount of leakage of the processed products during the filling process
due to old tubes. The production yield was below standard before, but now by
introducing new machinery we were able to improve the yield and to minimise cost
of production. The management had been operating the old machinery in three
shifts due to its low capacity. However, the new machinery is producing the same
output in one shift only and this reduced labour cost. Previously, we were not able
to know our market because we were producing limited quantity due to the old
machinery and we were not satisfying the demand of our customers. Now, we are
producing in one shift only till we know our market. If the new machinery works in
three shifts, we will be able to produce three times of what we were producing with
the old machinery.”
The general manager stated: “The new bottling line with high-tech waste water
treatment established in the factory will help the company to save a lot of money. This is
the first of its kind in Eritrea, as well as in Africa.”
Unlike Asmara Brewery and Red Sea Bottlers, Asmara Wine and Liquor Factory did
not have high demand for its products. The managers have been trying to improve sales.
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The marketing manager of Asmara Wine and Liquor Factory stated: “We tried to improve
sales by improving product quality and by reducing price to attract customers. Moreover,
we tried to improve sales by finding new markets, such as assessing the demand of our
products in the different provinces of Eritrea and by acquainting our products to different
customers in trade fairs. As a result, the liquor products such as Zebib became famous in
the markets and company sales increased.”
The company produces several products, which are grouped into wine, liquor, syrup
and aperitifs. Initially, at the time of establishment, the factory was known for its winery
and its major sales revenue was derived from wine products. Before liberation, the sales
of wine products were high because the Ethiopian soldiers were heavy consumers of wine.
However, after liberation, the sales of wine products in Eritrea declined. The marketing
manager elaborated: “There are cultural taboos regarding wine in Eritrea. People believe
that wine kills people early and it is also labelled as a masons’ drink.” To improve the
wine products image, the company has been offering free gift samples. At present the
major contributor to the sales revenue of Asmara Wine and Liquor Factory is the sales of
the liquor products. Eritreans have a custom of visiting relatives and friends and offer a
bottle of liquor as a gift. This culture has increased the demand for liquor products and
Asmara Wine and Liquor Factory has increased its liquor sales by shifting its resources to
liquor making. In addition, the company has been producing various kinds of syrup and
aperitifs. The sales of syrup have declined due to the shift of consumers to various fresh
fruit juices.
The managers of Asmara Wine and Liquor Factory reduced the number of workers
from 135 to 51, while production, sales and profit were at an increasing rate during 1991
to 1997. In addition, the managers were able to purchase raw material at a cheaper price.
The production manager stated: “We were buying alcohol, the major raw material of our
products, from Asmara Brewery paying 11 Nakfa per litre, but now we are acquiring the
same material by paying 8.30 Nakfa per litre from abroad. This helped us to reduce
material costs.”
The managers of Asmara Wine and Liquor Factory cited the following as operational
constraints: breakage of bottles during washing and packing, manual operation of the
production process and the labour law of Eritrea. The production manager of the company
stated: “You cannot hire and fire employees. For instance, a person insulted our manager
and was fired. However, later on the Labour Office of Eritrea has ordered us to accept
him.” Moreover, the factory used to be two enterprises before nationalisation. These two
locations are creating a problem now. For instance, the bottles’ storeroom is on the other
location (ex-Fenili) and thus, the company is incurring loading and unloading costs
unnecessarily. This is wasting labour and material (breakage of bottles).
All three beverage enterprises have been distributing their products to the customers
for over 30 years. This long period of distribution experience helped the companies to
have well organised sales departments with experienced efficient sales personnel. In
addition, the managers indicated that there is shortage of bottles. These enterprises had
been purchasing empty bottles from Denden Glass Works. The government liquidated this
factory in 1995 because the furnace was old and there were concerns of environmental
problems and there was a plan of establishing modern glass manufacturing factory. Since
neither the government nor private investors established a new factory, the beverage
producing enterprises are facing shortage of bottles. Asmara Brewery is trying to solve the
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problem by selling draught beer in cages, but the customers prefer bottled beer to draught
beer. However, the deportees from Ethiopia are accustomed to drinking draught beer in
Ethiopia and are influencing the consumers to some extent. Red Sea Bottlers is importing
bottles from United Arab Emirates and Asmara Wine and Liquor Factory is using bottles,
which are on its store, but due to breakage, the company is encountering shortages of
bottles and the price of empty bottles is increasing.
Both general managers of Asmara Brewery and Red Sea Bottlers indicated during the
interviews that there is a water supply problem. The general manager of Asmara Brewery
highlighted that the municipality of Asmara is not supplying the company enough water.
The factory consumes a lot of water during a year. For instance, to produce a bottle of
beer, it requires about 8 litres of water. To solve this problem, the company management
tried to use wells in the factory compounds. However, the water is hard and the supply
depends on the rainy season. Therefore, the management installed a softener plant to
tackle the problem of hardness and used trucks to fetch water, which is expensive in
comparison to that of pipe-water. Though the Municipality has renewed the water
distribution system and has ample water reserved, according to the general manager, the
Water Department staff does not co-operate. This is a big problem and it is increasing
company’s production costs. Red Sea Bottlers also experienced similar problems.
There was a high co-operation among the factories prior to 1995. Asmara Brewery has
been supplying carbon dioxide to Red Sea Bottlers and alcohol to Asmara Wine and
Liquor Factory. Asmara Brewery and Asmara Wine and Liquor Factory produce similar
liquor products and set selling prices of these products together to avoid competition
between them. After 1995, the company management became autonomous and each
factory management is trying to increase its own company profits. Asmara Wine and
Liquor Factory has asked the management of Asmara Brewery to reduce the price of
alcohol from 11 Nakfa per litter because the estimated manufacturing cost was only 6
Nakfa per litter. However, Asmara Brewery Management rejected the request and the
management of Asmara Wine and Liquor Factory is now importing alcohol from Mexico
by paying 8.30 Nakfa per litter including transportation. The carbon dioxide is a byproduct in the manufacturing of brewery and if excess is produced it is emitted to the air.
Red Sea Bottlers is establishing its own carbon dioxide processing plant recently to secure
its own supply of carbon dioxide, however, there was no cost and benefit analysis done to
assess the make or buy decision. This evidences that the co-operation among the BI
enterprises is decreasing.
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8.3 Investment and Financing of Asmara Brewery and the other Beverage
Producing Enterprises
Management invests in assets to obtain or maintain competitive advantage and ensure
profitability. Investments in long term, as well as short-term assets help in creating value
in a business.
8.3.1 Investment and Financing Performance of Asmara Brewery
Efficient use of assets helps in generating revenue and creating value. The following table
presents the investments and financing performances of Asmara Brewery and the BI
enterprises studied in general.
Table 8-3 Investments and Financing Results of Asmara Brewery and the BI
[Amounts in 1,000 Nakfa]
Asmara Brewery
All BI Enterprises
Year

1991/
92

1995

1997

Annual
average1

1991/
92

1995

1997

Investments
Total assets
49,840
138,963
146,846
114,185
59,532
173,020
282,080
Short term assets 2
46,930
86,596
84,803
84,637 56,100
118,092
162,553
Fixed assets 3
2,910
52,367
62,043
29,549
3,432
54,928
119,527
Return on Assets 4
28%
42%
38%
40%
26%
41%
23%
Short term % assets
95%
62%
58%
74%
95%
68%
58%
Current ratio 5
142%
111%
121%
140%
135%
123%
182%
New fixed assets
14
40,940
7,406
10,000
28
49,622
16,579
New fixed % sales
0%
33%
6%
11%
0%
32%
15%
Financing
Short term debts
33,066
78,144
69,803
60,510 41,603
95,836
89,129
Long term debts
2,591
0
0
3,770
3,185
3,383
0
State Capital
11,300
11,300
11,300
11,300 12,493
12,493
119,111
Retained earnings6
2,883
49,517
65,743
38,605
2,252
61,306
73,840
Debt to total assets
72%
56%
48%
56%
75%
57%
32%
Source : based on annual accounts received on request by the courtesy of the companies
Notes.1. Annual average is computed for the years 1991/92-1997.
2. Short-term assets include cash, receivables, inventories and other pre-payments.
3. Fixed assets include machinery and equipment, buildings, land and other long-term assets.
4. Return on Assets (ROA) is computed by dividing operating profits to total assets
5. Current ratio is computed by dividing short-term assets to short term debts.
6. Retained earnings represent accumulated earnings (losses) from the past.

Annual
average1
152,922
114,015
38,908
35%
73%
154%
10,351
9%
73,914
5,579
27,724
45,705
52%

Table 8-3 reveals that total assets of Asmara Brewery increased from 49.8 million Nakfa
in 1991/92 to 139 million Nakfa and 146.8 million Nakfa in 1995 and in 1997
respectively. The return on assets (ROA) increased from 28% in 1991/92 to 42% in 1995,
but it decreased to 38% in 1997. The increase in the return on assets was due to the
increase in operating profits from sales of company products and from the efficient use of
the total assets of the company. An increase in return on assets indicates enhancement of
value created by the company. This is due to the increase in both current assets and fixed
assets during the study period.
The short-term assets of Asmara Brewery increased from 46.9 million Nakfa in
1991/92 to 86.6 million Nakfa in 1995 due to the increase in working capital requirements
to meet the increase in production and sales of the company. However, the short-term
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assets of Asmara Brewery decreased to 84.8 million Nakfa in 1997. The current assets to
total assets ratio was 95% in 1991/92, but afterwards, this proportion decreased to 62%
and 58% in 1995 and in 1997 respectively due to the new investments in fixed assets. The
current ratio of Asmara Brewery decreased from 142% in 1991/92 to 111% in 1995 due to
the use of cash balances to finance new investment in machinery and other fixed assets. In
1997, the current ratio improved to 121%. The current ratio shows that the company is
sufficiently liquid. The financial manager elaborated as follows: “We are liquid in cash
and we do not have any cash shortage. Since we are using cash sales only, we do not have
a problem of receivables collection. After liberation, the government ordered us to loan
money to the weak factories such as Asmara Textiles. However, the companies did not
recover and thus, their managers were not able to pay us back.”
The management is depositing large amount of cash in checking accounts rather than
in interest paying saving accounts (time deposits). The financial manager explained: “We
deposit our cash in a current account in a bank instead of a saving account because we
do not know when the government will demand payment.”
The fixed assets of Asmara Brewery also increased from 2.9 million Nakfa in 1991/92
to 52.4 million Nakfa in 1995 and 62 million Nakfa in 1997. This is mainly due to the
new investment in modernising and rehabilitating the preparation departments, Brew
House, Fermenting and Refrigerating Departments, which started in 1995. This large
increase in investments evidences that Asmara Brewery is restructuring its fixed assets.
The capital expenditure to sales ratio of Asmara Brewery was very low during 1991/92,
however, it reached 33% in 1995, due to the purchase of new machinery and due to the
renovation of the Brew House, Fermentation and Refrigeration Departments. In addition,
the company management installed a corking machine by paying 10 million Nakfa and
purchased four new Scania trucks for distributing beer and liquor products.
The general manager of the company also elaborated on the efforts done in acquiring
the new machinery as follows:
“Before 1994, we have been conducting feasibility study for renovating the plant
and machinery. There was an assumption that the bottleneck for our company
productivity is the bottling line, however, when we made extensive study, we found
out that both the preparatory phase and the bottling lines need renovation. Due to
the outcome of this study, we prepared a two-phase project. The first phase of the
project was renovating the preparatory departments of the brewery, Brew House,
Fermentation and Refrigeration. We have finished the first phase in 1996 by
investing US $ 6 million. Side by side with this also, we were studying the second
phase of the project, the bottling line renovation and the Board was supporting it.
However, when the company was slated for privatisation, the Board delayed its
implementation on the opinion that it should be left to the future buyer. In addition,
we have also refurbished the factory buildings. We have also installed a corking
machine because we were importing it from Ethiopia and there was a problem
within the supply of corks.”
Table 8-3 also indicates that the debt balance increased from 35.7 million Nakfa in
1991/92 to 78.1 million Nakfa in 1995. However, in 1997, it declined to 69.8 million
Nakfa due to a smaller requirement of working capital. The debt to total assets ratio
decreased from 72% in 1991/92 to 56% in 1995 due to the government write-offs of
obligations to the state, which existed on May 24, 1991. In 1997, the ratio decreased to
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48% of the total capital due to the slow down of production and sales and because the
company has been using mainly short-term debts. The main components of the short-term
debt of the company are creditors, tax payables and dividend payables. The major
components of the creditors’ balances are deposits for returnable containers (bottles). The
balance of trade creditors was very low because the management is settling suppliers
quickly. The balance of taxes payable increased because of the increase in operating
profits of the company and the management has been paying the tax obligations regularly.
There was no dividend declared from 1991-1994. However, in 1995, the government of
Eritrea proclaimed that 80% of net profits to be paid out as dividends retroactively from
1991. Due to this new dividend declaration, the company balance sheets (short-term
debts) showed 35.8 million Nakfa dividend payable balances in 1995, 72.6 million Nakfa
in 1996 and 28.3 million Nakfa in 1997. There was large accumulation of dividend
payables in 1996 because the government did not collect its share quickly, but afterwards,
in 1997 the balance was very low because the Ministry of Finance collected the dividends
declared quickly.
The paid in capital of the company has been 11.3 million Nakfa throughout the study
period. The government as an owner did not inject new capital in the company. The
retained earnings balance indicates the amount of profits retained in a business. The
retained earnings of Asmara Brewery increased from 2.9 million Nakfa in 1991/92 to 49.5
million Nakfa and 65.7 million Nakfa in 1995 and in 1997 respectively. This increase in
retained earnings was a result of high retention of operating profits in the company.
However, starting 1995, the Board of NASPPE allowed companies to reserve 20% of
their net profits up to the point that the retained earnings balance reaches 20% of the total
assets. Once a company’s retained earnings balance reaches this limit, all net profits are
submitted to the government as dividend. This decree reduced the earnings retained in the
business.
8.3.2 Managers’ Responses to Investment and Financial Restructuring Activities
Table 8-4 summarises the managers’ responses of Asmara Brewery and the BI enterprises
to investment and financial restructuring activities. It reveals that the managers in both
Asmara Brewery and the BI enterprises studied perceive new investment in equipment
and machinery of high relevance and critical in creating value. Moreover, the managers
perceive upgrading technology of some relevance and critical in increasing firm value.
However, they feel that the company management as a team is less empowered to
influence these activities. The managers explained that privatisation has been the main
constraint in improving company’s investments. The company has enough cash, but the
Board of NASPPE does not allow long-term investments. However, since the
privatisation is taking time, the company managers are updating the second phase of the
investment project and they are planning to present it again to the Board. The general
manager explained:
“Privatisation has been the main constraint in upgrading machinery. The Board of
NASPPE does not allow long-term investment in machinery, except minor
investments that solve critical items that could stop company operations such as
spare-parts. We are not allowed to invest in expansion or upgrading. We succeeded
in implementing the first phase of renovation before the privatisation process
started, but even though we have enough cash, the Board has stopped our second
phase, renovation of the Bottling Department, due to the privatisation process.”
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Table 8-4 Summary of Managers' Responses to Investment and Financial
Restructuring
Activities
Asmara Brewery All BI Enterprises
R
E
CF
R
E
CF
Investment

Number of respondents
New investment in equipment
Upgrading technology
Disposing off of fixed assets
Control of capital expenditures
Reduce collection period of
receivables
Increase payment period of
payables
Implement cash control
Change in inventory policy

5
2.6
2.2
1.2
1.4
1.4

5
1
1
1.2
1.8
2.2

5
13
11
4
3
2

12
2.7
2.4
1.6
1.8
1.5

12
1.7
1.7
1.6
2.2
2.2

12
25
19
10
9
4

0.8

0.8

4

1.3

1.5

6

1.4
1

2.2
1.4

0
1

1.8
1.6

2.3
1.9

2
6

Financing

Obtain new loans from banks
1
1.4
0
1.2
1.6
3
Reschedule old loans
1
1.4
0
1.0
1.4
0
Reduce inter-enterprise loans
1.2
1
2
1.1
1.0
2
Reduction of subsidy
1
1
0
1.0
1.1
0
Elimination of subsidies
1
1
0
1.0
1.0
0
Develop relation with creditors
1.4
1.8
0
1.2
1.6
1
Improve communication with
2.2
2.4
6
1.8
2.3
10
customers and suppliers
Issue new financial instruments
1.4
1
0
1.4
1.4
3
Seek foreign investors
1.8
1
3
1.5
1.1
6
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum of marks given by managers on criticality of the activities in the future (CF
). For R and E a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means some
relevance or influence and a score of less than 2 represents low relevance or influence. For CF, a high sum
score shows a high criticality rank of an activity in creating value.

The managers of both Asmara Brewery and the BI enterprises studied perceive
working capital investment activities such as a reduction of collection periods of
receivables increasing the payment period of payables, implementing cash control
techniques and changing inventory policy as less relevant and less critical activities in
creating value. The managers believe that company management as a team has some
influence on reducing the collection period of receivables and on implementing cash
control techniques. However, they feel that these activities are less critical in
enhancing firm value.
Table 8-4 also indicates that the managers of Asmara Brewery feel that improving
communications with customers and suppliers as of some relevance and critical for
creating value. They also feel that the management team has some influence on this
activity. The managers of both Asmara Brewery and the BI enterprises studied perceive
the other financing activities listed as less relevant and less critical because they do not
have a financial problem. The general manager of Asmara Brewery stated:
“The factory is government owned and was profitable even before liberation. After
liberation, we started our operations using bank overdraft. Now we are using our
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own funds for financing our operations and projects. We do not have debt or bank
loans. The big project of investment that we are implementing is totally financed by
our profit. The government reinvested the state dividends in the company and also
exempted us from some tax payments. Up to now, we do not have problem of
finance. We are planning to finance the renovation of the bottling lines 100% from
our own funds and also we will be able to meet our financial obligations to the
government in the form of taxes and dividends. If we need some more money, we
will be able to introduce a slight price increase to cover our expenses.”
8.3.3 Comparison of Investment and Financing of Asmara Brewery with
the other Enterprises in the BI
Like Asmara Brewery, the managers of Red Sea Bottlers renovated their machinery and
building using the joint venture funds, but they are also facing new constraints namely a
lack of technical staff and unutilised capacity. Asmara Wine and Liquor Factory managers
were not allowed to buy new machinery due to privatisation. The following paragraphs
present these issues.
The managers of Red Sea Bottlers revealed that the company had been using second
hand acquired machines for over thirty-three years and renovated the machinery and
technology radically using joint venture funds of the government of Eritrea and the CocaCola International. The production manager explained:
“The recently acquired machinery is highly advanced and modern. The plant
renovation was not a normal upgrading. The goal is to make a first class factory,
which can compete internationally. We planned to invest US $ 13 million initially to
renovate the factory and its machinery; however, now it might require even more
because the level of technology of the acquired machinery is highly advanced. The
factory will be one of its kinds in the whole Africa and it is expected that it will be a
training centre for all other African Countries. The machines are digital and work
with a system of step 7 and 5 PLC (Programmed Logic Computer systems).”
Red Sea Bottlers had a problem of financing investments, but the establishment of the
joint venture solved the problem of finance. However, similar to Asmara Brewery, the
replacement of the old machines with technologically advanced PLC machines is
becoming a new constraint. The general manager of Red Sea Bottlers stated: “The new
machinery purchased is a high-tech PLC system. We have few technicians who are adept
in this field of technology. In the future, either we have to send individuals to master this
kind of program or to purchase the software program itself.” The general manager of
Asmara Brewery also revealed that the company does not have experts who can operate
the new system (PLC). There is a need of training employees to cope with the new
technology introduced. The management needs to identify who should be trained, where
and when. The company management was assuming that if the technicians participate at
the time of installation of the new machinery, they would operate them later on easily.
However, after the installation of the machinery, the management found out that
employees still need further training to operate this newly introduced machinery. The
marketing manager of Asmara Brewery also elaborated the costs incurred due to this new
system: “The introduction of new technology created a problem because the technicians
do not know how the PLC system works. If there is a small problem, the whole production
is shut down and we have to call on emergency technicians from the supplier (a company
in Germany) who are very expensive. We pay their air ticket and enormous allowances.”
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The responses of the managers of Asmara Wine and Liquor Factory supplement the
findings of the financial data that nothing has been done to improve machinery and
technology. The managers told us during the interviews that they have asked a 5 million
Nakfa budget to buy new machinery, but the government rejected it due to privatisation.
The managers of Asmara Wine and Liquor Factory reported an inventory management
problem, while the other enterprises did not face this problem. The production manager of
Asmara Wine and Liquor Factory explained the ineffectiveness of inventory management
as follows:
“We have problems in raw materials’ purchases. In foreign purchases, the
suppliers want to sell large quantities, which could serve our company for about ten
years, at a cheaper price. However, since our company is small, we prefer buying
small quantities at higher prices. In local purchases also, previously, we kept
minimum stock levels and when the minimum stock level was reached, the
storekeeper used to order himself. Now, we order when we are out of stock. No one
follows the minimum stock levels. In addition, due to the possibility of privatisation,
we are ordered not to keep large quantities of inventory, but the process of ordering
raw materials takes time. There is also a problem of a lack of knowledge from the
management side. We are using inventory that is purchased a long time ago. This
has an effect on the quality of the final product, but the management does not
understand this.”
The production manager of Asmara Wine and Liquor Factory also indicated that there
are assets that can be disposed off to generate money. He stated: “We have assets that we
do not use much. One can get a lot of money by selling these assets, but now it is
depreciating each year. Many of these assets are wooden barrels for making wine and
they are cracking because we are not using them and it costs a lot of money to repair
them.”
The managers of the enterprises studied also revealed that the companies are
financially sound and that they have been financing their operations and working capital
investments from internally generated earnings. The financial manager of Asmara Wine
and Liquor Factory stated: “At the time of liberation, we were having overdraft of a half
million Nakfa, but now, we have paid our debt using the retained 20% of the net profits
and we have sufficient liquid cash for our working capital.” The general manager of Red
Sea Bottlers also explained the financial situation of his company as follows:
“The joint venture agreement helped us to raise equity finance of US$ 13 million from
the investors. The government contributed US$ 3 million worth of fixed assets and
contributed the rest in cash. The new partner Coca-Cola Company has also made cash
investment. This was planned for the purchase of machinery and renovation of the
building. The project is becoming extensive and thus, it is requiring a large amount of
working capital. Due to this, we have borrowed 20 million Nakfa from the Commercial
Bank of Eritrea.”
The Ministry of Finance is in charge of collecting dividends from the state-owned
enterprises. Prior to 1996, the Ministry of Finance was not aggressively collecting
dividends and the factories had been using these funds for internal investments. However,
in 1995, the Board of NASPPE declared 80% of net profits to be transferred to the
Treasury Department as dividend and companies are allowed to retain 20% of the net
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profit. The Treasury Department is aggressively collecting dividends and companies are
facing a cash shortage for working capital purchases. The financial manager of Asmara
Brewery elaborated:
“The government dividend policy is very high. We are obliged to pay 80% of our
net profits to the government every year. This was decreed on the assumption that
all state-owned enterprises will be sold within one year. However, in reality
privatisation is taking a long time. Already two years have passed. One cannot
make investments using 20% retained earnings. The money retained is not enough
even for working capital needs. Before the owner used to take 50% only and 50%
was retained in the factory for further investment.”
The main constraint for not investing is privatisation. Privatisation is constraining
investments and is creating uncertainty. The production manager of the Asmara Wine and
Liquor Factory stated: “The government does not want to keep enterprises and is
determined to sell them. The government is planning to sell our company and thus, it does
not want to spend about 5 million Nakfa to upgrade technology and machinery.” The
managers indicated that there is no planned action due to the privatisation process and
employees are not working wholeheartedly. The management does not have a mandate to
make long-term plans such as capital investments due to privatisation. According to the
marketing manager of Asmara Wine & Liquor Factory: “We believe if quality is improved
sales will grow. We were planning to make price reductions to attract customers. We had
a plan to introduce automatic machines and improve production and sales, but now due
to privatisation, we do not have any plans. Privatisation does not help in long-term
planning. Even the employees do not work on full mentality and they do not have any
vision at this moment because their future is uncertain.”
Privatisation has stalled the renovation process of Asmara Brewery when it was
partially completed. The marketing manager of the company stated: “The main constraint
in improving sales are obsolete machines and privatisation. Privatisation is also
becoming a constraint because the government does not allow capital investment in
factories. Due to this, the first phase of investment in upgrading the preparatory
departments, such as, the Brew House, Refrigeration and Fermentation Departments are
finished but the second phase of our rehabilitation and extension project, modernisation
of the Bottling Department is stalled due to privatisation.” In addition, the Board of
NASPPE is restricting the purchase of stock of materials to an amount which is enough
for three months only. This is hampering the productivity of the company operations. The
general manager of Asmara Brewery explained: “The prospective buyer is obliged to buy
the stock at the time of privatisation. Therefore, in order to minimise the burden on the
prospective buyer, the Board is restricting us on the amount of stock that we can keep.
This restriction is increasing our ordering cost and since our factory requires large
amount of malt, it is hampering production.”
The general manager of Red Sea Bottlers also acknowledged the difficulty of
privatisation as follows: “Privatisation took us one year and it was not an easy task.
Now, we have succeeded to find an investor and this has helped us to change the old
machinery by brand new one. Even the packaging instruments are new. Now we are
purchasing the bottles and crates from Dubai (United Arab Emirates) that fit the new
machinery and which minimises breakage and improves efficiency.”
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8.4. Governance in Asmara Brewery and the Other Enterprises in the
Beverage Enterprises Studied.
Asmara Brewery and Asmara Wine and Liquor Factory are administered under the
NASPPE, while Red Sea Bottlers is administered by a separate board, representatives of
the government of Eritrea and the Coca-Cola International. Table 8-5 summarises the
responses of Asmara Brewery and the BI enterprises studied in general.
Table 8-5 Summary of Managers' Responses to Governance Restructuring
Activities
Asmara Brewery
All BI Enterprises
R
E
CF
R
E
CF
Number of respondents
5
5
5
11
11
11
Change of incentive system
2.2
1.8
6
2.1
1.8
10
Change of power of stake holders
0.8
1.0
1
1.2
1.1
2
Change of management
1.2
1.2
3
1.3
1.2
5
Change of ownership
2.6
1.4
5
2.1
1.3
10
Change of privatisation method
1.4
1.2
0
1.4
1.0
3
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum of marks given by managers on criticality in the future (CF ). For R and E a
score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means some relevance or
influence and a score of less than 2 represents low relevance or influence. For CF, a high sum score shows
a high criticality rank of an activity in creating value.

Table 8-5 reveals that the managers of Asmara Brewery perceive a change of ownership
as of high relevance, while the managers of the BI enterprises studied feel it is of some
relevance. Both, the managers of Asmara Brewery and the BI enterprises studied in
general feel that a change of incentive system is of some relevance in creating value and
they also believe that the management team is less empowered on all the governance
issues listed. In terms of criticality in the future, the managers of Asmara Brewery are of
the opinion that a change of incentive system is the most critical activity, followed by a
change of ownership, while the managers of the beverage industry enterprises studied
believe these activities are equally critical.
In order to have an insight in the governance of the companies, we asked the
interviewees about company management and its relationship with employees and
customers. The following paragraphs summarise their responses.
The Ministry of Trade and Industry was responsible for rehabilitating and restructuring
state-owned enterprises in Eritrea. The Ministry was strictly controlling the day to day
activities, setting product prices and approving sales of the state-owned enterprises. The
enterprise managers were dependent on the direction of the Ministry of Trade and
Industry authorities.
The respondents feel that the autonomy given to managers in 1995 was helpful, but the
managers also complain that there is still interference from higher authorities. According
to the general manager of Asmara Brewery:
“We were facing a lot of bureaucracy. We were wasting time and efforts. Now, we
are autonomous in making decisions and we feel more responsible for our actions.
However, the autonomy is not a 100%. There are some policies that we cannot
change, such as long-term investment and sometimes new directives are sent to the
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factory which interfere with the autonomous policy. The autonomy should have been
as far as setting your own goals and letting you achieve those goals. However, the
restriction of some policies and directives that come from the Ministry of Trade or
the Board of NASPPE can derail you from achieving the goals set. At least, the
authorities should have discussed the issues with the company management rather
than just sending directives for implementation.”
The managers are fully responsible for the routine operating functions, but they are
limited in making strategic long-term decisions. The production manager of Asmara Wine
and Liquor Factory stated: “The enterprise management team had a good co-ordination
and many people were asking if we were brothers, but now, we have lost interest due to
privatisation. The enterprise management team used to meet on a monthly basis before,
but since when we heard that the company is going to be privatised, we do not call
meetings. Everything has to come from the Board of Directors and at the enterprise level
one cannot make strategic decisions.”
The company managers are also uncertain about their position and their fate when the
company is transferred to a private owner. The managers, who were members of the
EPLF, are assured of a place in the government offices. However, experience indicates
that there is a delay and one may not get an equivalent position. As a result, managers
want to stay in their place and this hampers the acceleration of privatisation. In addition,
there is no management incentive that attracts managers to achieve a higher performance.
Like the factory employees, they are entitled to only a month’s salary as a bonus. For
instance, in the case of Asmara Brewery, the factory earned a net profit of 35.4 million
Nakfa in 1997, but the general manager will only get his monthly salary of about 2
thousand Nakfa as a bonus. This is low and it is not motivating managers to attain higher
profits.
The relationship between management and employees is based on the company’s
collective agreement with the union. The employees are unionised and if they have
queries they report to the management. There is a long-standing relationship between the
management and the union. Due to this, the respondents agree that the management and
labour relationship is harmonious. The beverage industry employees are highly paid in
comparison to the employees in other industries in Eritrea. However, the living standard is
increasing and employees complain that the wages they receive are not enough. The
employees also get incentives such as bonuses, monetary, as well as non-monetary, and
other social benefits. Based on the collective agreement of the companies and their labour
union, employees are entitled for a bonus depending on the accounting profit of the fiscal
year. The beverage companies have been profitable and the employees have been
receiving one month’s salary each year. In addition, some departments also receive sales
and production bonuses. For instance, the salesmen of Asmara Brewery receive sales
commission on the number of bottles they sell daily. The factory workers operating the
distillers also receive production incentives. The salesmen of Red Sea Bottlers receive one
cent on each bottle sold and the porters get three cents on each bottle sold. Moreover, the
company employees receive non-monetary incentives such as shoes and overalls.
There was a custom of providing employees with benefits in kind such as company
products during holidays in the industry. However, now the Ministry of Trade and
Industry has stopped this practise and employees are complaining. The general manager
of Asmara Brewery explained the complaint as follows:
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“The factory employees had been receiving 50 bottles of beer and a bottle of alcoholic
spirit three times in a year during holidays, such as Christmas, New Year and Easter.
However, the Ministry of Trade and Industry told us to stop giving out company products
as incentives to employees. Due to this guideline, we have stopped providing benefits in
kind. The workers do not like this restriction and they are complaining. As a factory
manager, this kind of incentive was not harming our company. It is also an insignificant
amount, but the morale that our employees were getting due to this was high. Now, they
are losing confidence at the factory. This restriction has a negative impact on our
company performance.”
Employees also receive other social benefits such as insurance, medication and in
some companies employee support funds for emergency. All beverage industry
employees are insured for any injuries on the job as well as one hour before and after of
the working hours by the Workmen’s Compensation Insurance Program. With regard to
medical benefits, in Asmara Brewery, there is a clinic at company premises with full time
nurses and part time physicians who check employees on contractual basis. The factory
and the labour union contribute to the payment of medication, while the employees
contribute a small percentage to avoid abuses of the benefit. For instance, in Asmara
Brewery, the company and the union pay 90% of the medical expenses of an employee,
while the employee pays only 10%.
The relationship between the company and its customers is essential for the continuity
of an enterprise and a satisfied customer is a source of value creation. However,
discussion with the managers revealed that not much is done to attract customers, except
in Red Sea Bottlers. Though Red Sea Bottlers is the sole supplier of Coca-Cola products
in Eritrea, the management has been focussing on attracting customers even before the
formation of the joint venture. The general manager of Red Sea Bottlers stated:
“In 1994, we have visited our customers at their shops to enquire if they have
complaints regarding our products and services. Our customers were amazed and
told us that they did not see any producer who asks for comments. If a customer
brings back to the factory any of our products unopened due to production defects
such as dirt and others; we give the customer three bottles of soft drinks free and
write him a letter of appreciation. We are also giving out as incentive refrigerators
and light bulbs to our customers. Previously, due to the old machines, we were not
able to satisfy our customers’ demand. Now, since we are using new machinery, we
will be able to provide our customers with the amount of soft drinks they request. We
give attention to our customers.”
The management of Red Sea Bottlers is selling Coca-Cola products to wholesalers
and retailers at low prices. However, the distributors are overcharging the final
consumers. The company general manager stated: “The government of Eritrea is
following a free market policy and thus, there is no restriction to what price our
customers should charge on our soft drinks products. There is collaboration among
the shopkeepers and they try to maintain their profit margin high. They do not like
fair competition and if a person sells a soft drink at a lower price, all other
shopkeepers ostracise him as a radical. Our aim is to make our products available,
affordable and acceptable (three A’s of Coca-Cola Company) to the consumer. Due
to this motto, we are planning to open kiosks and to place containers at different
places in the city.”
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8.5 Value Creation (loss) and Problems in Asmara Brewery and the other
Beverage Enterprises
The value created in Asmara Brewery and the BI enterprises studied is computed using
the economic value added approach. Table 8-6 summarises the results for the years
1991/92-1997.
Table 8-6 Value Created (lost) and ROTC of Asmara Brewery and the BI
Enterprises Studied [Amount in 1,000 Nakfa]
Asmara Brewery
All BI Enterprises
Year

1991/
92
30,742
16,271

1995

1997

130,764
28,538

Annual
Average
89,097
29,570

153,491
60,383

159,799
37,623

Annual
Average
110,851
36,199

84,803
62,032
146,835
169,695

84,637
29,760
114,397
105,692

56,100
4,044
60,145
44,824

118,095
54,915
173,011
151,185

162,553
70,396
232,949
231,108

113,944
32,101
146,045
131,513

ROTC3
37%
44%
17%
27%
36%
40%
16%
Cost of Capital4
9%
9%
9%
9%
9%
9%
9%
Value Created (loss)5
10,729
41,832
13,265
19,794 12,461
47,532
17,978
Source: computed from annual accounts received on request by the courtesy of the companies
Notes: 1. Net operating profit adjusted for taxes (NOPAT) is computed by deducting taxes paid (rather
than estimated) during the year from the operating profit.
2. Average assets for the year = (beginning + ending)/2
3. Return on total capital (ROTC) = (NOPAT/average assets of the year).
4. The cost of capital is estimate of consultants in Eritrea. There is no capital market and thus,
computation of cost of capital using the usual methods of capital asset pricing model and
others are not possible. The consultants use the banks lending rate as a proxy and adjust it for
industry risk in evaluating cash flows. The industry lending rate of banks in Eritrea to stateowned enterprises is 8.5% and then they add additional risk premium depending on the
industry. The cost of capital estimate of the beverage industry is 9%. In
addition, I have consulted the financial managers of the company whether they think this rate
is excessive or too low.
5. The value created (lost) = [NOPAT- (average assets for the year x cost of capital)]

26%
9%
22,866

Sales
Net Operating Profit After
Tax Adjustment (NOPAT)1
Working Capital
Fixed Capital
Total Assets
Average Assets for the Year2

1991
/92
25,005
14,123

1995

1997

125,552
52,740

46,930
3,530
50,460
37,708

86,596
52,355
138,951
121,206

Table 8-6 indicates that Asmara Brewery has been creating value throughout 1991/921997. The value created in Asmara Brewery has increased from 10.7 million Nakfa in
1991/92 to 41.8 million Nakfa in 1995. Afterwards, the value created declined to 13.3
million in 1997 due to the decline in sales in that year and to decrease in net operating
profits after tax adjustments (NOPAT) of the company. The NOPAT declined because of
the increase in taxes in 1997 for the operating profit of 1996. The return on total capital
(ROTC) has been exceeding the cost of capital, especially in 1995, when it reached 44%.
Afterwards, it declined to 17% in 1997.
The factory has renovated its preparatory departments, but the NASPPE stopped the
implementation of the second phase of the project (renovation of the bottling lines) due to
the process of privatisation. The renovation of the company plant was aiming at doubling
the production, but since it was half complete, the company did not benefit from the
investment made in the preparatory departments.
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Asmara Brewery management did not use bank debts in financing operations or
investments. Debt financing has an advantage of tax shielding. Asmara Brewery had paid
large amount of tax because the management did not apply for debt financing as a tax
shield. This reduced the NOPAT and decreased the value created after tax payments.
The managers’ responses to problems questionnaire and the structured interviews with
managers about company problems highlighted the constraints encountered in creating
value. Table 8-7 summarises the managers’ responses to the problem questionnaires.
Table 8-7 Summary of Managers' Responses to Problems in Creating Value
Problems
Asmara Brewery
All BI Enterprises
R
E
CF
R
E
CF
Number of respondents
5
5
5
11
11
11
Absence of orders, contracts
1
2
2
1.4
2.5
9
Lack of cash
1
1.7
0
1.7
2
7
Non paying debtors
1
1
3
1.4
1.7
3
Disturbances of materials supply
1.2
1.5
3
1.6
1.7
3
High bank debt
1
1.7
0
1.4
1.9
0
High trade liabilities
1
2
0
1.5
2
0
Irregularity of production operation
1.5
1.5
11
1.6
1.9
12
Irregularity in energy supply
1
1.3
3
1.4
1.6
9
Irregularity in fuel supply
1
1.7
0
1.4
1.8
0
Energy cost (electricity)
1.6
1
5
1.8
1.8
8
Poor work discipline
1
2
2
1.5
2.2
3
Staffing by management
1.2
2
2
1.7
2.4
4
Operating losses of the company
1.5
1.5
2
1.8
2.1
3
Employment lay off
1
2.3
3
1.6
2.3
3
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum marks given by managers on criticality in the future (CF ). For R and E a
score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means some relevance or
influence and a score of less than 2 represents low relevance or influence. For CF, a high sum score shows
a high criticality rank of a problem in creating value.

Table 8-7 shows that the managers of both Asmara Brewery and the BI enterprises studied
in general are of the opinion that all the problems listed above are of less relevance in
creating value. The managers of Asmara Brewery feel that they have some influence on
absence of orders, while the managers of the BI enterprises studied feel they have high
influence on the issue because of the availability of demand for beverage products. The
managers of both Asmara Brewery and the BI enterprises studied indicated that the
company management has some influence on trade liabilities, poor work discipline,
staffing by management and employment lay-off. They also believe that from the
problems listed irregularity of production operations is the most critical.
During the interviews, the managers of Asmara Brewery indicated that their company
is facing the following problems: a lack of modern machinery in the bottling plant and
energy supply problems, which are creating irregularities in production.
The production manager of Asmara Brewery stated: “One of the main critical
problems that the company is facing is that the factory has expanded the capacity of the
preparatory stages of the factory, brewing, fermenting and refrigerating, but the bottling
is still done with old machines. To try to solve this problem, we have increased one shift
of workers in the Bottling Department and we have introduced draught beer. We have
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introduced draught tanks to utilise the excess capacity. However, customarily the
consumers in Asmara are not accustomed to drinking draught beer and are reluctant to
shift from the normal bottled beer to draught beer.” Moreover, the financial manager of
Asmara Brewery indicated that technology change is vital for the success of the company
and he commented the following: “The major problem is the question of technology. If
privatisation takes a very long time, then the government should allow us to invest from
our profits and to improve productivity.”
The general manager of Asmara Brewery also indicated that there are interruptions of
power supply. To tackle this problem, the company has a standby generator that produces
220 volts. However, the management has invested in new machinery that uses
programmed logic control system (PLC), which requires 380 volts. The Eritrean Electric
Authority sometimes interrupts power supply due to breakdowns and this creates idle time
at the factory. Moreover, sometimes the Electric Authority also supplies excess voltage
and this damages the new machines. To avoid this problem, the management has
purchased stabilisers to protect the sensitive equipment. In addition, the management has
informed the NASPPE and there is a plan of buying a standby generator of 380 volts. The
company management has discussed the problem with the officers of the Eritrean Electric
Authority. The officers informed the company management that they are building a new
power generating station that will be completed in the near future and they are hopeful
that this problem will be solved.

8.6. Industry Overview
8.6.1 Overview of Financial Performance of Beverage Industry
The BI enterprises operations have resulted in profits during 1991/92-1997. Sales
increased from 30.7 million Nakfa in 1991/92 to 153.5 million Nakfa and 159.8 million
Nakfa in 1995 and in 1997 respectively. The liberalisation of trade and prices in Eritrea
has helped the managers to set product prices higher and to increase sales. There is a high
demand for beverages in Eritrea and the management was able to reduce the number of
workers and to purchase raw materials at a cheaper price. The modernisation of the
machinery is expected to increase production capacity and thus, managers fear that the
local markets may not absorb the production increase. Moreover, though the beverage
companies are producing high quality products at a low cost of production, the companies
have been less successful in exporting their products.
The asset structure of the BI enterprises was highly dominated by current assets in
1991/92-1994, however, due to the new investments in fixed assets in 1995-1997, the
proportion of current assets to total assets declined. The return on assets (ROA) ratio of
the BI enterprises increased from 26% in 1991/92 to 41% in 1995, but it decreased to 23%
in 1997. High return on investment indicates efficient utilisation of assets in generating
profits and value. In 1997, the return on assets decreased because of the decrease of
operating profits and the increase in total assets due to new investments. Since there was a
high demand for beverages, there was no accumulation of finished goods stocks and the
liquidity ratios also evidence that the BI enterprises are liquid. The managers of the BI
enterprises invested in new machinery and buildings in 1995-1997. Prior to 1995, there
was no major investment done to modernise machinery.
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How investments and operations are financed affects firm value. The managers have
been using debt funds as well as retained earnings to finance operations and investments.
The debt of the BI enterprises increased from 44.8 million Nakfa in 1991/92 to 99.2
million Nakfa in 1995, but it decreased to 89.1 million Nakfa in 1997. The debt consisted
of short-term debts such as creditors (returnable bottles), taxes payable and dividends
payable, which are non-interest bearing. The managers are not using financing for tax
shielding purposes. Due to this, the managers are paying a large amount of profit taxes.
The government did not invest any additional capital during 1991/92 to 1996. In 1997, the
government and its joint venture partner Coca-Cola International invested more than 93
million Nakfa (US$13 million) to renovate Red Sea Bottlers. The retained earnings
balance increased from 2.3 million Nakfa in 1991/92 to 61.3 million Nakfa and 73.8
million Nakfa in 1995 and in 1997 respectively. The increase in retained operating profits
helped the companies to enhance their reserves. The Board of NASPPE declared that 80%
of net profits should be paid as dividends. This decree limited the financing capacity of
the companies.
The BI enterprises have been creating value throughout the study period. The largest
value added was in 1995, when the industry created 47.5 million Nakfa. However, in
1997, the value created decreased to 18 million Nakfa due to the decrease in net operating
profit after taxes and the influence of the privatisation process.
8.6.2 Overview of Management Responses in Beverage Industry
The responses of the managers to the revenue restructuring questionnaire revealed that the
managers of BI enterprises have to seek new markets and to increase their advertising if
production is expanded. The managers also feel that they have high influence on seeking
new markets and on increasing advertising, which are critical. The managers also
indicated that from the cost and other operating activities, improving production
efficiency and a more effective use of resources are highly relevant and critical for
creating value. The managers also feel that they have high influence on these activities.
The managers’ responses to the investment restructuring activities questionnaire
revealed that fixed asset restructuring activities are highly relevant while the working
capital restructuring activities are less relevant in creating value. New investment in
equipment and upgrading technology are relevant and critical activities in enhancing firm
value. The company managers believe that they can hardly influence these activities. The
responses of managers to financial restructuring activities revealed that the managers
perceive these activities as less relevant. Managers feel that they have some influence on
improving communications with customers and suppliers and they believe it will be
critical in the future.
The responses of managers to governance restructuring activities indicated that a
change of ownership and a change of incentive system in the companies are of some
relevance and critical in creating value, but the managers are less empowered to influence
these activities. The managers’ responses to the assessment of problems questionnaire
also revealed that the problems listed are less relevant at present. However, the managers
also believe that irregularity of production operations, absence of orders, irregularity in
energy supply, energy cost and a lack of cash will be critical in the future.
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The structured interviews of managers also revealed a need for training, an impact of
tax policy and tax administration on companies’ operations and the competition in the
industry.
Asmara Brewery and Red Sea Bottlers have introduced modern machines. These new
machines as previously described use a programmed logic control system (PLC), while
the old replaced machines used to work with a relay system. The technical employees of
the factories are facing problems in operating the PLC system. The respondents agree that
there is a major training need in the technical departments. Training in marketing and
other management fields is also essential. Training in marketing helps employees to
enhance customer services. However, the companies are not frequently training
employees. The financial manager of Asmara Brewery stated: “Training is long-term
oriented. One does not give training if the company is to be sold. At the moment
privatisation is taking a long time and this is becoming a problem for various business
decisions that we make.” The production manager of Asmara Wine and Liquor Factory
also stated the following: “The company is not providing training and when rarely a
training opportunity comes, the company sends people who are not fit for the training
seminar. Training is needed in all fields even at the factory level; those seniors should
train the juniors. Had there been continuos training, employees would have been more
flexible and more productive.”
In order to enhance exports, the government of Eritrea has exempted exports from
taxation. The beverage companies exports are low and thus, the managers are not using
this tax opportunity. The excise tax for alcoholic beverages is high and it is deterring other
competitors from entering the local market. In addition, the companies pay 12% sales
taxes. According to the financial manager of Red Sea Bottlers: “This sales tax rate is very
high compared with the sales tax rate of other products produced in Eritrea. Some
products pay sales tax of 3% and others sales tax of 5%, which are low compared to what
we are paying, 12%.”
The managers of the beverage companies also complained that the Inland Revenue
Department (tax office) is obliging customers to keep records of the beverage products
purchased for tax assessment. The customers are limiting the quantity of beverage
products they are purchasing because first alcohol tax is high. Thus, the higher the
quantity purchased the more alcohol tax one will pay. Secondly, the quantity of beverage
products the businessperson purchases is used for assessing the taxes on other products
that are not recorded. The tax auditors assess high daily income if they see a large
quantity of beverage products purchased. Therefore, this is motivating customers to limit
their purchase of beverage products to evade taxes. The general manager of Red Sea
Bottlers explained: “For instance, if a restaurant sells 10 bottles of soft drink the tax
inspector assumes as if 10 persons have dined during the day. However, some may have
come for a soft drink only. Therefore, the businesspersons are avoiding our products. The
Inland Revenue Department should create its own mechanism of estimating income
instead of depending on the cards of soft drink sales.”
For most of the beverage products there is no direct competitor at the market. For
instance, Asmara Brewery is the only producer of beer in Eritrea. Liberalisation of trade
has opened a door for competition with imported beer from Ethiopia and other foreign
beers. According to the general manager of Asmara Brewery: “The price of imported beer
is very high and Eritreans cannot afford it. In terms of quality also fresh beer, which is
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produced in Asmara, is better than the imported beer preserved by adding chemicals to
make it stay longer. Therefore, the company products have better quality and lower price
in comparison to the imported beer and alcoholic products. Due to this, we do not have a
slightest fear of competition.”
Asmara Brewery and Asmara Wine and Liquor Factory produce alcoholic spirits.
However, both companies negotiate and set the price of the liquor products to avoid a
price war. In addition to liquors, Asmara Wine and Liquor factory produces wine and
there are other private competitors such as Albonetti, a private limited company. The sales
of wine products of Asmara Wine and Liquor Factory decreased because of the poor
quality and the prevalent attitude and culture against wine drinking in Eritrea.
The Red Sea Bottlers is the sole producer of soft drinks in Eritrea. The general
manager of the factory stated: “We have a monopoly in soft drinks business in Eritrea,
however, we consider imported soft drinks, beer of Asmara Brewery, juices of the juice
bars, bottled mineral water of different companies and tea sold in tea shops as our own
competitors because they are substitute products for our soft drinks.” This indicates that
there is an indirect competition from substitute products for soft drinks.

8.7 Conclusions
The analysis of operations of Asmara Brewery and the other BI enterprises studied
shows that sales and operating profits increased during the study period because there was
a high demand for most beverage products in the domestic markets. The over 30 years
experience of distributing products directly to customers helped the companies to have
well organised sales departments and skilled salesmen. The main constraint for increasing
operating profits was the shortage of capacity in the supply of beverages. However, now
due to the modernisation of machinery, productivity will increase and managers are
introducing new methods of distributing their products to increase market share. The
culture of visiting relatives with liquor as a gift is also increasing the demand for liquor
products. Consumers’ negative attitude towards wine and consumers’ preference of
bottled beer to draught beer constrained sales of Asmara Wine and Liquor Factory and
sales of Asmara Brewery respectively. The political attitude of consumers in Ethiopia also
decreased the export potential of the beverage products. The cost structure of the beverage
companies also shows that the major cost element of the companies is material, but as a
percent of sales it is very low. Moreover, the liquidation of Denden Glass Works, which
was the sole supplier of empty glasses in Eritrea, resulted in a shortage of bottles and the
cost of empty bottles is increasing. There was a co-operation in price setting and supply of
materials among the enterprises, however, after the government gave autonomy to
companies, the co-operation is decreasing.
The operating profits of the beverage enterprises enabled the managers to increase the
retained earnings in their business. Asmara Brewery managers rehabilitated the
preparatory departments of their factory, but they were not able to implement the bottling
department due to the privatisation process. The company did not benefit from the partial
restructuring of the company. The Red Sea Bottlers modernised its equipment using the
joint venture funds and has increased the production capacity of the company. The
introduction of new machines that use programmed logic control (PLC) required new
skills in the technical departments. In Asmara Brewery the lack of skilled technicians in
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PLC system is creating production shutdowns and increasing costs. The companies do not
have a problem of finance, but the new dividend policy of 80% pay-out is decreasing the
amount of retained earnings in Asmara Brewery and Asmara Wine and Liquor Factory.
The process of privatisation stalled the investment in a bottling department of Asmara
Brewery and in general it is creating uncertainty with the managers and employees.
Moreover, the restriction on the purchase of inventory for only three months is hampering
the production and increasing the ordering costs because the materials purchased from
foreign countries take about six months till they are delivered.
The managers perceive a change of ownership and a change of incentive system as
relevant and critical, but they are less empowered to influence these activities. The
managers of Asmara Brewery also revealed that the discontinuance of benefits in kind
such as company products has affected the morale of employees. The Red Sea Bottlers
has been focussing on customers relations based on the three A’s of Coca-Cola company,
available, affordable and acceptable.
The beverage industry has been creating value throughout the study period. The largest
value created was in 1995, however, in 1997, the value created decreased because of
increase in costs due to the depreciation expenses of new machinery, an increase in cash
outflows for tax payments due to higher operating profits in 1996 and a lack of tax
shielding such as financing with interest bearing loans. The economic reform has helped
the beverage industry to increase prices and to introduce reforms to reorient the company
towards the market and to create value. The problem of not implementing the second
phase of the renovation project of the bottling lines in Asmara Brewery and the
uncertainty created due to the privatisation process also influenced the decline in value
creation. The longer the time the privatisation process takes, the more value will be
destroyed.
The managers also indicated that irregularity in production operation would be critical
due to a lack of trained technicians in programmed logic control system, a lack of enough
water supply due to negligence of the Water Department staff and because of irregularity
in the electric supply. In addition, the managers revealed that training in management
fields is essential. Moreover, the managers complain that the use of beverages as a base
for tax assessment in restaurants and shops is decreasing sales of the beverage producing
enterprises and that the sales tax of beverages is high.
The availability of a domestic market, cheap labour and quality products is a source of
value for potential restructuring and value creation in the beverage industry. However, the
managers have to reorient their sales towards exports to the neighbouring countries to
increase market share. Completion of the modernisation project of Asmara Brewery also
can increase the productivity of the company and create value.

Chapter 9
Footwear and Leather Manufacturing Enterprises
9.1. Introduction
In the previous chapter, we discussed the case studies of enterprises in the beverage
industry. In this chapter, we present case studies of enterprises in the footwear and
leather industry in Eritrea in order to explore and explain how state-owned footwear
and leather enterprises are restructuring and how their managers are trying to create
value. The footwear and leather enterprises selected in this study are Dahlack Shoe
Factory, Deluxe Shoe Factory, Keih Bahri Tannery and Asmara Pickling Tannery.
The results of the financial data, questionnaire data and structured management
interviews are analysed and presented in this chapter.
In this chapter, we will examine the case of Dahlack Shoe Factory in depth
because it shows the challenges that the footwear and leather enterprises are facing.
However, we are also making cross-case studies among the footwear and leather
enterprises studied to highlight the similarities and differences of privatisation,
restructuring and value creation issues. In the following sections we describe and
analyse the operations, investment and financing, governance and value creation
(loss) of the Dahlack Shoe Factory and we also compare it to the other footwear and
leather enterprises studied.
In sections 9.2-9.5, we examine the case study of Dahlack Shoe Factory and crosscase studies of the enterprises in the footwear and leather manufacturing industry. In
section 9.6, we present the general overview of the footwear and leather industry
(hereafter referred as FLI) in Eritrea and in section 9.7, we conclude the chapter by
highlighting the findings of the case studies.

9.2. Operations of Dahlack Shoe Factory and the other Footwear and Leather
Enterprises
9.2.1. Operations Performance of Dahlack Shoe Factory
The income statement provides data for measuring the operating performance of an
enterprise. In order to assess whether and how the Dahlack Shoe Factory operations
are helping in the creation of value; we analysed operating profits, sales, cost of sales,
material costs and productivity of the enterprise. These measures indicate whether the
operating performance of an enterprise is improving or declining. Table 9-1 shows the
operating performance of Dahlack Shoe Factory and the FLI enterprises studied.
The operating profits of the company improved from 1.2 million Nakfa in 1991/92
to 9.1 million Nakfa in 1995, however, the operating profits declined to 3.4 million
Nakfa in 1997. The operating profit margin of the company also was 23% in 1991/92
and 22% in 1995, but declined to 9% in 1997 due to a slight decrease in sales and an
increase in costs.
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Table 9-1 Operating Results of Dahlack and the FLI enterprises studied.
[Amounts in 1,000 Nakfa]
Dahlack Shoe Factory
Total of FLI
Year

1991/
92
5,081
3,459
1,633
1,082
443
1,179
583
23%
3

1995

1997

Annual
average1
26,112
21,517
17,154
5,871
799
3,796
593
15%
8

1991/
92
10,795
8,249
6,497
2,899
1,314
1,232
1,100
11%
2

1995

1997

Annual
average1
49,015
36,854
29,963
10,014
2,723
9,438
1,061
19%
12

Sales
40,706
38,896
69,653
72,049
Cost of sales
30,597
34,535
50,073
58,180
Materials 2
24,124
29,785
39,340
50,142
Other costs3
6,791
9,492
15,799
14,044
Operating expenses4
988
916
3,296
3,094
Operating profit
9,121
3,445
16,284
10,775
# of Employees 5
525
560
953
949
Profit margin 6
22%
9%
23%
15%
Value added per7
19
8
21
15
employee
Source : based on annual accounts received on request by the courtesy of the companies
Notes.1. Annual average is computed for the years 1991/92-1997.
2. Materials show the cost of materials placed in production. It also includes material cost for
those still in inventory and thus, materials and other costs do not add up to the cost of sales.
3. Other costs include labour, power, depreciation and other production costs.
4. Operating expenses include sales and administrative expenses.
5. Number of employees is an average number of employees for the year
6. Profit margin is computed by dividing the operating profits by sales.
7. Value added per employee is computed as follows: (sales-cost of sales)/number of employees .

The sales of the company increased from 5.1 million Nakfa in 1991/92 to 40.7
million Nakfa in 1995, but it slightly declined to 38.9 million Nakfa in 1997. The core
products of the company are plastic shoes and working and military leather boots. The
company has lost its market share of plastic shoes in Ethiopia due to the present war.
However, the workmen and military leather boots are in high demand locally as well
as in the Great Lakes region of Africa such as Uganda, Burundi and Democratic
Republic of Congo. The factory improved its sales by conducting market research,
introducing new products in plastic shoes and changing the selling methods.
According to the financial manager of the company:
"When I was working in another shoe factory, I heard that the Dahlack Shoe
Factory was profitable and liquid. I was thinking that it had products that sell
themselves without any effort, such as cheap, easily marketable products that
low-income customers can afford. However, to the contrary of my belief, when I
was hired here, I found out that a lot of efforts are made to improve sales. The
factory sent an employee to Ethiopia to conduct market research and to
introduce our products to customers. This has helped us to identify who our
competitors are and to know the taste of our customers in the different age
groups. In addition, this person has helped the customers in opening letters of
credits when the Ethiopian Government enacted a new law to use hard currency
for all trades between Ethiopia and Eritrea, at the end of 1997. Moreover, the
factory used to sell its products to Eritrean wholesalers and they were in turn
selling the shoes at the Ethiopian markets. However, the company changed its
selling method and started directly selling to the Ethiopian wholesalers. This
facilitated the selling process and eliminated the commission charges of the
Eritrean wholesalers. Thus, it made our products competitive in the Ethiopian
markets."
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The experience of Dahlack Shoe Factory evidences that organising distribution
channels through effective agents can help companies in marketing products and in
providing up to date market intelligence to keep pace with changing market condition.
The cost of sales represents the cost of manufacturing the products sold in a
company. The cost of sales of Dahlack Shoe Factory increased from 3.5 million Nakfa
in 1991/92 to 30.6 million Nakfa in 1995 and further increased to 34.5 million Nakfa
in 1997. Comparison of the material costs and other manufacturing costs of the
company revealed that the major cost element is materials. The material costs of the
company increased from 1.6 million Nakfa in 1991/92 to 24.1 million Nakfa in 1995
and further increased to 29.8 million Nakfa in 1997 due to the increase in production
and the increase in the price of raw materials. The main types of raw materials that are
used for shoe production are leather, plastic and canvas and except leather, they are all
imported. In order to lower materials costs and increase profit margins, the managers
need to source materials from suppliers who can offer quality materials at low prices.
The managers have attempted to reduce material costs using alternative sources of
suppliers. The company had been purchasing plastic granules from Europe, however,
in order to reduce the purchase price, the company shifted to buying the same material
from Saudi Arabia. The general manager of Dahlack Shoe Factory reported: “Even
though it took a lot of efforts to convince the supplier, importing raw material from a
neighbouring country reduced the transportation cost of material by US$ 100 per ton
and helped the company to become competitive.” In addition, the management has
also started purchasing canvas at a cheaper price from India. These evidence that
improving materials management, diversifying sources of raw materials to those
countries that are competitive, training on materials management and logistics assist
in the improvement of cost efficiency.
The value added per employee increased from 3 thousand Nakfa in 1991/92 to 19
thousand Nakfa in 1995, but decreased to 8 thousand Nakfa in 1997. The number of
employees decreased from 583 in 1991/92 to 525 in 1995 and the sales of the
company have increased during this period and thus, resulted in a higher value added
per employee. However, the value added decreased in 1997 because the number of
employees increased to 560 and sales slightly declined. In the interviews, the
managers revealed that outdated machinery is increasing the maintenance and repair
costs and decreasing the productivity of the factory. According to the general manager
of Dahlack Shoe Factory: "The old machines consume energy, require many workers
and produce a limited output. If the machines were replaced by new technology, we
would have reduced the number of workers by half and we would have produced a
large amount of output. The efficiency of the company is hampered by the old
technology." In addition, the managers indicated that energy costs are high but only
the State can influence energy tariffs.
The analysis of the operating data evidences that the company operations improved
in 1995, but the increase in material costs and the slight decline in sales decreased the
operating profits of the company in 1997.

Chapter 9

168

9.2.2 Managers’ Responses to Operational Restructuring Questionnaires
Table 9-2 presents a summary of the managers’ responses to the operational
restructuring activities questionnaires of Dahlack Shoe Factory and of the FLI in
general.
Table 9-2 Summary of Managers' Responses to Operational Rrestructuring
Activities
Activities
Dahlack Shoe
All FLI Enterprises
R
E
CF
R
E
CF
Revenue

Number of respondents
Seek new markets
Increase exports
Drop product price

4
3
3
1.8

4
2.5
2.3
1.5

4
9
7
0

13
2.8
2.7
1.9

13
2.3
2.4
1.9

13
17
17
6

Increase product price
Strengthen marketing
Establish sales office
Increase advertising

1.5
3
1.5
1.3

1.5
2
1
1.5

0
1
3
3

1.3
2.5
1.3
1.8

1.4
2.2
1.2
1.9

4
9
4
9

Reduce employment
Cut wages
Increase employment
Increase wages
Being selective to suppliers
More effective use of resources

2
1
1
2.3
3
2.5

1.3
1
1
1.5
2.5
2.5

2
0
0
3
5
4

1.5
1
1
1.9
2.4
2.5

1.2
1
1
1.7
2.2
2.5

9
0
1
12
10
15

Cost

Other
Operations

Change product quality
2.8
2.5
8
2.5
2.5
26
Change area of activity
1.5
1.5
5
1.3
1.3
7
Change of production mix
2.5
2
6
1.8
1.9
8
Improve production efficiency
2.3
2.3
4
2.5
2.4
18
Source: Primary data collected by using questionnaires
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R),
management team empowerment (E ) and the sum of marks given by managers on criticality of the
activities in the future (CF ). For R and E a score of 2.5 to 3 indicates high relevance or influence, a
score of 2 to 2.4 means some relevance or influence and a score of less than 2 represents low relevance
or influence. For CF, a high sum score shows a high criticality rank of an activity in creating value.

Table 9-2 reveals that from the revenue generating activities seeking new markets and
increasing export efforts are highly relevant and will be critical in creating value in
both the Dahlack Shoe Factory and the FLI in general. The managers of the Dahlack
Shoe Factory also are of the opinion that strengthening marketing department is
highly relevant, but it is a non-critical activity because according to the general
manager of the company they have recruited new qualified staff already and this has
helped the company to increase sales.
The managers of the Dahlack Shoe Factory identified that being selective towards
suppliers, a change of product quality, a more effective use of resources and a change
of production mix are all of high relevance in creating value from the cost and other
operating activities. However, from these activities they feel that the change of
product quality is the most critical in creating value.
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The managers are of the opinion that the company management team has high
influence on some of the relevant and critical activities, but most of these activities are
related to cost and other production related factors rather than to the revenue
generating activities. The responses of the managers of the FLI enterprises studied in
general show that a change in quality is the most critical activity in creating value and
they consider that the company managers have high influence on this activity. In the
following section, we present the cross-case study of the Dahlack Shoe Factory and
the other enterprises in FLI.
9.2.3 Comparison of the Operations of Dahlack Shoe Factory and the other FLI
Enterprises
The financial data revealed that material costs are increasing and the managers’
responses to restructuring activities evidenced that quality is most critical in creating
value. The quality of the raw materials that the tanneries receive influences the
profitability of both the tanneries and the shoe manufacturing enterprises. Quality is
the principal determinant of price. According to the response of the financial manager
of Asmara Pickling Tannery: "Value can be added by improving quality and by
upgrading the stage of production from semi-finished stage to finished stage.”
Eritrea is endowed with the availability of cattle, goats and sheepskins which are
regarded as particularly fine grains and desirable for manufacturing leather goods
[MTI, 1997]. The discussion with the interviewees indicated that the skins of animals
from the highland area are higher in quality in comparison to the skins of animals
from the lowland areas. However, there is a problem in collecting and transporting the
skins. According to the production manager of the Keih Bahri Tannery:
"The main constraint that we are encountering is the quality of the skin that we
are receiving. We try to increase the value of the raw skin; however, one cannot
increase quality unless the problem is tackled from its base, that is, raw
material purchased from suppliers. The traditional agriculture in Eritrea is
backward with regard to the treatment of skin. First of all, the animals are kept
for domestic use such as milk, farming and others. Therefore, the animals are
slaughtered when they are old and their skin becomes of poor quality. The
farmers also brand the animals' skin for identification of ownership and they
also hit them using whips and sticks. These customs are contributing to the
deterioration of the quality of the raw material."
The other managers interviewed also gave the following additional reasons for the
low quality of skin in Eritrea. There is no properly programmed veterinary care of
sheep and goats, which are subject to many skin diseases. Slaughtering by untrained
individuals frequently damages the hide or skin. The people who sell the skins often
do not know how to handle and transport the skins. This damages the skin and lowers
its quality. The skin dealers are not well trained and do not store the skins properly.
The tanneries provide suppliers with free salt, but the suppliers are adding the salt to
the skin late and they are not properly transporting the dried skin. Improved animal
husbandry by ensuring improved conditions for raising the animals; by creating the
appropriate condition so that hides are recovered in good state; and by ensuring that
care is taken in transportation can improve quality and increase sales.
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Value can also be added by upgrading the stage of production. Figure A9-1 shows
the production stages of tanning. The major tanning stages are wet blue, crust and
finished. The two tanneries in Eritrea are exporting semi-processed skin (pickled and
wet blue skins) to Italy and UK. Further processing and finishing can create value to
the companies. The higher the degree of processing, the higher the value added to the
skin and the higher the price that the company can charge. The financial manager of
Asmara Pickling Tannery stated: “The factory can make leather articles such as hand
bags, footballs and others instead of exporting the semi-processed leather at a very
cheap price." Value can be added by extending existing manufacturing system to the
crust and finished states. However, this requires more skilled leather technicians. In
addition, extending processing means that the value added by the purchaser will
diminish and thus, companies may lose customers. According to the production
manager of Asmara Pickling Tannery: "Adding value could cost us our present
customers because they will lay off workers and will not use their machines due to
this change. Thus, they may shift to others who sell semi-finished skins."
A large variety and a better quality of leather will provide a better quality of
manufactured goods. According to the report of MTI [1997, p.13] “In the footwear
production, there is a large amount of wastage because of defects in the finished
leather. This is mainly due to the bulk of good leather is exported in its semiprocessed form, and the low quality, or rejects from the semi-processed hides and
skins are converted to finished leather for the local market.” This practice provides
cheaper cost, but it is hampering the international competitiveness of the shoe
manufacturing companies. The companies are importing finished leather from Italy.
Moreover, the companies also try to minimise wastage during production, but
according to the general manager of Dahlack Shoe Factory, it requires time and a
change of the attitude of workers.
The main constraint that the tanneries are facing is the fluctuation of the price of
skins in the world market. The managers explained that they do not get current
information of the world market prices in time to make informed decisions. According
to the financial manager:
"Fluctuation of demand and supply of leather products is our main constraint.
Our customers are Italians and when they get demand for their products, we
receive large orders and when their products are not demanded, they stop their
order. In order to determine the fair price of goats or sheep's skins, we
established an association of buyers with the other private competitors. These
worked well at the beginning but later on when there was a high demand for
skin in the international market the private owners started buying at higher
prices secretly by violating the agreement. The private tanneries have an
information advantage and a quick flexibility in determining the price. For
state-owned companies, we have to follow bureaucratic procedures such as
committee meetings to approve a change of the purchase price, while a private
buyer can immediately determine a price and get the best quality leather.”
Even though Dahlack Shoe Factory and Deluxe Shoe Factory are both producing
similar products, the operating performance of Deluxe Shoe Factory was lower than
that of Dahlack Shoe Factory. The interviews with the Deluxe Shoe Factory managers
revealed that the company was producing on target basis irrespective of demand for
the products and that the products were of poor quality. Due to this, the company
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management tried to limit production to customers' demand only and to improve
quality. However, there was no marketing department at the factory and due to a lack
of finance, the managers were not able to advertise and to assess local markets or
foreign markets. In addition, there is excess labour at the factory. According to the
general manager of the company: "The company is employing 180 workers at present,
while the work has slowed down. Some of the workers should be laid off to minimise
cost, but since law protects the rights of the workers, we are facing problems. Due to
privatisation, at this time, we do not want to fire redundant employees. We are simply
continuing as it is and we are saying let the new buyer fire them.”
The main constraints that Deluxe Shoe Factory is facing in enhancing company
operations are a lack of demand for company products and a lack of marketing skills.
The shoe manufacturing enterprises have problem of markets for their products while
the tanneries have fewer problems of markets, because their products are exported to
Europe and they are dominant suppliers in the domestic markets. The shoe
manufacturing companies are selling their products on the domestic markets and
exporting to neighbouring countries. The domestically produced leather products only
account for 35% of the domestic leather shoe market and 11% of the domestic leather
goods market [MTI, 1997]. This evidences that with improved quality products there
is an opportunity to substitute imports and to raise the domestic market share.
The shoe manufacturing companies also have been exporting their products to the
neighbouring countries in East Africa, mainly Ethiopia. About 80% of the shoes
produced in Eritrea were exported to Ethiopia. The Eritrean shoe products are well
known in Ethiopian markets and there was not much competition. However, the profit
margin was low. The Ethiopian Government has introduced tariff barriers to Eritrean
products starting 1997 and also the Eritrean Government introduced new currency,
Nakfa in November 1997. Since then, the two shoe manufacturing companies are
lacking markets for their plastic shoe products. According to the response of the
general manager of Dahlack Shoe Factory: "We have been putting all our eggs in one
basket. If we do not get an alternative market, it will be difficult for our company to
remain profitable.” The Lome IV convention allows developing countries to trade on
preferential terms with the EC member countries. However, though the availability of
cheap labour and of hides and skins gives a competitive advantage, there is a need for
improvement in quality. An alliance in the form of joint venture or partnership with an
experienced European manufacturer or distributor may help in getting an export
channel and technical assistance in design and in quality improvement. Moreover,
with improved quality, the shoe manufacturing enterprises in Eritrea can export their
leather products to the neighbouring Middle East countries because the geographical
location of Eritrea is suitable.
The tanneries as well as the Ministry of Agriculture need to inform the skin dealers
and the farmers on how to handle raw skin properly to upgrade quality. Improving
export efforts by upgrading the stage of production and quality of shoes and skins as
well as finding alternative markets in the Great Lakes of Africa region, Europe and
Middle East can, according to the managers interviewed, help in creating value.
Moreover, reducing the production costs of the companies, in particular material costs
by finding cheaper suppliers and reducing the production wastage can enhance the
value created in the enterprises.
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9.3 Investment and Financing in the Dahlack Shoe Factory and the other
Footwear and Leather Enterprises
9.3.1 Investment and Financing Performance of the Dahlack Shoe Factory
Table 9-3 presents the investments and financial performance of the Dahlack Shoe
Factory and of the FLI enterprises studied.
Table 9-3 Investments and Financing Results of Dahlack Shoe Factory and the
FLI [Amounts in 1,000 Nakfa]
Dahlack Shoe Factory
All FLI Enterprises
Year

1991/
92

1995

1997

Annual
average1

1991/
92

1995

1997

Annual
average1

Investments
Total assets
15,574
37,375
38,364
28,458 33,542
66,626
73,812
60,734
Short term assets 2
14,921
32,829
32,108
24,717 31,231
59,748
64,801
54,198
Fixed assets 3
653
4,546
6,256
3,741
2,311
6,878
9,011
6,536
Return on Assets 4
8%
24%
9%
13%
3%
24%
15%
16%
Short term % assets
96%
88%
84%
87%
93%
90%
88%
89%
Current ratio 5
168%
146%
144%
164%
117%
102%
184%
178%
New fixed assets
0
1,530
0
761
67
1,793
54
1,428
New fixed % sales
0%
4%
0%
3%
1%
3%
0%
3%
Financing
Short term debts
8,899
22,443
22,248
16,271 26,790
35,134
35,202
33,285
Long term debts
0
0
0
0
0
0
0
0
State Capital
5,362
5,500
5,506
5,442 11,004
9,902
9,909
11,173
Retained earnings6
1,313
9,432
10,610
6,745
-4,252
21,591
28,701
16,276
Debt to total assets
57%
60%
58%
57%
80%
53%
48%
55%
Source : based on annual accounts received on request by the courtesy of the companies
Notes.1. Annual average is computed for the years 1991/92-1997.
2. Short-term assets include cash, receivables, inventories and other pre-payments.
3. Fixed assets include machinery and equipment, buildings, land and other long-term assets.
4. Return on Assets (ROA) is computed by dividing operating profits to total assets
5. Current ratio is computed by dividing short-term assets to short term debts.
6. Retained earnings represent accumulated earnings (losses) from the past.

Table 9-3 shows that the total assets of the Dahlack Shoe Factory increased from 15.6
million Nakfa in 1991/92 to 37.4 million Nakfa in 1995 and further increased to 38.4
million Nakfa in 1997. The return on total assets (ROA), which measures the
efficiency of asset utilisation in a company also increased from 8% in 1991/92 to 24%
in 1995, but decreased to 9% in 1997 due to the decrease in operating profits as
discussed in the previous section. The total assets consist of short-term assets and
fixed assets.
The short-term assets of the company increased from 14.9 million Nakfa in
1991/92 to 32.8 million Nakfa in 1995 and slightly decreased to 32.1 million Nakfa in
1997. The current ratio, which measures the sufficiency of the short term assets of the
company to meet maturing short term debts of the company has decreased from 168%
in 1991/92 to 146% in 1995 and 144% in 1997. This indicates that the company can
face a liquidity problem, if many creditors ask for payment and on the saleability of
the finished goods stock.
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The fixed assets of the company increased from 0.7 million Nakfa in 1991/92 to
4.5 million Nakfa in 1995 and 6.2 million Nakfa in 1997. Since May 1991, the
company has carried step by step rehabilitation programmes to modernise company
machinery. At the end of 1992, the management installed a plastic shoemanufacturing machine and in 1993, installed another plastic containers
manufacturing machine. Both machines were previously used by the E.P.L.F (Eritrean
Peoples Liberation Front). The company further invested 1.5 million Nakfa in 1995
and 3.8 million Nakfa in 1996 in machinery and equipment, office equipment and
vehicles. The company is profitable and had additional plans of investing from
retained profits, but now due to the privatisation process, the company management
cannot continue investing in long-term assets as planned.
The short-term debts of the company increased from 8.9 million Nakfa in 1991/92
to 22.4 million Nakfa in 1995 and 22.2 million Nakfa in 1997. The factory is using
bank overdrafts to finance its operations because the government is taking the net
profits of the company as dividend. The income statements of the company reveal that
the company paid 0.7 million and 1 million Nakfa interest expenses in 1996 and 1997
respectively. Dahlack Shoe Factory is paying the highest interest expenses compared
to the interest expenses paid by other companies studied within the industry. The
managers during the interviews expressed that the financial condition of the company
is good and has helped managers to get easy access to bank loans. The company
managers told us during the interviews that bank borrowing is helping the company to
buy large amount of materials when the price of the materials is cheap. However, the
financial manager has the following concern: “We are getting bank loans easily, but
the interest cost is high. Therefore, it does not help us in solving our problems. If the
debt accumulates, we will not be able to pay the fixed interest charges. Due to this, we
refrain from borrowing too much.”
There was no long-term loan borrowed to finance long term investment such as
machinery and equipment. The management interviews revealed that there was one
incidence of an International Finance Corporation (IFC) loan. The Government told
managers that they could borrow from this fund which is payable in 10 years.
However, later on the Government ordered the companies to pay it back within a year.
The Dahlack Shoe Factory used the money for buying materials and thus, it did not
create a problem of payment. However, this caused problems in many companies that
invested the fund in machinery and other long-term assets. The Government will pay
the fund in 10 years to the IFC, but the companies faced problems to pay it back in
one year. Moreover, managers are restricted from contacting foreign banks for
finances. The general managers explained: “We do not have a mandate for borrowing
money from foreign banks or foreign organisations such as the World Bank. It is not
in our job description.” This evidences that managers are restricted on the choices of
financing alternatives they have. Due to this, they are using only their retained funds
and when the retained funds are not enough they are obliged to borrow from the
Commercial Bank of Eritrea paying high interest costs to finance working capital.
Borrowing at a high interest rate increases the expenses of the factory and reduces the
net profits. Except the managers of Dahlack Shoe Factory, the other managers of the
FLI are not borrowing from the Commercial Bank of Eritrea, to avoid payment of a
large amount of interest expenses.
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The Government as an owner did not add new investments to the companies and it
did not provide direct subsidies. However, the Government provides a loan guarantee,
when companies borrow from banks. Moreover, the government was not collecting its
taxes and dividends on time. The delay in collection of government obligations has
helped companies to use the funds for investments and operations, but when the
Government started collecting its taxes and dividends in arrears in 1997 and after, the
companies resorted to bank overdrafts. According to the general manager of the
Dahlack Shoe Factory: "Since the company operations did not reach its peak in 1993
and also since the Government was not collecting its dividends, we had excess cash
and did not use our bank overdraft facility. After 1995, our operations increased, our
purchases also increased and the government started collecting dividends current as
well as in arrears, therefore, now, we are working with the bank overdraft facility."
9.3.2. Managers’ Responses to Investment and Financial Restructuring Activities
Table 9-4 shows the responses of managers to restructuring activities of Dahlack Shoe
Factory and the FLI enterprises studied.
Table 9-4 Summary of Managers' Responses to Investment and Financial
Restructuring Activities
Activities
Dahlack Shoe
All FLI Enterprises
R
E
CF
R
E
CF
Investment

Financing

Number of respondents
New investment in equipment

4
2.5

4
1

4
10

13
2.4

13
1.8

13
30

Upgrading technology
Disposing off of fixed assets
Control of capital expenditures
Reduce collection period of
receivables
Increase payment period of
payables
Implement cash control
Change in inventory policy

3
1
1.5
2

1.8
1.5
1.5
2

8
1
2
0

2.9
1.9
1.9
1.9

2
2.1
1.9
1.9

26
14
7
4

2

1.8

0

1.8

1.6

2

3
2

2.8
2.5

3
4

2.7
1.7

2.5
1.7

8
7

Obtain new loans from banks
1.5
1.3
2
1.7
1.6
15
Reschedule old loans
1.5
1
3
1.3
1.2
5
Reduce inter-enterprise loans
1.3
1.3
0
1.7
1.8
7
Reduction of subsidy
1
1
0
1
1
2
Elimination of subsidies
1
1
0
1
1
0
Develop relation with creditors
2
1.8
5
1.9
1.8
12
Improve communication with
3
2.8
4
3
2.9
22
customers and suppliers
Issue new financial instruments
1
1.8
2
1.2
1.2
2
Seek foreign investors
1.3
1.3
2
1.9
1.6
14
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum of marks given by managers on criticality of the activities in the future
(CF ). For R and E a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means
some relevance or influence and a score of less than 2 represents low relevance or influence. For CF, a
high sum score shows a high criticality rank of an activity in creating value.
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The table presented above reveals that upgrading the technology and implementing
cash control techniques are highly relevant in the Dahlack Shoe Factory. The
managers are of the opinion that new investment in equipment and upgrading
technology are highly critical in creating value, but the management team is less
empowered to tackle these issues. The privatisation process has been going on for
over three years now and curtailed long-term investments in machinery. Companies
are not allowed to engage in fixed asset investments and managers are restricted to
operating decisions only. The general manager of the Dahlack Shoe Factory
responded as follows: "There were constraints in approval of capital investments.
Prior to 1996, we had to request the approval of the Ministry of Trade and Industry
for capital investment and there were rejections and delays. Now also due to
privatisation, we are restricted from making long-term investments in machinery."
The lack of fixed asset investment in the company had also an indirect cost on
workers’ training. According to the financial manager of Dahlack Shoe Factory: "Had
the company acquired new machinery, it would have received technical assistance
from the suppliers. This would have also produced skill transfer, but at present
everything is blocked due to privatisation."
Obsolete machinery (40-50 years old) which leads to frequent breakdowns
increases the cost of production and decreases the capacity utilisation. To succeed in
both the regional and international markets, plant modernisation and rehabilitation is
required. Investments in machinery will help in improving the quality of products
manufactured. Moreover, new investments in machinery need to be supported with
modern design, technology transfer, rigorous quality control and training from the
factory floor to management.
The managers also feel that implementing cash control techniques are highly
relevant, but not critical because the managers can highly influence it. The other
working capital restructuring activities, reducing the collection period of receivables,
increasing the payment period of payables and changing inventory policies have also
some relevance in creating value, but the managers feel that they are less critical
issues in comparison to the fixed asset restructuring activities.
Table 9-4 reveals that from the financial restructuring activities improving
communications with customers and suppliers are highly relevant and the managers
are also of the opinion that they can highly influence these activities. However, they
consider communications with customers and suppliers less critical because the
managers have established good relationships with suppliers such as the case of the
Dahlack Shoe Factory. In addition, the managers indicated that developing a close
working relationship with key creditors is of some relevance. Dahlack Shoe Factory
managers feel that seeking foreign investors is of low relevance and less critical in
creating value, while the managers of the FLI enterprises in general believe that it is
of low relevance but it will be critical in the future due to the process of privatisation.
The managers feel that other financial restructuring activities, obtaining new loans
from banks, rescheduling old loans, reducing inter-enterprise loans and reducing and
eliminating subsidies are of low relevance and less critical. According to the general
manager of Dahlack Shoe Factory: "We are highly competitive and we do not need
government protection or subsidy. However, we have private competitors who are
unfairly competing with us. The private companies understate their raw material
purchase invoices and sales invoices to evade taxes. We are Government owned and
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we record our purchases at the correct price that we have paid and also record our
sales at the exact amount. This is affecting us because our competitors are attracting
customers by cheating the government by evading taxes. This is unfair competition.”
9.3.3 Comparison of Investment and Financing of the Dahlack Shoe Factory with
the other Enterprises in the FLI
The analysis of the financial data and the questionnaires indicated that the Dahlack
Shoe Factory fixed assets are on average 13% of the total assets and investment in
machinery and upgrading technology are highly relevant and critical activities in
creating value. The managers of the Deluxe Shoe Factory and the Keih Bahri Tannery
also reported that the main constraint that the companies are facing is old machinery.
Some of the machines that they are using are old and machine breakdown is
increasing spare parts requirements and maintenance costs. The interviewees reported
that sometimes they send sample spare parts to foreign manufacturers because the
machines are outdated and the manufacturers no longer produce these spare parts
regularly. Replacements thus, take time and cost a large sum of money.
The managers of Asmara Pickling Factory rated the relevance and criticality of
new investment in equipment to be low, because the company has relatively new
machinery in comparison to the machinery of the other factories. The Ethiopian
government had a plan of renovating the company and at the time of liberation the
Eritrean government has found uninstalled drums and machinery in the company.
This helped in renovating the company machinery.
The tanneries use large amount of water, which is increasing the manufacturing
costs of the companies. According to the financial manager of Asmara Pickling
Tannery: "Investment in water treatment machines would have minimised cost
because the treated water could be further used in production."
The Keih Bahri Tannery did not make major investments in new machinery during
1991-1997. The interviews with the managers of Keih Bahri Tannery indicated that
the factory is located in a residential area and that the chemicals emitted are hazardous
for the environment and thus, there is a question of whether this factory will continue
in the present premises or has to be relocated to another place. The future of the
company in its present location is uncertain, therefore, the Government has to decide
first whether the company will continue in its present location or will be relocated to
another place before investment in machinery is made. The development of the leather
shoe manufacturing enterprises in Eritrea depends on this factory because it is the sole
supplier of upper shoes and soles. Rehabilitating the enterprise will have an effect on
the development of the shoe manufacturing industry in Eritrea in general and on the
saleability of the tannery. As the production manager of the company commented:
“Who will buy it under this condition?”
The financial statements of the Deluxe Shoe Factory revealed that the company
invested 1 million Nakfa in 1994 and 1.4 million Nakfa in 1996 in fixed assets in
order to modernise company's machinery and equipment. The company management
has purchased a new machine for manufacturing jogging shoes in 1996. However, this
new machine did not contribute much to the company. According to the financial
manager of the company: "The machine produces jogging shoes. We import the upper
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shoe from a foreign country and the machine manufactures the sole. However, the
machine is not operating, as it should due to the problem of glue. The upper shoe is
not sticking to the sole properly and the upper shoe starts detaching from the sole
while it is at the factory. This investment did not help us much." According to the
general manager of the Deluxe Shoe Factory, the investment in human resources
development in Deluxe Shoe Factory has helped company's shoe designers to upgrade
their skills and to know the leather technology. The designers who were working with
years of practice and experience were able to improve their skills with education.
Unlike the managers of Dahlack Shoe Factory (who are using bank overdrafts to
finance their operations), the managers of the other enterprises did not use the bank
overdraft facility. According to the response of the general manager of the Deluxe
Shoe Factory: "First as a policy, we do not support the idea of getting loans from
banks. Due to this, we have been reducing our bank loans and now we are debt free.
We are not borrowing from the bank because the interest payment is high and this
will hurt us." The managers, however, believe that obtaining new bank loans to
finance long-term projects will be critical in the future. In the interviews, the
managers elaborated that they do not want to borrow money from the Commercial
Bank of Eritrea because the interest rate is high (9-11%). The overdraft facility
extended by the bank is limited to meeting working capital requirements. The
managers are not making capital investments and are not investing in the development
of new products because of a lack of access to long-term loans and/or equity finance.
However, if other international organisations such as the World Bank and other
financing agencies provide low interest rate loans, the managers feel that it would
help in modernising companies’ machinery and enhance value creation. The financial
manager of Asmara Pickling Tannery stated: “The main constraint in upgrading our
stage of production is a lack of finance. We need to get government subsidy or a low
interest loan from the World Bank. The Government should intervene in helping us to
get money for investment projects.”
The main source of finance of the companies had been profits retained in the
business. However, the managers in the interviews indicated that the Government is
taking profits as dividends and companies are not able to finance their working capital
needs. The financial manager of Asmara Pickling Tannery stated the problem as
follows: "We show profit on our income statement but the profit is dissipated when we
pay government taxes and dividends and then we resort to overdraft borrowing from
the bank by incurring high interest costs. In 1997, for instance, from the annual net
profit of 3.3 million Nakfa, we paid 1.2 million Nakfa as profit tax and municipality
tax. The government took the remaining 100% as dividend. The government allows
for a 20% retention rate if the retained earnings balance of a company is less than the
paid up capital balance, but if the retained earnings balance exceeds this maximum
limit, 100% of the net profits after taxes are submitted to the Government as
dividend."
The managers' responses of the Keih Bahri Tannery to the financial restructuring
activities indicated that the most relevant activity is improving communication with
customers and suppliers. The company managers (unlike the other managers in the
footwear and leather industry) feel that a reduction in inter-enterprise loans is of some
relevance because as a supplier to other shoe manufacturing companies, the company
management has experienced a problem of inter-enterprises collection. Keih Bahri
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Tannery supplied tanned leather for the shoe manufacturing companies on credit due
to this inter-enterprises' debts arose. But, according to the general manager of Keih
Bahri Tannery: "The factory supplied about two million Nakfa worth of upper shoes
and soles to Eritrean Shoe Factory. However, when the Eritrea Shoe Factory was
privatised in 1997, the Government refused to pay the debt and we are not informed
to write it off."
The privatisation process has affected companies' working capital investments,
fixed capital investments and financing. Due to privatisation, the NASPPE restricted
the purchase of stocks to three months only. The companies had been purchasing raw
materials such as chemicals from foreign countries on six months basis because it
takes several months to place an order and receive the goods at the factory. Moreover,
the privatisation process also affected companies’ credit policy. The companies have
been extending a three months credit period to customers and the customers had been
settling their debts on time by selling the goods during these three months. However,
now due to privatisation, the managers are restricting this credit to one month only for
state-owned enterprises and for cash only to other customers. Due to this sales policy,
the companies are not attracting customers. According to the general manager of
Deluxe: "There was a custom of extending credit to sister plants. Now, due to
privatisation we are allowing a month's credit instead of 3 months' credit and this is
creating a problem. Since the Government policy is to collect whatever, we sell as
quickly as possible, it is constraining the credit that we were extending to customers
and that the credit we were receiving from suppliers (the Keih Bahri Tannery).” In
addition, the cash management of the companies was also affected indirectly. The
financial manager of the Deluxe Shoe Factory stated: "There is idle cash of 3 million
Nakfa in our company accounts. We are not using this idle cash for working capital
because there is a low demand at this time and we cannot invest it in fixed assets
purchase due to the NASPPE's restriction on the investment of long-term assets."
The managers' responses revealed that the privatisation process is hindering
innovations, plans and investments of the companies. According to the marketing
manager of Asmara Pickling Tannery: "The idea of thinking that the company will be
sold tomorrow is affecting management decisions. Nobody wants to make a decision
on the pretext that ‘what if the new buyer does not want this’ and we are not planning
our activities. The privatisation process is slowing purchase decisions, affecting
planning and personnel administration negatively. We are also not increasing the
salary of employees due to privatisation.”
The privatisation process also indirectly influences bank borrowing. According to
the financial manager of the Deluxe Shoe Factory: "At this time it is not allowed to
buy new machinery. There is not enough money to finance investments internally and
if one applies to borrow money from the banks the application is rejected due to
privatisation." Privatisation is making companies to concentrate on short-term
survival rather than on laying a strategy for a long-term success.
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9.4. Governance in the Dahlack Shoe Factory and the Other Enterprises in the
FLI
The enterprises studied have been administered under the Ministry of Trade and
Industry from May 24, 1991 up to the end of 1995. Since then, the NASPPE is
administering the companies. The governance structure of the footwear and leather
industry, similar to other industries in Eritrea, consists of an enterprise management
team and a Board of Directors of the NASPPE. The enterprise management team
(general, financial and administration, production and technical and marketing
managers) follows the companies operations. The managers report the company's
plans and financial statements to the secretary of the board of directors of NASPPE.
The board is responsible for the efficient management of the companies and for
facilitating privatisation and restructuring of state-owned enterprises. Table 9-5
summarises the managers’ responses to the restructuring activities on governance.
The managers' responses to the governance restructuring questionnaire of both the
Dahlack Shoe Factory and the other enterprises studied reveal that a change of
ownership is of high relevance and is critical, followed by a change in incentive
systems for creating value.
Table 9-5 Summary of Managers' Responses to Governance Restructuring
Activities
Dahlack Shoe
All FLI Enterprises
R
E
CF
R
E
CF
Number of respondents
4
4
4
13
13
13
Change of incentive system
2.3
2
6
2.3
1.9
21
Change of power of stake holders
1.5
1
0
1
0.8
2
Change of management
1.5
1.5
2
1.7
1.5
12
Change of ownership
2.5
1
6
2.5
1.7
24
Change of privatisation method
1
1
0
1.7
1.7
16
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum of marks given by managers on criticality in the future (CF ). For R
and E a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means some
relevance or influence and a score of less than 2 represents low relevance or influence. For CF, a high
sum score shows a high criticality rank of an activity in creating value.

The managers' responses to the governance restructuring questionnaire of both the
Dahlack Shoe Factory and the other enterprises of the FLI reveal that a change of
ownership is of high relevance and is critical, followed by a change in incentive
systems for creating value. The respondents feel that a change of ownership is highly
relevant because due to privatisation process, the NASPPE has neglected the
companies. According to the responses of financial manager of the Deluxe Shoe
Factory: "The owner (NASPPE) is not communicating with the factory. The officers
contact us only when they need information about the factory. Since the company is
going to be privatised, the NASPPE is not caring about the factory." The production
manager of the Keih Bahri Tannery also stated the following: "Sometimes it seems
that the factory does not have an owner. Plans and budgets have never been effective.
There is negligence of the Government as an owner. If the general manager does not
act prudentially, you do not know whom you should contact. This year they even left
the budgeting and planning process and we are running the company without a target
or goal to achieve."
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The managers also rated a change of incentive system to be of some relevance. The
companies offer employees a bonus depending on the annual accounting profits.
However, according to the general manager of the Deluxe Shoe Factory: "The salary
of the workers is very low and it is not compatible with the salary scale of civil
servants of Eritrea. Thus, it is becoming a major constraint in motivating employees."
There is no separate management incentive system and the maximum bonus that the
managers receive is only a month's salary, like every other employee.
The Government gave autonomy to company management in March 1995.
Managers are allowed to enter into contracts with outsiders representing the entity and
are free to decide the price of factory products. They are allowed to increase salary of
workers and to hire and fire employees, except the department heads. Before 1995,
salary increment proposals and other operating level decisions were forwarded for
approval to Ministry of Trade and Industry and the Ministry officials were rejecting
such proposals by giving various pretexts. The managers were able to act quickly on
matters, which were pending for a long-time for approval before. The autonomy has
helped managers in making operating decisions. However, the managers were
restricted from making long term investment decisions. According to the general
manager of Dahlack Shoe Factory:
"One of the major problems that we are encountering is the lack of
management freedom. Before 1995, there was no management freedom at
company level; we were contacting the Ministry of Trade and Industry for
guidance and approval. After 1995, we have got autonomy as to the operating
decisions; however, we are not allowed to make capital investments. We have to
ask the permission of the Privatisation Board of Agency. Therefore, we are still
limited as to making decisions regarding our company and so we are living in
frustration. We have never found management freedom."
In Eritrea, the management and workers relationship is guided by the collective
agreement of the labour union and management. The collective agreement lists the
details of the agreements, benefits that the employees receive, disciplinary procedures
and others. The footwear and leather industry employees are unionised and based on
the collective agreement, they are entitled to an annual bonus and they are insured by
the workmen’s compensation insurance for an on the job injury. Before 1995, the
management used to pay for a doctor's visit and medication expenses fully. However,
company management observed abuses in the system such as the workers who have
been throwing away the medicines or who were taking the prescribed medicine for
their family, friends and neighbours. To avoid this kind of cheating, the Dahlack Shoe
Factory management totally discontinued the medication, while the other factories
reduced it to 80% coverage only. In addition, employees used to get benefits in kind
such as 3 pairs of shoes in a year, but the NASPPE has ordered state owned
enterprises to stop this practice and it is thus discontinued.
At present, the managers discuss employee issues with the union leaders and the
union representative is a member of the enterprise management team. Earlier, there
was a habit of a general meeting of workers and management to discuss company
strengths, weaknesses and other related issues. However, now this practice is
discontinued. According to the production manager of the Asmara Pickling Tannery:
"The management does not call general meetings to discuss workers complaints, to
inform employees about company performance and other issues anymore. The
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enterprise management team convenes to discuss issues and determines prices, but we
have never had employee issues on our agenda."
The shoe manufacturing factories have been selling their products in both the local
markets and the Ethiopian markets. The Dahlack Shoe Factory has been trying to
attract customers by providing the right quality that the customers' demand and by
providing quick delivery. The Deluxe Shoe Factory also has been extending credits to
attract customers, however, due to privatisation now, the company is demanding cash
payment upon sale. The Keih Bahri Tannery and the Asmara Pickling Tannery have
been selling their products in the local markets and in export markets in Italy and
England. The Keih Bahri Tannery has been supplying shoe manufacturing companies
with tanned shoe uppers and soles and it has also been exporting semi-processed hides
to foreign countries. The company has been providing its customers the items that
they have requested. Asmara Pickling Tannery also has been supplying the required
quality of skin and thus, except one complaint from a customer in England, there were
no other complaints encountered. However, sales agents take commission fees and are
benefiting at the expenses of the firm and its customers. According to the financial
manager of Asmara Pickling Tannery: "We have sales agents in Europe (third party)
and they take 3% legal commission fee. We incur agency fees of about 0.4 million
Nakfa each year. The company staff can assess the quality of the skin and grade it.
Since our customers have been buying our products for over 30 years, they know the
quality of the skin. There is no need of having an agent who checks the quality of the
skin. This agency fee could have been eliminated easily. We are paying agents for
nothing.”
The tanneries have suppliers in the different regions of Eritrea. In order to retain
suppliers, the tanneries try to pay an appropriate price. However, there is a fluctuation
in the world market prices of skin and also there is high competition with the private
tanneries. The private tanneries usually are giving skin dealers a slightly higher price
and are taking the best quality skins. The state-owned enterprises' prices are
determined in a meeting and one cannot easily change the set prices without a
meeting. Due to this inflexibility in price setting, the tanneries are disadvantaged.
There is good communication between Keih Bahri Tannery and the shoe
manufacturing enterprises studied because they are both government owned and Keih
Bahri Tannery is supplying the shoe factories on credit basis. However, there is a
complaint on the quality of the supplied leather.
According to the financial manager of Deluxe Shoe Factory, the customers are
asking for credit sales but the company is not extending credit due to government
restrictions aiming at privatisation and this is decreasing the sales of the company. In
addition, in Keih Bahri Tannery, the customers are not allowed to contact the
operations managers to avoid corruption. According to the production manager of the
Keih Bahri Tannery: “We have one man management here. In leather works, the
customers should discuss with the production head to communicate the type of
products they need. However, in our company, the end users order their request using
forms and discuss their need with the general manager only. We have asked the
general manager why the customers are not communicating their needs to the
production manager and he told us that this practice is done to avoid corruption. He
said that if we let you know whose order it is and let you communicate with the
customer, it would lead to corruption. You might produce high quality product at the
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expense of the factory and then get some money from the buyer.” To avoid corruption,
the order is provided to the production manager using coded numbers instead of the
customer's name. This evidences that there is not much trust in the operation
managers of the company.

9.5. Value Creation (loss) and Problems in Dahlack Shoe Factory and the other
FLI Enterprises
In this section, we present the creation or destruction of value and the manager’s
responses to the problem questionnaire. Table 9-6 shows the value created (lost) and
the returns on total capital (ROTC) of the Dahlack Shoe Factory and of all the FLI
enterprises studied.
Dahlack Shoe Factory lost a value of 1.1 million Nakfa in 1991/92, but added a
value of 4.6 million Nakfa in 1995, however, in 1997 lost a value of 1.5 million
Nakfa. The return on capital of the company also increased from 4% in 1991/92 to
25% in 1995; however, it decreased to 7% in 1997. The data in table 9-6 reveals that
the net operating profit of the company has declined from 8.2 million Nakfa in 1995
to 2.5 million Nakfa in 1997. This is caused by the increase in manufacturing costs, in
particular material costs, as shown in the analysis of the operations financial data. The
company also has been investing in working capital.
Table 9-6 Value Created (lost) and ROTC of Dahlack Shoe Factory and the FLI
Enterprises [Amount in 1,000 Nakfa]
Dahlack Shoe Factory
Total FLI Enterprises
Year

1991/
92
10,795
1,309

1995

1997

38,896
2,548

Annual
Average
26,112
2,584

69,653
13,289

72,049
7,926

Annual
Average
49,015
6,777

32,108
6,256
38,364
36,926

24,717
3,741
28,458
26,182

31,231
2,311
33,542
30,850

59,748
6,878
66,626
61,790

64,801
9,011
73,812
71,680

54,198
6,536
60734
52,568

ROTC3
4%
25%
7%
10%
4%
22%
11%
Cost of Capital4
11%
11%
11%
11%
11%
11%
11%
Value Created (loss)5
-1,084
4,622
-1,513
-296
-2,085
6,492
41
Source: computed from annual accounts received on request by the courtesy of the companies
Notes: 1. Net operating profit adjusted for taxes (NOPAT) is computed by deducting taxes paid (rather
than estimated) during the year from the operating profit.
2. Average assets for the year = (beginning + ending)/2
3. Return on total capital (ROTC) = (NOPAT/average assets of the year).
4. The cost of capital is estimate of consultants in Eritrea. There is no capital market and thus,
computation of cost of capital using the usual methods of capital asset pricing model and
others are not possible. The consultants use the banks lending rate as a proxy and adjust it for
industry risk in evaluating cash flows. The industry lending rate of banks in Eritrea to stateowned enterprises is 8.5% and then they add additional risk premium depending on the
industry. The cost of capital estimate of the footwear and leather industry is 11%. In addition,
I have consulted the financial managers of the company if they think this rate is excessive or
low.
5. The value created (lost) = [NOPAT- (average assets for the year x cost of capital)]

13%
11%
995

Sales
Net Operating Profit After
Tax Adjustment (NOPAT)1
Working Capital
Fixed Capital
Total Assets
Average Assets for the Year2

1991/
92
5,081
516

1995

1997

40,706
8,155

14,921
653
15,574
14,549

32,829
4,546
37,375
32,115
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The data presented above indicate that the footwear and leather industry in Eritrea
on average has created value of 1 million Nakfa during 1991/92 to 1997. The largest
value created was in 1995, when all companies in the industry, except the Deluxe
Shoe Factory, added value. Though it cannot be seen from the table, we distinguished
the four companies and the shoe factories and the tanneries perform differently. It can
then be shown, on average the shoe-manufacturing firms destroyed value, while the
tanneries have created value during the study period. Except the 2nd half of 1992 and
1996, the Deluxe Shoe Factory has been destroying value throughout the study period.
On average the two tanneries created value during the study period. Except in 1994,
the Keih Bahri Tannery has been creating value throughout 1991/92 to 1997. The
company also has been creating value starting 1995 because the Government has
relaxed the price control and increased management autonomy to determine company
products' prices. According to the financial manager of Keih Bahri Tannery: "Before
1995, we were not able to determine our price freely. The Ministry of Trade and
Industry was setting the price that we should charge our customers on the pretext that
this company is a supplier for various shoe factories in Eritrea and thus, it might
destroy the factories by charging a high price. However, since 1995, we are left free
to determine our prices." Asmara Pickling Tannery created value in the 2nd half of
1992, 1994, 1995 and 1997, while it destroyed value in 1991/92, 1993 and 1996.
Table 9-7 Summary of Managers' Responses to Problems in Creating Value
Problems
Dahlack Shoe
All FLI Enterprises
R
E
CF
R
E
CF
Number of respondents
4
4
4
13
13
13
Absence of orders, contracts
2.5
1.8
10
1.9
1.9
14
Lack of cash
2
2.3
2
1.9
2.2
12
Non paying debtors
2
2.3
0
1.4
1.9
3
Disturbances of materials supply
1.8
2.5
1
2
2.5
13
High bank debt
1.3
1.5
0
1.3
1.3
1
High trade liabilities
1.3
1.5
0
1.1
1.1
1
Irregularity of production operation
2.8
2.3
3
1.5
1.6
4
Irregularity in energy supply
2
1.5
0
1.3
1.2
1
Irregularity in fuel supply
1.5
1
0
1.2
0.9
0
Energy cost (electricity)
2
1.5
2
1.7
1.3
10
Poor work discipline
2
2.5
5
1.7
2
9
Staffing by management
1.5
1.5
3
1.6
1.5
1
Operating losses of the company
1
2.0
0
1.1
1.7
5
Employment lay off
1.8
2.0
2
1.3
1.4
3
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum marks given by managers on criticality in the future (CF ). For R and E
a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means some relevance or
influence and a score of less than 2 represents low relevance or influence. For CF, a high sum score
shows a high criticality rank of the problem in creating value.

Table 9-7 shows the manager’s responses to the problems questionnaire. The Dahlack
Shoe Factory managers' responses to the problem questionnaires indicated that
irregularity of production operations and absence of orders and contracts are relevant
problems that influence the creation of value. The managers feel that the company
management as a team has high influence on disturbances in raw material supply and
poor work discipline. In terms of criticality, the managers of Dahlack Shoe and the
other managers of FLI companies indicated that the absence of orders would be most
critical, followed by disturbances in the supply of raw materials and a lack of cash.
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The responses of managers to structured interviews revealed that a lack of modern
machinery, a lack of qualified staff, a loss of markets and an unfair competition with
the private sector were some of the problems that they encountered. The analysis of
the footwear and leather companies evidenced that the companies have been investing
mainly in short-term assets only. There was no investment done in fixed assets in
Keih Bahri Tannery and the other companies also made only minor investments in
fixed assets. The respondents in the open interviews indicated that one of the major
problems that the companies are facing is a lack of investment in modern machinery.
According to the financial manager of Dahlack Shoe Factory: "The main problem is
obsolete technology. Since we are not investing, our output is low and we cannot
achieve our sales target. Had there been investment, we would have been able to
produce quality products and to compete price-wise." The managers also indicated
that there is a lack of qualified staff in engineering, in marketing (export marketing)
and in leather technology. The general manager of Deluxe Shoe Factory explained the
need for qualified staff as follows: "There is a great need of training in marketing
skills. The local market that we have here in Eritrea is limited and thus, we have to
introduce our products to the foreign markets. Therefore, training in marketing is
essential to increase our market share abroad. In addition, training in engineering
skills is important. Production workers need to be acquainted with recent
developments in technology. We need to change the way the workers cut and finish
shoes radically. The workers need training to change their way of thinking."

9.6. Industry Overview
9.6.1 Overview of Financial Performance of Footwear and Leather Industry
The operations of the footwear and leather industry in Eritrea have resulted in profits
throughout 1991/92 to 1997. The largest amount of operating profits was shown in
1995, when the industry earned 16.3 million Nakfa. However, afterwards, the
operating profits decreased to 10.8 million Nakfa in 1997. The operating profit margin
also increased from 11% in 1991/92 to 21% in 1995, but it decreased to 15% in 1997.
Sales have increased from 10.8 million Nakfa in 1991/92 to 69.7 million in 1995
and 72.1 million Nakfa in 1997. The managers reported during the interviews that
during 1975-1991, the industry's products deteriorated in quality and the factories
have almost lost their export markets. The factories were mainly limited to the
production of leather for military shoes. After the liberation of Eritrea, the managers
of the tanneries were able to re-open the closed export market channel of their
factories and the Dahlack Shoe Factory managers also were able to increase sales by
strengthening marketing department. The companies had been producing based on a
target set irrespective of its demand by consumers and they were producing low
quality products. However, the managers were able to change this habit and started
focusing on customers’ demand. According the interviewees the shift to customer’s
demand reduced the quantity of output, but increased the sales of the quality products.
Cost of goods sold has increased from 8.3 million Nakfa in 1991/92 to 50.1
million Nakfa in 1995 and further increased to 58.12 million Nakfa in 1997 due to the
increase in production and sales. Analysis of the cost structure of the Industry
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revealed that the major cost element of the industry is material cost. The leather
industry of Eritrea is based on a livestock population of 1.6 million cattle, 5.0 million
goats and 1.0 million sheep. The annual utilisation rate is 0.2 million hides, 1.3
million goats and 0.3 million sheep. The quality of skin is generally high with clear
grains and compact fibre structures. The main breeds of cattle in the region are 60%
Barka, 20% Arado, and 20% Arabic. Barka hides yield areas of 25-30 sq. ft. Arabic
hides are generally smaller yielding 16-20 sq.ft. There are also three main sheep
breeds Hanit 60%, Hmele 25% and Blackhead 15%. The first two are fine grained
with good texture and size suitable for clothing and gloving leathers [Eritrea Profile,
1999].
Productivity has also improved during 1991/92 to 1997. The value added per
employee increased from 3.9 thousand Nakfa in 1991/92 to 31.8 thousand Nakfa in
1995. However, in 1997 it declined to 23 thousand Nakfa. This is due to the increase
in sales of the companies and reduction of the number of workers. The managers laid
off 151 workers during the study period.
Analysis of the asset structure of the industry revealed that the working capital
balance has increased from 31.2 million Nakfa in 1991/92 to 64.8 million Nakfa in
1997. This is due to the increase in company production and sales that increased
working capital requirements. The interviews revealed that there are inter-enterprise
receivables with other sister plants. According to the financial manager of Keih Bahri
Tannery: "We sell on credit to Dahlack Shoe Factory and we are not collecting our
receivables in time because the Ministry of Defence, their main customer, is not
paying them on time. Due to this, there is about 1.5 million Nakfa receivables
uncollected." The fixed assets have been less than 16% of the total assets during
1991-1997. The managers have been investing in machinery and moulds using
retained profits. However, the new fixed assets to sales ratio has been very low, an
average of 3% for 1991/92-1997.
The financial structure of the footwear and leather industry consists of debt and
ownership equity. The debt to total assets ratio was 80% in 1991, 53% in 1995 and
48% in 1997. In 1994, the Government has cancelled all outstanding Government
obligations, bank overdrafts and inter-enterprises loans, which existed prior to the
liberation of Eritrea. This decree has helped the industry to restructure its finances.
The Government as an owner did not inject new capital into the companies. However,
the improvement in the profitability of the enterprises has increased the retained
earning balance of the industry from –4.3 million Nakfa in 1991/92 to 28.7 million
Nakfa in 1997.
9.6.2 Overview of Managers’ Responses to Restructuring Activities in FLI
The managers' responses to the operations restructuring activities revealed that
seeking new markets (2.8) and increasing export efforts (2.7) are highly relevant
issues in increasing firm value. Moreover, the managers also identified that
strengthening the marketing department, more effective use of resources, a change of
product quality and an improvement of production efficiency are also of high
relevance in creating value. In addition, the managers believe that being selective
towards suppliers (2.4) is of some relevance in creating value. The managers also
indicated that these activities would be critical. However, they feel that they can
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influence a change in quality and a more effective use of resources and they have
some influence on the other activities. In the interviews, the managers also indicated
that a lack of marketing skill is hampering revenue generation. According to the
general manager of Deluxe Shoe Factory: "Our foreign relation is not much because
there is a lack of marketing skill, which is impairing our ability to contact foreign
customers." The managers also stressed that strengthening marketing departments and
training marketing department staff in export marketing enhances sales.
The managers' responses to the investment restructuring activities revealed that the
fixed capital investments are highly relevant and critical in enhancing firm value in
comparison to the working capital activities. The managers indicated that upgrading
technology (2.9) and implementing cash control techniques (2.7) are highly relevant
activities in creating value. The managers believe that they have high influence on
implementing cash control techniques, but it is less critical in the future for increasing
value. The managers also feel that they have some influence on upgrading technology,
but they can influence less the other investment activities for creating value.
The managers' responses to financial restructuring activities questionnaires
revealed that the most relevant activity is improving communications with customers
and suppliers. All respondents gave a perfect score of 3 to this activity. They also are
of the opinion that the management team can highly influence this activity. The
reduction and elimination of government subsidies were less relevant because the
government is not providing direct subsidies to these companies.
The managers also indicated that a change of ownership is of high relevance and
will be critical in enhancing firm value. Moreover, a change in incentive system is
also of some relevance and is critical in creating value. The managers are less
empowered to act on these issues. In addition, the managers indicated that absence of
orders and contracts, disturbances in raw materials supply, lack of cash, energy cost
and changing the poor work discipline will be critical in creating value.

9.7 Conclusions
The footwear and leather industry products in Eritrea have a potential for creating
value because of the availability of raw materials locally. Moreover, experience and
skills in shoemaking, relatively low labour costs and a hard working work force help
in crating value. The analysis of the operations data revealed that the material costs
and product qualities are the major constraints encountered in increasing profits.
Reducing the purchase price of imported materials by finding alternative suppliers
who can provide quality material at a low price and the training of employees in
materials management and purchasing can help in reducing the material costs.
Improved animal care and proper care during slaughter and transportation can further
enhance the quality of leather that the tanneries receive. The Ministry of Agriculture
can help by informing and training farmers and dealers to enhance the quality of
skins.
The tanneries are exporting semi-finished hides and skins (wet blue) and the
managers reported that processing the skin further to crust and finished stage might
create value. However, the tanneries then need to hire skilled employees and should
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also consider its consequence to the present customers. The shoe manufacturing
enterprises are receiving low-grade quality leather because the best is exported and
this is hurting the competitiveness of the shoe manufacturing enterprises in the
international markets.
The shoe manufacturing enterprises have been selling more than 80% of their
products in Ethiopian markets. However, starting 1997, the Ethiopian government
imposed tariff barriers on Eritrean goods and in May 1998 war between Ethiopia and
Eritrea started. Due to these factors, the shoe factories have lost their shoe
products’(mainly plastic) market in Ethiopia. Diversifying to other markets such as
the Great Lakes Region in Africa, the Middle East and Europe can increase sales.
The managers interviewed indicated that investment in new machinery and
upgrading technology are highly relevant and critical activities in creating value.
However, the companies did not make any major investment in fixed assets during
1991/92-1997. The privatisation process has stalled fixed asset investments and
restricted extension of credits to customers and stock purchases. The privatisation
process is making companies to concentrate on short-term survival rather than on
laying a strategy for a long-term success. The companies also are financing their
operations and investments using short-term debts only. The managers feel that the
interest rate of the Commercial Bank of Eritrea is high and thus, except the managers
of Dahlack Shoe Factory, they are not borrowing from the bank. However, they
indicated that low interest rate loans from the World Bank or other financing
institutions would have helped in buying machinery.
The managers’ responses to the governance restructuring questionnaires indicated
that a change of ownership and a change of incentive system are relevant and critical
in creating value. The interviewees feel that the Government has neglected the
companies and there is no management incentive plan. Managers are allowed to make
operational decisions, but they are restricted from making long-term investment
decisions. Moreover, the interviewees indicated that there is a training need for
technical employees in leather technology and for marketing department staff in
export marketing.
The evaluation of the financial data revealed that in general the footwear and
leather manufacturing enterprises studied created a value of 1 million Nakfa each year
during 1991/92-1997. The shoe manufacturing enterprises on average lost value while
the tanneries created value. The tanneries created higher values starting 1995, because
prior to that date the Government used to fix company prices.
Increasing productivity and reducing cost through improved sourcing of materials
and its quality, modernisation of plants and the production process, as well as efficient
and effective management of enterprises can help in creating value in the FLI
enterprises studied.
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Figure A9-1 Structure of the Tanning Industry
Raw Materials
Small Skins
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Source: [Ministry of Trade and Industry, 1997, p. 58]
Pickled = the stage of tanning where the hair is removed usually for sheepskins.
Wet Blue = the next stage when lime is added to preserve the skin.
Crust
= the third stage when the remaining flesh and fat proteins are removed.
Finished = the final stage when the skin is dyed and finished using chrome sulphate
and is converted to processed leather.

Chapter 10
Textiles Manufacturing Enterprises
10.1 Introduction
In the previous chapter, we presented the case studies of footwear and leather
manufacturing enterprises. In this chapter, we report the case studies of textile
manufacturing enterprises in Eritrea (hereafter referred as TI) in order to explore and
explain how the state-owned textile enterprises are restructuring and how their
managers are trying to create value. The state-owned textile manufacturing enterprises
selected for this study are Asmara Textile Factory, Eritrea Textile Factory and Lalmba
Sack Factory. As described in chapter five, we have collected financial data of 19911997, management response to questionnaires on restructuring activities and
structured interviews with general, financial and administrative, production and
marketing managers. The results are presented in this chapter.
In this chapter, we will examine the case of Eritrea Textile Factory in depth
because it represents the challenges that the textile enterprises in Eritrea are facing.
However, this does not mean that the other enterprises studied are left out. We will
compare the Eritrea Textile Factory with the other TI enterprises studied by
highlighting their similarities and differences.
In sections 10.2-10.5, we present the operations, investments and financing,
governance, value creation and problems of Eritrea Textile Factory and we compare it
to that of the other TI enterprises studied. In section 10.6, we discuss the industry
overview in terms of financial performance and managers responses to restructuring
activities questionnaires. Finally, in section 10.7, we conclude the chapter by
highlighting the findings of the enterprises studied.

10.2 Operations of Eritrea Textile Factory and the other Textile Manufacturing
Enterprises
Company operations are studied using income statement data, management responses
to operations questionnaires in terms of relevance, management empowerment and
criticality and management interviews.
10.2.1 Operations Performance of Eritrea Textile Factory
The operating performance measures of profitability, sales, cost of sales, material
costs and productivity of Eritrea Textile Factory and the TI enterprises studied in
general are presented in table 10-1.
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Table 10-1 Operating Results of Eritrea Textile and the TI Enterprises Studied.
[Amounts in 1,000 Nakfa]
Eritrea Textile Factory
Total of TI Enterprises
Year

1991/
92
2,440
2,238
573
1,665
283
-81
494
-3%
0.4

1995

1997

Annual
average1
6,334
7,168
4,771
2,397
606
-1,440
477
-23%
-1.7

1991/
92
13,164
11,547
5,081
6,467
1,314
303
3,205
2%
0.5

1995

1997

Annual
average1
39,837
41,248
23,990
17,258
2,525
-3,936
3,237
-10%
-0.4

Sales
6,430
6,862
54,863
46,844
Cost of sales
8,652
8,893
58,769
49,138
Materials2
5,763
6,915
34,157 29,166
Other costs3
2,889
1,978
24,613 19,972
Operating expenses4
710
1,021
3,011
2,737
Operating profit
-2,932
-3,052
-6,917
-5,031
# of Employees5
473
449
3,417
2,534
Profit margin6
-46%
-44%
-13%
-11%
Value added per7
-4.7
-4.5
-1.1
-0.9
employee
Source: based on annual accounts received on request by the courtesy of the companies
Notes.1. Annual average is computed for the years 1991/92-1997.
2. Materials show the cost of materials placed in production. It also includes material cost for
those still in inventory and thus, materials and other costs may not add up to the cost of sales.
3. Other costs include labour, power, depreciation and other production costs.
4. Operating expenses include sales and administrative expenses.
5. Number of employees is an average number of employees for the year
6. Profit margin is computed by dividing the operating profits by sales.
7. Value added per employee is computed as follows: (sales-cost of sales)/number of employees.

The operations of Eritrea Textile Factory have resulted in losses throughout the study
period. The worst periods were 1995 and 1997 with operating losses of 2.9 million
Nakfa and 3.1 million Nakfa respectively. The profit margins of the company also
declined from –3% in 1991/92 to –46% in 1995 and –44% in 1997 due to overproduction and poor pricing policy. The operating losses of the company are
explained in terms of sales, costs and productivity.
The sales of the company increased from 2.4 million Nakfa in 1991/92 to 6.4
million Nakfa in 1995 and 6.9 million Nakfa in 1997. The main market for the
company products had been Ethiopia, but after the liberation of Eritrea, according to
the general manager of Eritrea Textile Factory, Ethiopian citizens were boycotting
Eritrean products for political reasons. Therefore, efforts were made to change the
attitude of Ethiopian consumers towards the Eritrean products by exhibiting products
in various Ethiopian cities. The company also has been reducing prices to attract
customers.
The cost of sales of the company increased from 2.2 million Nakfa in 1991/92 to
8.7 million Nakfa in 1995 and 8.9 million Nakfa in 1997. The major cost element is
materials. The cost of cotton has been increasing rapidly. For instance, it was 3 Nakfa
per kg in 1991, but in 1999 it reached 13 Nakfa per kg. The cost of chemicals and
dyestuff costs are also becoming expensive because they require hard currencies to
import them. Labour cost has been low, however, it is likely to increase because the
Government has already given salary increments to civil servants in Eritrea and the
living standard is increasing.
In order to reduce costs, the company has laid-off redundant workers. According to
the general manager: “The factory was producing from 30 to 40 different articles
irrespective of their saleability before and after liberation of Eritrea. In order to sell
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these unwanted products, the company has been obliging customers to buy those
unwanted articles together with what they have requested. To cut short this habit, we
have stopped the production of unwanted articles in 1995 and this enabled us to layoff workers.” Moreover, yarns were produced using long fibre cotton only but since
1996, the company is producing yarns by mixing long, medium and short fibre cotton.
This reduces wastage because the short fibres now used in making yarns would have
been thrown as waste. In addition, the management attempted to make workers cost
conscious and to reduce absenteeism and tardiness.
During interviews, the managers reported that the main obstacles to cost reduction
are obsolete and non-flexible machinery and a low salary of employees. The general
manager explained that the old machinery is hindering the competitiveness of the
company products in national and international markets because it produces large
amount of defective products. According to him, three out of four T-shirts produced
are defective and sold at a very low price. Due to this, the quality product has to
absorb the cost of the defective products and thus, it makes the price of the quality Tshirts high and non-competitive. Moreover, the general manager stated:
“The company employees are not cost conscious. For instance, if we take a
piece of cloth, employees are not concerned whether the article is knitted
properly or not; whether it is properly sewed or not; and what its effect will be
on final cost analysis of the product. They are mainly concerned with
production for the allotted eight hours. They don’t ask themselves whether they
are producing a quality product or not. To produce quality articles all
employees starting from the top management should be quality oriented.”
The company sells yarns and knitwear articles. A cost study conducted by
University of Asmara [1995] (see appendix A10-1) indicated the sales, manufacturing
costs, gross profit margin (sales-cost of sales) and contribution margins (sales-variable
costs (direct material, direct labour and power)) of Eritrea Textile Factory products.
The cost analysis of yarns revealed that in 1994 yarns were the major source of
revenue of the company. They covered their manufacturing costs and had a positive
contribution margin of 266 thousand Nakfa. However, the analysis for the 1st half of
1995 evidenced that sales of yarns did not cover their manufacturing costs and thus,
resulted in gross losses and that the contribution margin was negative. Analysis of the
costs of knitwear articles revealed that in 1994 all knitwear articles were selling below
their manufacturing costs; they were not even covering the variable costs incurred to
manufacture them. In the 1st half of 1995 also except 7EL T shirts, all knitwear
articles were selling below their manufacturing costs and except 7CB/W, 1C, 8BB,
N3 Plush and 7EL while all other knitwear articles were not covering the variable
costs. The management is selling these products below cost and thus, they are
exacerbating the losses of the company. The production manager said: “we sell below
cost price to reduce finished goods stock.” Selling below cost helps in reducing
finished goods stock, but also reduces the capital of the company by accumulating
losses. It also encourages customers to wait as far as possible till the company reduces
its prices. Shifting production towards items with positive gross profit margin or at
least those with positive contribution margins can enhance the operating profits of the
company.
The value added per employee shows that an employee has added a value of 0.4
thousand Nakfa in 1991/92, but afterwards per employee it decreased by 4.7 thousand
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Nakfa in 1995 and by 4.5 thousand Nakfa in 1997. The decline in the productivity
measure is related mainly to a lack of demand for company products, though the
reduction in employment was also small and the managers feel that a further reduction
could be done. Moreover, the managers interviewed elaborated that the workers'
salary is low and is causing negligence. They feel that if the workers were paid higher
they would produce more. The interviewees also suggested that it would have been
wise to lay-off the redundant workers and give good pay to the remaining employees.
10.2.2 Managers’ Responses to Operational Restructuring Questionnaires
Table 10-2 summarises the responses of managers of Eritrea Textile Factory and the
TI managers of the enterprises studied in general.
Table 10-2 Summary of Managers' Responses to Operational Restructuring
Activities
Activities
Eritrea Textile
All TI Enterprises
R
E
CF
R
E
CF
Revenue

Number of respondents
Seek new markets
Increase exports
Drop product price
Increase product price
Strengthen marketing
Establish sales office
Increase advertising

4
3
2
2.5
1.5
2
2.8
1.7

4
2
1.5
2.5
1.5
1.5
2.5
1

4
12
2
0
4
1
1
0

11
2.5
2
1.8
1.4
1.8
2.1
1.7

11
1.9
1.6
2
1.4
1.7
2
1.4

11
21
8
2
4
3
3
0

Reduce employment
Cut wages
Increase employment
Increase wages
Being selective to suppliers
More effective use of resources

3
1
1
2.5
2
2

2.5
1
1
2.3
1.8
1.5

1
0
0
0
2
5

2
1
1
1.6
2.4
2.3

1.8
1.2
1.2
2
1.9
1.9

1
0
0
0
8
16

Cost

Other
Operations

Change product quality
2
1.5
2
1.9
1.9
9
Change area of activity
1.5
1
3
1.6
1.2
8
Change of production mix
2
2.5
0
1.6
2.3
2
Improve production efficiency
2
1.5
1
2.2
1.9
9
Source: Primary data collected by using questionnaires
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R),
management team empowerment (E ) and the sum of marks given by managers on criticality of the
activities in the future (CF ). For R and E a score of 2.5 to 3 indicates high relevance or influence, a
score of 2 to 2.4 means some relevance or influence and a score of less than 2 represents low relevance
or influence. For CF, a high sum score shows a high criticality rank of an activity in creating value.

Table 10-2 reveals that Eritrea Textile Factory managers are of the opinion that
seeking new markets, reducing employment, establishing sales offices, dropping
product prices and increasing wages are of high relevance in increasing value. In
addition, the managers indicated that in the future seeking new markets is going to be
the most critical activity in increasing value. The general manager stated: “to improve
sales there are many factors that should be considered. The factory should advertise,
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open sales offices in various locations and assign agents in various places. But we
don’t have a budget for this and thus we cannot plan to promote our products.” The
responses of the managers of the textiles manufacturing enterprises studied also
indicated that seeking new markets was an activity of high relevance and the most
critical in creating value.
The financial manager of Eritrea Textile Factory stated: “the main problem that we
are encountering is not widening our market, but how to find a new market where we
can sell our products.” However, the respondents also cited a lack of exposure, a lack
of qualified marketing staff and a lack of budget for sales promotion as constraints in
improving sales. Exposure to the outside markets would have enabled company
management to identify new markets. Management needs money to strengthen the
marketing department by hiring qualified personnel, to send marketing staff on trade
fairs for exposure and to promote company products, but the lack of finance is
constraining such activities of the management.
The managers also revealed that more effective use of resources is of some
relevance and is critical in creating value. The production manager of Eritrea Textile
Factory elaborated the problem as follows:
“There is no study conducted to improve effectiveness. For instance, we are using
production costs of 1991 in estimating standard product costs (e.g. cotton was 3
Nakfa per kilogram in 1991, but now it is 13 Nakfa per kilogram). However, the
company is using cost determined in 1991/92 to estimate unit cost of articles
produced at present. In addition, the higher authority should control the lower
authority to use production effectively. For example, we have one boiler here and it is
supposed to be operated while all machines in a department are working. However,
sometimes you see that the boiler is operated when only one machine is working in a
department. There is a co-ordination problem.”
The Eritrea Textile Factory managers feel that a reduction of employment is of
high relevance and they feel that they have high influence on this activity. However,
they do not think it is critical because they have already laid-off some workers. The
government has reduced the number of employees to clear way for privatisation and
one of the reasons for the low salary payment is that the Government does not want to
leave highly paid workers to the would be owner. In addition, discussion with the
managers revealed that the company is facing the following constraints in
restructuring its operations: obsolete machinery, non-competitive prices, a low salary
of workers, a loss of market share, a lack of exposure, a lack of budget for promotion
and high energy costs.
10.2.3 Comparison of Operations of Eritrea Textile and the other TI Enterprises
Like Eritrea Textile Factory, the other textiles manufacturing enterprises studied are
facing the following constraints in increasing operating profits: non-competitive
prices of company products, a lack of demand for company products and high
manufacturing costs.
The free market policy of the Government has opened the Eritrean market for
foreign imported textiles. The textile factory managers believe that the cotton
products of Eritrea are of high quality in comparison to the synthetic textile products
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of the Far East countries, but in terms of price, the textile products from Far East
countries are cheaper. The general manager of Asmara Textile Factory stated: “The
Government is following a free market policy and traders are importing many cheap
textile articles from the Far East countries. We are not able to compete price–wise
and thus, we are losing our market shares in Eritrea and Ethiopia.”
Prior to 1995, the Ministry of Trade and Industry controlled the state-owned
enterprises and set selling prices. Government gave autonomy to the enterprise
management in 1995 and company managers were responsible for the operating
decisions such as determining selling prices of their products and purchasing materials
from suppliers of their choice. The managers increased sales volume but the sales
prices of many products were below manufacturing costs. The growth rate of cost of
goods sold was higher than the growth rate of sales. Most of the company products
are selling below cost in the textile factories. A cost study carried out by the
University of Asmara [1995] (see appendix A10-2), similar to that of Eritrea Textile
Factory discussed on section 10.2.1 of this chapter, gave an indication of gross profit
contribution and marginal contribution for 1994 to mid 1995 for Asmara Textile
Factory. The study shows that over the 18 months in 1994 to mid 1995, no major
section consistently made gross profit. The only individual products to be consistently
profitable were Khaki Twill, bed sheets (200cm) and the woollen and acrylic blankets.
The greatest loss margins were exhibited by the other fabrics and knitwear. The two
largest product lines (Abujadid and Jersey knitwear) contributed to 80% of the total
gross loss for the 1st half of 1995 (30% and 50% respectively). The contribution
margin analysis of the same period shows that blankets form the only category of
products in which revenue exceeds variable cost. Grey yarn, Abujadid, Sutti, French
Twill, towels and knitwear all fail to make a contribution. The company sales
increased, but since most of the products are selling below manufacturing costs, the
larger the number of products sold the larger the loss incurred in operating the
company. Product rationalisation by eliminating loss-making products and increasing
production of profitable items such as Khaki Twill, towels, bed sheets and blankets in
Asmara Textile Factory can improve the operating profits of the company.
The main component of the textile industry costs is cotton. The price of cotton has
been increasing and though sufficient quality cotton is produced in Eritrea, the
Aligheder Cotton Plantation management (the only cotton plantation in Eritrea) is
asking textile companies to buy it at world market prices. This made the cotton grown
in Eritrea very expensive and the managers had been purchasing lower grade cotton
from Ethiopia at a cheaper price to reduce cost.
Ethiopian Domestic Distribution Agency (EDDC) had been distributing all goods
manufactured by state-owned enterprises during 1975-1991. State-owned enterprises
had been producing irrespective of its saleability and the marketing and selling
activities were the responsibility of EDDC. In 1992, the Government liquidated
EDDC and state-owned enterprises were left to market their products. However, there
were no qualified marketing officers at enterprise level and there was any experience
gained from previous years and this had its impact on the company sales. The
marketing manager of Eritrea Textile Factory stated the following: “we are not
accustomed to promotion. We do not advertise on television, radio or newspaper
because there is no such habit.” The managers of the state-owned textile enterprises
were not able to adjust easily. They have been contacting one or two wholesalers who

Textile Manufacturing Enterprises

195

dictate prices to the companies. For instance, the textile factories have been
distributing their products to two merchants in Ethiopia on a barter basis. The textile
companies sell yarns to the Ethiopian merchants and the Ethiopian merchants buy
cotton of equivalent value and send it to Eritrea. The factories have no marketing plan
or set of sales targets for their commercial department. There is no attempt to seek out
alternative distribution methods or to set up direct marketing arrangements either
independently or with the other textile companies. None of the factories have
distribution facilities or marketing networks outside the factories. All sell to wholesale
traders or direct to retail merchants who come direct to the factories. Introducing their
own sales forces and sales offices can help in increasing sales in the local and regional
markets. By dealing direct, higher profits can be achieved since the mills prices could
be slightly higher than at present but lower than those charged by the intermediaries.
Textile production has to cope with contemporary fashion, but according to the
managers interviewed the companies are producing the same fabrics they have
produced in the 1960’s. The management interviews revealed that the textile factories
did not introduce new products or changed the existing production mix.
Competition with imported or substituted products also has been fierce and thus,
the market share of the textiles manufacturing companies is decreasing. The reason
for a sharp decline in sales in 1997 in Lalmba Sack Factory is the loss of two main
customers, Massawa Salt Works and Assab Salt Works. They shifted to plastic bag
usage. The general manager of the company stated: “During 1991-1993, the factory
had enough local as well as Ethiopian markets and the factory products were highly
demanded. After that, the two main local customers, Massawa Salt Works and Assab
Salt Works shifted to plastic bags and our factory’s financial condition became worse.
We tried to produce plastic lined jute bags, but we were not able to compete pricewise successfully." In addition, Lalmba Sack Factory tried to produce various types
and sizes of sacks for cereals, however, meeting specific needs of each customer was
difficult and time consuming. The customers also want to come and buy sacks
immediately. They do not see that the production process requires time and that it has
to be planned. These constraints are creating problems in the operations of Lalmba
Sack Factory.
There was a free trade agreement between Eritrea and Ethiopia signed in 1993
regarding taxation of traded goods. Goods produced in Eritrea would be taxed in
Eritrea only and there would not be any additional tax if they are sold in Ethiopia and
the same for goods produced in Ethiopia if they were to be sold in Eritrea. Despite this
agreement, according to the responses of the managers interviewed, at the beginning
of 1997, the Ethiopian government introduced a border tax to curtail the sales of
Eritrean products. For example if a T-shirt is to be exported from Eritrea to Ethiopia,
at the border the Ethiopian custom officers levy an excise tax of 10%, a sales tax of
12% and a profit tax of 10% to 40% depending on the level of estimated profit of the
businessmen. All these additional taxes increased the price of Eritrean textile products
and made them non-competitive in the Ethiopian markets. At present, there is no trade
with Ethiopia because of the border conflict and the textile factories lost about 80% of
their market. However, the increase in demand for military khaki uniforms by the
Ministry of Defence on the other hand brought some opportunity to the textile
factories.
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The managers interviewed elaborated that the product prices of Eritrean textile
products are not competitive in the Ethiopian markets because Eritrea Textile factories
are incurring transportation cost to ship goods to Ethiopia and raw material and
energy costs are also cheaper in Ethiopia. There are also seven textile factories in
Ethiopia producing similar products, which makes price competition fierce.
According to the general manager of Eritrea Textile Factory these textile companies
in Ethiopia have about 15 million Nakfa worth of finished goods stock and their
managers are asking approval of the National Supervisory Board of Ethiopia to cut
prices. The Ethiopian textile factories are cutting price every week to sell the
accumulated finished goods stock and this is making the products of Eritrean textile
factories less competitive price wise in the Ethiopian markets.
In November 1997, Eritrea has introduced a new currency Nakfa as a national legal
tender in Eritrea. This phenomenon has also its impact on the trade between Eritrea
and Ethiopia. Since there are two currencies, Nakfa in Eritrea and Birr in Ethiopia,
businessmen need intermediary currency, that is, U.S. Dollar and need to open L/C
(letter of credit) in banks for guaranteeing the trade transaction. Eritrea Textile
Factory customers in Ethiopia now, will have to compete in an auction market to buy
U.S. Dollar and they then have to open a L/C in banks in Ethiopia paying commission
charges. All these new procedures are inconveniencing the company customers in
Ethiopia. Now, since similar products are available in Ethiopia and since the recent
conflict closed the borders, the sales of Eritrean textile products virtually stopped.
The general manager of Asmara Textile Factory stated: “Even though there is high
competition in the textile market, the market is large and the textile companies in
Eritrea can export to The Middle East countries and Europe.” The managers also
said that the European Economic Commission (EEC) member countries allow
developing countries such as Eritrea to sell manufactured goods quota free. For
instance, the textile industry can export to the EEC member countries freely and
customers in Europe get tax exemption for their purchases. This shows that there is a
market opportunity, but the managers were not able to access this market. There is a
lack of information and an exposure. According to the general manager of Eritrea
Textile Factory: “We do not have exposure of other markets. We do not know what
kind of markets there are in the World and whom we should contact. This lack of
exposure has limited our market share. When we recently lost our market share in
Ethiopia, we did not know what to do. We are walking in the dark and we do not know
where we are heading right now. We do not have know-how and we do not know the
market elements. We do not have marketing officers and thus, we have a large
constraint in improving the sales of the company.”
Asmara Textile production and marketing managers stated: “There is a weakness
of the export support institutions. The banking, customs, maritime and packing
services are not effective and are hampering export activities. For instance, the Nakfa
is a free-floating currency and thus we need daily exchange rate of Nakfa against the
US Dollar to make informed decision on buying and selling. However, the bank does
not provide us with the daily exchange rates.”
The analysis of the operations of the Eritrean Textile Factory and the other textile
enterprises studied revealed that the factories are losing money due to a lack of
demand for company products and because of high manufacturing costs. Recruiting
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their own sales officers instead of intermediaries, shifting to production of profitable
product and decreasing or eliminating production of unprofitable products, blending
synthetic products such as polyester with cotton to produce affordable products in
Eritrea and Ethiopia may improve the profitability of the companies.

10.3 Investment and Financing of Eritrea Textile Factory and the other Textile
Enterprises Studied
Eritrea Textile Factory and the other TI enterprises’ investments and financing are
studied using balance sheets data, managers’ responses to structured questionnaires
and interviews.
10.3.1 Investment and Financing Performance of Eritrea Textile Factory
In order to produce quality products and compete in a free market economy,
enterprises in transition economies need to restructure investments and finances.
Investment in a company can be of a short-term nature such as working capital
investments or of a long-term nature such as investments in fixed assets that will help
the company for more than a year. Financial strength of an enterprise also determines
its future viability. How operations and investments are financed affects firm value.
Table 10-3 Investments and Financing Results of Eritrea Textile and the other TI
Enterprises Studied [Amounts in 1,000 Nakfa]
Eritrea Textile Factory
All TI Enterprises
Year

1991/
92

1995

1997

Annual
average1

1991/
92

1995

1997

Annual
average1

Investments
Total assets
6,525
12,364
12,356
10,047
42,950 56,341
46,912
52,849
Short term assets2
6,208
12,116
11,937
9,715
40,798 54,375
46,017
51,104
Fixed assets3
317
248
419
332
2,152
1,966
895
1,746
Return on Assets4
-1%
-24%
-25%
-14%
0.7%
-12%
-11%
-7%
Short term % assets
95%
98%
97%
97%
95%
97%
98%
97%
Current ratio5
31%
74%
66%
54%
47%
98%
78%
69%
New fixed assets
3
4
0
69
5
80
20
378
New fixed % sales
0%
0%
0%
1%
0%
0%
0%
1%
Financing
Short term debts
19,805
16,298
18,205
18,123
86,672 55,655
58,687
74,075
Long term debts
0
0
0
0
36
6,914
2,807
2,186
State Capital
5,398
5,500
5,500
5,456
32,071 32,173
32,173
32,130
Retained earnings6
-18,677
-9,434 -11,349
-13,532 -75,829 -38,402 -46,757
-55,542
Debt to total assets
303%
132%
147%
181%
202%
99%
125%
140%
Source: based on annual accounts received on request by the courtesy of the companies
Notes.1. Annual average is computed for the years 1991/92-1997.
2. Short-term assets include cash, receivables, inventories and other pre-payments.
3. Fixed assets include machinery and equipment, buildings, land and other long-term assets.
4. Return on Assets (ROA) is computed by dividing operating profits to total assets
5. Current ratio is computed by dividing short-term assets to short term debts.
6. Retained earnings represent accumulated earnings (losses) from the past.

The data in table 10-3 show that the assets of the company are highly dominated by
short-term assets. Short-term assets were 95% or more throughout the study period.
This asset structure is highly abnormal taking the nature of textile factories. The
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return on assets of the company has been negative throughout 1991/92-1997. It
decreased from –1% in 1991/92 to –24% in 1995 and –25% in 1997. Eritrea Textile
Factory has been underperforming the average return on assets of the enterprises
studied.
The current asset ratio is low. The financial data of the company show acute cash
shortage due to the continuos annual operating losses. The bank overdraft balance has
reached 11 million Nakfa at the end of 1997. The company is investing in current
assets only and fixed assets have been neglected. The fixed assets of the company are
almost fully depreciated. The plant and machinery account of Eritrea Textile Factory
shows 0.4 million Nakfa book value on December 31st, 1997. The company managers
stated during the interviews that one of the main constraints that the company is
facing in improving firm value is obsolete machinery. The production manager of
Eritrea Textile Factory commented that step by step modernisation of the mill starting
from the major bottlenecks could enhance company sales. He stated that the
introduction of combing machines at the Spinning Department could open a new
export market for the company T-shirts. Now they are less attractive to foreign
businessmen because they are not manufactured using combed yarns.
On average the debt to total assets of Eritrea Textile Factory has been 181%, which
is abnormal. The company is also financing its investments using short-term debts
only. The factory does not have a single long-term debt. In 1994, the Government
wrote-off outstanding debts of all state-owned enterprises which existed prior to May
24, 1991 and this decree helped the Eritrea Textile Factory to write-off 16 million
Nakfa.
The analysis of the ownership equity of Eritrea Textile Factory shows that the
Government as an owner did not invest new capital in the company throughout
1991/92-1997. The annual losses of the company have been accumulating and
decreasing its capital balances. The interviews with managers indicated that the
Government did nothing to revive the textiles industry finances. The Government
does not have any plan to subsidise the industry, except providing guarantee for bank
overdraft loans, which are growing each year.
The managers’ responses indicated that the main constraints that the industry is
facing in enhancing company finances are operating losses, a lack of an investor and a
lack of working capital fund for buying raw materials and others. According to the
general manager of Eritrea Textile Factory: “Losses make companies unattractive to
privatisation investors. The textile companies are not attracting investors due to their
operating losses and thus, to make them attractive to buyers they must be restructured
to enhance their profitability.”
The analysis of the Eritrean Textile Factory balance sheets revealed that there was
no significant addition to the fixed assets. At present the machinery is old and
frequent maintenance need is increasing production costs and inefficiency. The new
fixed assets to sales ratio was also on average 1% throughout 1991/92-1997. This
indicated that there was hardly any capital invested back in the factory in the form of
machinery, which is one of the major bottlenecks for greater profitability and
competitiveness of the factory. The managers interviewed feel that a phase by phase
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modernisation of machinery by starting from the critical areas such as spinning, model
cutting and knitting can help in restructuring company assets.
10.3.2 Managers’ Responses to Investment and Financial Restructuring
Table 10-4 summarises the managers’ responses to investment and financial
restructuring questionnaires.
Table 10-4 Summary of Managers' Responses to Investment and Financial
Restructuring Activities
Activities
Eritrea Textile
ALL TI
Factory
Enterprises
R
E
CF
R
E
CF
Investment

Number of respondents
New investment in equipment
Upgrading technology
Disposing off of fixed assets
Control of capital expenditures
Reduce collection period of
receivables
Increase payment period of
payables
Implement cash control
Change in inventory policy

4
3
3
2.5
3
2.3

4
2
2
1.8
2.5
1.7

4
3
5
2
0
0

11
2.6
2.5
2.1
2.2
1.6

11
1.6
1.6
1.7
1.9
1.5

11
21
9
7
4
0

1

1

1

1

1.2

1

2.5
1.3

2
1

0
0

1.9
1.5

1.9
1.5

1
3

Obtain new loans from banks
2
1.3
0
2
1.5
4
Reschedule old loans
1.8
1.8
0
1.4
1.5
0
Reduce inter-enterprise loans
2
2
0
1.3
1.4
3
Reduction of subsidy
1.5
1
0
1.2
1.1
0
Elimination of subsidies
1.5
1
0
1.2
1
2
Develop relation with creditors
2.5
2.5
0
2
1.9
5
Improve communication with
3
2.5
1
2.1
2.1
8
customers and suppliers
Issue new financial instruments
2
1
4
1.6
1.2
6
Seek foreign investors
3
2
6
2.7
1.6
18
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum of marks given by managers on criticality of the activities in the future
(CF ). For R and E a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means
some relevance or influence and a score of less than 2 represents low relevance or influence. For CF, a
high sum score shows a high criticality rank of an activity in creating value.

Financing

The results of the analysis of the investment restructuring activities questionnaire
revealed that investing in new machinery and upgrading technology are highly
relevant and are critical issues in enhancing firm value. In addition, the interviews
with the managers show that the factory has already assessed the machinery needs of
the company and are constrained due to a lack of finance to acquire this machinery.
There are also sewing machines that can be sold at the market to raise some money,
which have been kept idle at the company for over 9 years.
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The managers revealed that there was a plan to change the obsolete machinery
with new machines in collaboration with the Eritrean Peoples Front for Democracy
and Justice (EPFDJ). The company management and the prospective acquirer have
made an extensive study regarding the type of machinery and technology needed and
where to acquire these machines. There was a proposal of restructuring the machinery
in three phases. In addition, there was a plan to transplant the Spinning Department
because its present location is far (due to this the company is incurring transportation,
loading and unloading costs and also yarns are spoiled due to rain while they are
transported during the rainy season).
The interviewees also stated that the main constraint in restructuring investments is
money (finance). The production manager stated:
“The privatisation process had started two years ago and the Eritrean Peoples
Front for Democracy and Justice (EPFDJ) was interested in acquiring this
factory. Due to this, the Ministry of Trade and Industry did not bother much in
rehabilitating and restructuring the company as this factory was to be given to
EPFDJ. The factory was left in between the two and there was a problem on
who would make the capital injection required for reviving the investments of
the company. Finally, the would be buyer EPFDJ dropped its offer and the
company will be auctioned now to other buyers.”
Table 10-4 reveals that from the financial restructuring activities seeking foreign
investors, improving communications with customers and suppliers and developing
relationship with creditors are of high relevance in enhancing firm value, but the
managers feel that seeking foreign investors is the most critical in restructuring
finances. The managers also stated that the main obstacles to financial restructuring
are the annual operating losses. According to the general manager of the Eritrea
Textile Factory: “Nothing has been done to improve company finances. We only know
one way, that is, trying to earn profit to pay off debt. If this does not work, we resort
to bank overdrafts. We do not know any other method of finding finance.” The lack
of financial markets and private banks is restricting the financial restructuring that can
be done to improve finances. The Ministry of Trade and Industry determines the
financing policy of the state-owned enterprises. The company is not allowed to
contact or invite investors to bring in finances. In order to improve the profitability of
the company, the National Agency Board has to seek foreign investors in the form of
joint ventures, 100% private ownership and/or management contracts.
The delay in privatisation is influencing the performance of the textile companies.
According to the financial manager: “The delay of privatisation is aggravating the
financial problem of the company. The use of overdraft is hurting the company. Had
there been an ownership change, the new buyer would have injected new finances and
would have found new markets outlet’s to make the company prosperous. At present,
there is no skilled manpower to conduct market research and to improve company
finances.”
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10.3.3 Comparison of Investment and Financing of Eritrea Textile Factory with
the other TI Enterprises Studied
Like the managers of Eritrean Textile Factory, the managers of the other textiles
manufacturing enterprises studied did not make major investment in long-term assets
during 1991-1997 due to a lack of finance. The Government as an owner did not
provide funds to rehabilitate the factory and the managers were not able to invest from
retained earnings because the companies have been running on losses. The textile
companies have good metal and electrical workshops and experienced technicians
who have been maintaining the old machines. However, unlike the managers of
Eritrea Textile Factory, the managers of Asmara Textile Factory and Lalmba Sack
Factory have made some investment in order to rehabilitate the machinery. According
to the general manager of Asmara Textile Factory, in 1992 the company management
purchased about 12 million Nakfa worth of spare-parts to maintain the old machinery
using a loan from the Eritrean government. In order to substitute import of raw
materials (jute), Lalmba Sack Factory management rehabilitated Akordet Doum Fibre
Plant, a separate entity that supplies doum fibre to the company, by paying 12.7
million Nakfa. The investments made in 1993-1995 are 2.6 million Nakfa on
buildings, 7 million Nakfa on machinery and 0.4 million Nakfa on vehicles and 2.7
million Nakfa on working capital.
In order to produce quality yarn, the managers of Asmara Textile Factory
emphasised the need for rehabilitation of the Spinning Department of the factory. The
managers reported that there is a high demand for Knitwear articles and there is a
potential of increasing sales by increasing quality. However, the poor quality of the
yarns produced in the Spinning Department are resulting in poor quality products.
They responded that improving yarn quality is overriding for efficiency and
production throughout processing. The results will then be immediate, enabling
quality products to be produced at lower operating costs. They recommended
improvement of the Spinning Department machinery to enhance exports of T-shirts.
The managers of Asmara Textile Factory during the interview disclosed that
Asmara Textile Factory has some 15 residential houses (villas) adjacent to it,
originally built for expatriate staff, but now rented to some of the factory’s own
workers which could be disposed off to raise money.
The interviews with managers also revealed that the textiles manufacturing
enterprises are not utilising their capacity due to a lack of demand and there is an
acute cash shortage in financing working capital investments. The NASPPE has
restricted the purchase of raw material stocks to less than three months only and the
extension of credit to customers to only one month and even that is only allowed if the
debtor is a Government institution. This also made the companies less flexible and
less attractive for customers.
In order to alleviate interest and debt burden of all state-owned enterprises, the
Eritrean government cancelled all obligations to the Government and bank overdrafts
that were outstanding prior to the liberation of Eritrea. Due to this, the debt to total
assets ratio of the textiles manufacturing enterprises studied decreased to 98% in
1994. In addition, the Government has announced that it will absorb the company
debts outstanding at the time of privatisation. However, this gives a mixed signal to
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state-owned enterprises managers. It evidences that the Government will bailout the
companies if they do not succeed and thus, managers may resort to perverse
behaviour of borrowing from banks without prudent evaluation of the result. In 1995,
the debt to total assets ratio was 99%, but it increased to 125% in 1997 because there
was an increase in bank overdraft balances of Asmara Textile Factory and Eritrea
Textile Factory and Asmara Textile Factory management also borrowed a new longterm loan in 1996.
In order to financially discipline state-owned enterprises, the Government did not
give direct subsidies to enterprises. This was aimed at making the state-owned
enterprises financially self-sufficient. However, the textiles manufacturing enterprises
have been operating on losses and thus, resorted to bank borrowing using overdraft
facilities guaranteed by the government to finance operating as well as working
capital investments. The bank overdraft balance of the textiles manufacturing
enterprises studied has increased from 4.7 million Nakfa in 1994 to 26.1 million
Nakfa in 1997. This indicates that the managers are borrowing from banks to finance
operations and investments and the budget constraint is not hardening. It is an indirect
subsidy because the Government is guaranteeing the loan and if the company cannot
pay it, the government will pay the debt.
The textiles manufacturing enterprises have been chronic loss-makers and they
accumulated large deficits (a negative retained earnings balance). The Government’s
cancellation of obligations, which were due prior to liberation of Eritrea, improved the
financial structure of textile companies. However, the government as an owner did not
contribute any new investment to enhance the financial condition of the enterprises.
Due to this, the ownership equity balance of the textiles enterprises studied has
decreased from 0.9 million Nakfa in 1994 to negative 14.6 million Nakfa in 1997. The
companies are surviving due to the continuous bank overdraft support provided by the
Government; otherwise, it would have been difficult to run the enterprises as going
concerns. The managers are of the opinion that the companies will continue running
on losses because they provide employment and they are of national importance.
According to the general manager of Asmara Textile Factory:
“The Government is subsidising us by using bank overdraft in order to solve a
social problem. The factory employs about 2,000 workers. If the Government
closes this factory, the workers, as well as their families will face problems.
Assuming an average family of four, for instance, the closure of Asmara Textile
Factory would place about 8,000 persons in problem. The government is
concerned about this and thus, we will continue working at loss till the factory
is sold. By letting this factory operate at loss the government is solving a social
problem.”
The commercial bank of Eritrea is also government owned and is accepting loan
requests from state-owned enterprises without rigorous evaluation of the feasibility of
the projects and the probability of collection of the funds. The Government guarantees
the loan requests of the state-owned enterprises to avoid social problems. This is
resulting in bad debts because the loss making state-owned enterprises such as textiles
are not paying back their debts.
Unlike Eritrean Textile Factory and Lalmba Sack Factory which were borrowing
from a bank only, Asmara Textile Factory accounts indicated that the managers have
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been borrowing from other state-owned enterprises. The associated enterprises
account on average had been 12.5 million Nakfa for the years 1991/92-1997. This
evidences that the company had been supplementing its financial needs through inter
enterprise debts. When the government cut subsidies to financially discipline
enterprises, Asmara Textile Factory found another source of finance (borrowing from
sister plants) to survive.
The interviewees also stated that privatisation is becoming an obstacle to
investment. As a policy investment is not recommended and even spare-parts
purchases are constrained. The National Supervisory Board of Agency will not
approve any new fixed asset investment especially if factories had been incurring
losses. The privatisation process has affected company investments negatively.
According to the financial manager of Eritrea Textile Factory:
“Since the company is going to be privatised all activities are targeted towards short
term survival only. If we take, for instance investment in fixed assets, this will first
curtail future choices of technology and machinery of the private buyer and it will
also increase the sales price of the factory. If the demand for company products
increases, it will need new investment in machinery. Therefore, the old machinery
should be changed and technology should be upgraded. Privatisation is affecting the
investments in long-term fixed assets negatively. The factory may try to invest in new
machinery, but since the debt level of the company is very high the banks may not
offer credit to our company. In addition, since we are looking for new markets,
borrowing and investing to meet the needs of the new markets is highly risky.
Therefore, we are not promoting investments in long term assets. We plan to proceed
as it is till privatisation. We are planning only in terms of the short-term.”
Asmara Textile Factory is a highly integrated large textile factory and the size of
the company and its situation is making it unattractive to buyers. According to the
general manager of the company:
“The factory is diverse with many product lines such as fabrics, knitwear
articles and blankets and the machines are old. These constraints are making
privatisation of the company difficult. The investors, especially local investors,
do not dare to buy this factory because of its size and situation. It requires a
huge investment to revive this factory after privatisation. Due to this, it is
beyond the capacity of local investors. We did not get any interested investor so
far even though the factory has been offered fore sale since 1997. It seems that
privatising this company will take a long time.”
The analysis of investment and financing data from the balance sheets and the
managers’ responses indicated that most equipment requires complete
reconditioning or replacement and that the present machinery is producing narrow
fabric widths (90 cm), which are no longer demanded in most markets (where 130150 cm is more common now). The enterprise managers feel that much can be
done to improve production and product quality by rehabilitating bottlenecks such
as the spinning department’s machinery in order to upgrade the quality of the yarn
produced.
The financial condition of the textile companies is deteriorating each year. The
managers indicated that seeking foreign investors is highly relevant and critical.
During the interviews, the managers of Asmara Textile Factory elaborated on a
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joint venture experience they had with an Italian investor during 1984-1991. This
joint venture helped the company to introduce combing machines and to export
knitwear articles to Italy. The financial manager of Asmara Textile Factory also
stated that it is possible to enter into a joint venture agreement with the suppliers of
machinery because the suppliers are also in need of equipment buyers. This
indicates that a co-operation with suppliers of machinery or buyers of knitwear
articles can help the company to improve its machinery and to get access to new
markets.

10.4 Governance in Eritrea Textile Factory and the Other Enterprises in the
Textiles Industry
The textiles manufacturing enterprises, as the other state-owned manufacturing
enterprises in Eritrea, are owned and operated by the State. Prior to 1995, the Ministry
of Trade and Industry had been administering the state-owned industries. However,
afterwards, the Government has appointed a special agency known as NASPPE to
supervise and privatise the state-owned companies in Eritrea. The State President
appointed five members of Board of Directors of NASPPE who meet monthly to
follow up the activities of the privatisation agency. The NASPPE has its own
secretary who follows the daily activities of the office of NASPPE.
Prior to 1995, the managers did not have autonomy. The Ministry of Trade and
Industry was responsible for determining production, prices and other operational and
strategic directions of the companies. The general manager of Eritrea Textile Factory
stated the following: "From 1991 till 1994, even though there was management at the
factory, the management was under strict control and guidance of the Ministry. The
company management authority was very limited. For almost everything, the
company management should inform the Ministry of Trade and Industry (MTI)
officers and request their approval regarding pricing, sales, credit and other
decisions. This was creating constraints such as delays and bureaucracy in decision
making. The market does not give time for such kind of delays."
In 1995, the Government incorporated the state-owned enterprises as separate legal
entities and gave autonomy to the enterprises’ management. The enterprise
management team, composed of general manager, financial manager, marketing
manager and a representative of the employment union, governs the enterprises. Table
10-5 summarises the responses of managers to the governance restructuring activities.
The managers rated a change of ownership as highly relevant and critical in
creating value in both the Eritrea Textile Factory and the textiles manufacturing
enterprises studied in general. The Government has neglected the companies due to
the privatisation process and company managers feel that new ownership is vital for
creating value. The Eritrean Textile Factory managers disclosed that the Eritrean
Peoples Front for Democracy and Justice (EPFDJ) (the ruling political party) had an
intention of buying Eritrea Textile Factory. When the privatisation was on process,
the EPFDJ started implementing its own organisation chart, while the old organisation
chart was in place. This created confusion and management had a problem from
whom to get orders and to whom to be responsible, the Board of NASPPE or the
EPFDJ. In addition, the interviewees explained that this situation created a problem in
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Eritrea Textile Factory because the NASPPE neglected the company on the
assumption that the EPFDJ would acquire the company, but at the end the EPFDJ
dropped its offer.
Table 10-5 Summary of Managers' Responses to Governance Restructuring
Activities
Eritrea Textile
All TI Enterprises
R
E
CF
R
E
CF
Number of respondents
4
4
4
11
11
11
Change of incentive system
1.5
1
0
1.6
1.3
0
Change of power of stake holders
1
1
0
1.1
1.3
0
Change of management
2.5
2
2
1.8
1.6
9
Change of ownership
3
2
3
2.7
1.6
20
Change of privatisation method
1.8
2
0
1.6
1.7
2
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum of marks given by managers on criticality in the future (CF ). For R
and E a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means some
relevance or influence and a score of less than 2 represents low relevance or influence. For CF, a high
sum score shows a high criticality rank of an activity in creating value.

The managers of Eritrea Textile Factory except the general manager feel that a
change in management is of high relevance. According to the production manager of
Eritrea Textile Factory: "There is a communication problem between management
and employees. Employees are not well informed about their company's fate and
situation.” The general manager of the company also agrees that there is a
communication problem between management and employees. He stated the problem
as follows: “Due to the previous Ethiopian colonial system, employees perceive
managers as dictators who cannot be touched. We want to develop a team-working
spirit. We want that managers and employees to feel like a family. To this end, we are
trying to improve the perception of the employees.”
Textile company workers are entitled for a bonus if the company shows accounting
profit in a fiscal year. The bonus structure based on the level of accounting profit is
presented in table 10-6.
Table 10-6 Bonus Scheme of Textiles Manufacturing Enterprises in Eritrea
Net Profit
Amount of Bonus
Over 1.3 million Nakfa
One month’s salary
800,001 – 1,300,000 Nakfa
20 days salary
400,000 – 800,000 Nakfa
13 days salary
Up to 400,000 Nakfa
6 days salary
Source: Primary data collected during interviews
The data presented above revealed that there is a bonus plan, but this plan has not
been applied in both Asmara Textile Factory and Eritrea Textile Factory due to
operating losses. The financial manager of Eritrea Textile Factory stated: "There is an
incentive policy, which is based on company profits, however, the company has been
showing losses for quite some time. Thus, employees know that it would be hard to
show profit under present condition and thus it does not motivate them. They are paid
low and no salary increment has been provided while other factories and civil
servants of Eritrea received salary increments due to the increase in living standards
in Eritrea.” The interviews with company managers also revealed that employees as
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well as managers are paid low in the textile companies in comparison to the salary of
other civil servants and workers in the private sector. The workers are not happy with
their pay and they are leaving the companies. Those who are still working are those
who cannot find other suitable jobs. The managers said that skilled workers such as
technicians are leaving the textile factories themselves for other lucrative jobs in the
private sector. The general manager of Lalmba Sack Factory stated: “We are not able
to retain our mechanics due to the attractive salary that the private enterprises are
paying. We are not able to hire new technicians because our salary scale is
unattractive. Thus, technical employees are leaving the factory.” The production
manager of Asmara Textile Factory also stated the problem as follows:
"The company is losing highly skilled technicians due to low salary. They are
allowed to leave, but they are taking many years of experience with them. The
company also has been training high school graduates by providing scholarships to
attend technical school and paying stipends. After completing the technical training,
the technicians are placed in the company workshops. At present, these new trainees
are leaving immediately for other jobs. Therefore, the company should introduce
contracts for specific years to deter them form leaving the company early."
Lalmba Sack Factory has paid workers bonuses when the company showed profit
in 1993, 1994 and 1995. In addition, the company used to pay additional money on
piece rate basis. Upper and lower limits were set and if a person produces more than
the daily rate he/she receives additional income. The production manager of Lalmba
Sack Factory, however, made the following remark: "Employees were aware of this
and were working hard. At present, however, there is a problem of sales and it has
affected these kinds of incentives."
The managers' responses to their influence as a team on the governance
restructuring issues indicated a low score. This evidences that the company
management has less influence on the issues because the NASPPE is responsible for
the search of new investors and a change of management. In terms of criticality also,
the managers believe that a change of ownership is the most critical issue followed by
a change of management in both Eritrea Textile Factory and the TI enterprises
studied.
The managers of Eritrean Textile Factory and the other TI enterprises studied
demonstrated that human resource development is essential to upgrade the skills and
knowledge of the employees and the management. The general manager of Eritrea
Textile Factory stated the following: “Training should be given in various subjects. If
investors bring new technology, it needs trained manpower in engineering. There is
also a need in improving the financial management of the company. Had there been
skilled market researchers, they would have identified where we could sell our
products. These and other kinds of training are vital for the enhancement of the health
of this company.”
It is not only the old machinery that should be blamed for the poor performance of
the textile enterprises studied, but also to the shortcomings of the managerial input
such as poor management and a lack of technical knowledge which also contributed
to such an outcome. The managers are selling products below manufacturing costs
due to overproduction and poor pricing policy. Key management personnel has to be
provided with management and technical training courses with the objective of
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bringing their knowledge up to date with the modern management philosophy and
with modern technology.

10.5 Value Creation (loss) and Problems in Eritrea Textile Factory and the other
TI Enterprises Studied
A sound understanding of the company’s past performance provides an essential
perspective for developing and evaluation a forecast of future performance and
identifies restructuring potential that unleashes value trapped within the company.
table 10-7 presents the value created or destroyed in the textiles manufacturing
enterprises studied.
Table 10-7 Value Created (lost) and ROTC of Eritrea Textile Factory and the TI
Enterprises [Amount in 1,000 Nakfa]
Eritrea Textile Factory
Total TI Enterprises
Year

1991/
92
13,170
938

1995

1997

6,862
-2,597

Annual
Average
6,334
-1,317

54,863
-6,472

46,843
-5,146

Annual
Average
39,838
-3,589

11,937
419
12,358
12,817

9,715
332
10,047
10,226

38,572
1,659
40,231
35,828

54,375
1,966
56,341
55,656

46,017
895
46,912
50,729

51,104
1,746
52,849
55,724

ROTC3
-1%
-26%
-20%
-13%
3%
-12%
-10%
Cost of Capital4
12%
12%
12%
12%
12%
12%
12%
Value Created (loss)5
-749
-4,045
-4,135
-2,180
-3,361 -13,150 -11,234
Source: computed from annual accounts received on request by the courtesy of the companies
Notes: 1. Net operating profit adjusted for taxes (NOPAT) is computed by deducting taxes paid (rather
than estimated) during the year from the operating profit.
2. Average assets for the year = (beginning + ending)/2
3. Return on total capital (ROTC) = (NOPAT/average assets of the year).
4. The cost of capital is estimate of consultants in Eritrea. There is no capital market and thus,
computation of cost of capital using the usual methods of capital asset pricing model and
others are not possible. The consultants use the banks lending rate as a proxy and adjust it for
industry risk in evaluating cash flows. The industry lending rate of banks in Eritrea to stateowned enterprises is 8.5% and then they add additional risk premium depending on the
industry. The cost of capital estimate of the textiles industry is 12% [BTTG, 1997]. In
addition, I have consulted the financial managers of the company if they think this rate is
excessive or low.
5. The value created (lost) = [NOPAT- (average assets for the year x cost of capital)]

-6%
12%
-9,867

Sales
Net Operating Profit After Tax
Adjustment (NOPAT)1
Working Capital
Fixed Capital
Total Assets
Average Assets for the Year2

1991/
92
2,441
-80

1995

1997

6,430
-2,757

6,208
317
6,525
5,577

12,116
248
12,363
10,737

Table 10-7 indicated that the Eritrea Textile Factory and the enterprises studied in
general have been destroying value throughout the study period. Eritrea Textile
Factory lost on average a value of 2.2 million Nakfa each year and the enterprises
studied in general lost on average 9.9 million Nakfa each year. In 1997, Eritrea
Textile Factory lost 4.1 million Nakfa and the enterprises studied in total lost 11.2
million Nakfa mainly due to the privatisation announcement and the trade problem
between Ethiopia and Eritrea.
The following reasons can be cited for these large value losses by analysing the
financial data. (1) The textile companies’ managers have not been investing in fixed
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assets and have not been modernising their machinery. The managers have been
investing mainly in working capital. Since the fixed assets are fully depreciated, they
are not helping the companies to produce a competitive product at low cost, because
the repair and maintenance costs of the old machinery is high and the productivity of
the old machinery is low. (2) The net operating profits after taxes (NOPAT) of
Asmara Textile Factory and of Eritrea Textile Factory have been losses for the whole
study period. Lalmba Sack Factory operations also resulted in a loss starting in 1994
because the two salt work factories, which were the main customers of the company,
shifted to plastic bags.
Table10-8 Summary of Managers' Responses to Problems in Creating Value
Problems
Eritrea Textile
All TI Enterprises
R
E
CF
R
E
CF
Number of respondents
4
4
4
11
11
11
Absence of orders, contracts
2.7
2
5
2.2
1.8
10
Lack of cash
1.7
1.7
0
2.2
1.6
7
Non paying debtors
1
1
0
1.2
1.2
0
Disturbances of materials supply
1
1
0
1.5
1.4
2
High bank debt
2.3
1.7
0
2.4
1.4
4
High trade liabilities
1
1
0
1.5
1.3
1
Irregularity of production operation
1
1
0
1.6
1.3
5
Irregularity in energy supply
1
1
0
1.2
1.1
0
Irregularity in fuel supply
1
1
0
1.1
1.1
0
Energy cost (electricity)
2.3
1.7
0
2
1.4
5
Poor work discipline
1
1
0
1.6
1.4
0
Staffing by management
0.8
1
2
2.1
1.6
2
Operating losses of the company
2.3
1.7
0
2.4
1.6
8
Employment lay off
0.8
1
0
1.6
1.3
2
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum marks given by managers on criticality in the future (CF ). For R and E
a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means some relevance or
influence and a score of less than 2 represents low relevance or influence. For CF, a high sum score
shows a high criticality rank of a problem in creating value.

The managers of Eritrea Textile Factory identified absence of orders are highly
relevant and critical problem that influences the creation of value. The managers of
the enterprises studied in general also feel that an absence of orders is of some
relevance, but highly critical in influencing value creation. Moreover, the managers of
Eritrea Textile Factory rated high bank debts, operating losses of the company, energy
cost, and a lack of cash to be of high relevance, but less critical. The managers’
responses revealed that they could hardly influence these problems.
The interviews also revealed that one of the main problems that the textiles
manufacturing enterprises are facing is obsolete machinery. The managers were not
able to replace these old machines due to a lack of finance. Since the companies are
losing money, they cannot finance replacement projects from their own retained
earnings and the Government has not been subsidising them. The old machines
require spare parts. According to the production manager of Lalmba Sack Factory:
"There was a big problem of a lack of spare parts for the machines. Now, we are
trying to solve this problem by rehiring pensioned maintenance workers on a contract
basis and reworking previously thrown spare parts in our workshops. We have also
reorganised our maintenance workers from areas where there were many workers to
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the areas where there were acute shortages of maintenance workers.” Moreover, the
financial manager of Asmara Textile Factory stated that since the machines are
outdated, the manufacturers do not produce their spare parts any more and thus, the
manufactures have to establish special workshops to meet spare parts requests. This is
making the spare parts expensive.

10.6 Industry Overview
Textiles belong to the largest industries in the World economy. The textile industry
supplies a basic human necessity and exists in some form in most countries of the
world. Cotton, which is the traditional raw material of the industry, is grown in
temperate and tropical zones. The textile industry in Eritrea is an important part of the
Eritrean economy and could be a crucial part of its future development. It is the
largest manufacturing sector of the economy with 4,055 workers in 1996 [BTTG,
1997]. The sector has been a significant exporter to Ethiopia and Europe. In the
following sections, we present the financial performance and the results of managers’
responses to restructuring questionnaires of the textile enterprises studied.
10.6.1 Overview of Financial Performance of Textile Industry
The operations of the textile manufacturing enterprises studied showed that the
enterprises in general lost money. On average the enterprises studied lost 3.9 million
Nakfa each year for 1991/92-1997. The operating profit margin also decreased from
2% in 1991/92 to –13% and –11% in 1995 and 1997 respectively. The sales of the
companies studied increased, but the cost of sales was greater than the sales revenue
generated during 1995 and 1997. The enterprises lost market shares in Eritrea as well
as in Ethiopia, due to competition, imports of substitute products and high costs. The
productivity of the companies studied also decreased due to sales decline and despite
some lay-offs, the TI enterprises have a large number of workers.
The analysis of the investments of the companies studied showed that the shortterm assets increased from 40.8 million Nakfa in 1991/92 to 54.4 million and 46
million Nakfa in 1995 and 1997 respectively. The fixed assets of the companies
studied decreased from 2.2 million Nakfa in 1991/92 to 2 million and 0.9 million
Nakfa in 1995 and 1997 respectively. There was no major investment in modernising
the obsolete machinery of the industry. The new fixed assets to sales ratio had been
1% on average for the years 1991/92-1997. This indicates that the level of capital
expenditure incurred to sustain production was minimal. The return on total assets
(ROA) decreased from 0.7% in 1991/92 to –12% and –11% in 1995 and 1997
respectively due to the increase in the operating losses of the companies. The current
ratio, which measures the ability of the firms to repay short-term debts indicated that
on average the companies studied had a current ratio of 69% for 1991/92-1997. This
is less than 1 and indicates that the companies are facing a liquidity problem.
The analysis of the textile industry finances revealed that the enterprises except
Lalmba Sack Factory have been financing their operations and investments using
bank overdrafts and other short-term debts. The government wrote-off outstanding
government obligations such as profit taxes and dividends, which were outstanding
prior to the liberation of Eritrea. This decree has helped companies to reduce the debt
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to total assets ratio from 202% in 1991/92 to 99% in 1995, but afterwards it increased
to 125% in 1997. The easy access to finance due to government guarantees is
providing soft loans to managers. Analysis of the ownership equity of the textiles
companies revealed that the government did not inject new capital and that the annual
operating losses resulted in a negative (deficit) retained earnings balances of 38
million and 47 million Nakfa in 1995 and 1997 respectively. This evidences that he
financial viability of the textile enterprises has deteriorated substantially due to losses.
10.6.2 Overview of Management Responses to Restructuring Activities in TI
The managers’ responses to operations restructuring revealed that seeking new
markets is the only activity of high relevance and the most critical in the future in
enhancing revenues, but the managers as a team are less empowered to influence this
activity. Moreover, the managers identified that being selective towards suppliers
(2.4), more effective use of resources (2.3), improving production efficiency (2.2),
establishing sales offices (2.1), increasing exports (2) and reduction of employees(2)
are of some relevance, but the managers feel only more effective use of resources will
be critical from these activities. The managers are of the opinion that the management
as a team is less empowered to influence these activities. The managers of Lalmba
Sack Factory also identified a change in the area of activities as critical due to the
present loss of their market share to substitute products. The rest of the activities are
less relevant in creating value.
The managers’ responses to the investment and financing restructuring
questionnaire indicated that seeking foreign investors, new investment in equipment
and upgrading technology are of high relevance and critical in value creation. The
managers see foreign investors as potential saviours. The managers feel that they are
less empowered to influence these activities because NASPPE restricts managers
from making long-term investments and from contacting foreign investors and
agencies. In addition, the managers are of the opinion that controlling capital
expenditures (2.2), disposing off of fixed assets (2.1), improving communications
with customers and suppliers (2.1), obtaining new loans from banks (2) and
developing relationships with creditors (2) are of some relevance. Except disposing of
fixed assets and improving communications with customers and suppliers, these
aspects are less critical activities. The managers believe that they have some influence
on improving communications with customers and suppliers, but they feel that they
are less empowered on the rest of the activities.
The managers’ responses to governance restructuring revealed that a change of
ownership is the only highly relevant and critical issue in creating value from the
governance activities listed while the managers have hardly influence on this activity.
The managers’ responses to the problems questionnaires also indicated that high bank
debt (2.4), operating losses (2.1) and energy cost (2) are problems with some
relevance for enhancing firm value. However, in terms of criticality the managers feel
that absence of orders is the most critical, followed by operating losses and a lack of
cash.
The managers interviewed also indicated that the political instability in Eritrea is
hindering foreign investment. The managers stated that prior to 1996 (the EritroYemen conflict over the Hanish Islands) investors were asking to buy companies
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because Eritrea was politically stable and with two ports it could be used for shipping
manufactured goods easily to the Middle East and Europe. However, according to the
managers, after the conflict with Yemen, investors are worrying about the political
stability of Eritrea and the present conflict with Ethiopia worsened the image. The
managers suggested that the Eritrean government has to solve the border conflict and
create political stability to attract investors.

10.7 Conclusions
The transformation of textile enterprises, far from being assured by a change in
ownership, would be a more difficult, lengthy and uncertain process than had initially
been anticipated. The TI enterprises studied were auctioned at the beginning of 1997.
However, there is a lack of interested buyers. The NASPPE had a plan of completing
the process by the end of 1997, but in practice it is difficult to privatise enterprises “as
they are”. The short-term survival strategy followed in the companies is moreover,
negatively influencing firm value.
The operations of both Eritrea Textile Factory and the TI enterprises in general
resulted in a loss due to a lack of demand for company products and non-competitive
prices due to high manufacturing costs. The managers of Aligheder Cotton Plantation
(Eritrea) are asking the managers of textile enterprises to buy the cotton grown in
Eritrea at World market prices, which is expensive. The TI enterprises managers
emphasised that seeking new markets is the most relevant and critical activity in
increasing sales and that there is an opportunity exporting to EC countries due to the
Lome IV convention. However, the old machinery is hampering production of quality
products. Moreover, blending synthetic materials such as polyester with cotton can
help the companies to produce affordable products for the local markets and for
export markets in the neighbouring countries.
The textile enterprises studied had been investing mainly in working capital and the
fixed assets of the company are old and fully depreciated. The managers feel that
phase by phase modernisation of the machinery starting from the critical areas such as
the spinning department can improve product quality. The main obstacle for
replacement of the machinery is finance. Eritrea Textile Factory and Asmara Textile
Factory are working with bank overdrafts and the managers feel that the government
will continue operating the companies at losses to solve a social problem. They also
feel that privatisation of these companies will take a long time. The managers
considered seeking foreign investors as the most relevant and critical financial
restructuring activity. The managers also believe that co-operation with machinery
suppliers and foreign customers of textile products in the form of joint ventures or
other alliances can help the factories to modernise equipment and to provide them
with access to new markets.
The analysis of governance of the enterprises studied revealed that there was
neglect from the owner and that managers are less empowered to influence the
restructuring activities. The salary scale of the companies is not helping managers to
retain or hire skilled professionals. Technicians are leaving the textile companies to
other lucrative jobs in the private sector. In addition, the managers identified a
training need in textile technology, engineering, marketing and financial management.

Chapter 10

212

The enterprises studied destroyed value during 1991/92-1997 due to absence of
orders, obsolete machinery and problems of finance due to the continued operating
losses of the companies each year. Restructuring enterprises by training managers and
other professional employees in textile technology, marketing, quality management
and financial management may help in creating value. Value can also be created by
laying-off redundant workers and by increasing the salary of the remaining workers,
by improving relationships between the government and management and between
management and employees, and finally, by introducing machinery in the critical
areas such as spinning department.

Chapter 11
Comparative Study of Food, Beverage, Footwear and
Leather, and Textile Industries
11.1 Introduction
The purpose of this chapter is to compare the operations, investments, financing and
governance of food processing, beverage, footwear and leather and textile industries
in Eritrea. Moreover, this chapter highlights the influence of privatisation on the
performance of the industries studied.
In section 11.2, we present the financial performance and in section 11.3, we
describe the management perceptions of the value creating activities. In section 11.4,
we discuss and analyse the operations, investment and financing, governance and
problems. Finally in section 11.5, we summarise and conclude the chapter.

11.2 Financial Performance
The results of operating, investment and financing performances of the food
processing industry (FPI), beverage industry (BI), footwear and leather industry (FLI)
and textile industry (TI) in Eritrea are summarised in table A11-1. Financial
statements help in tracking the results of business operations, investments and
financing and value creation. In this section, we will focus on key financial
relationships and indicators that allow to assess past performance and also to project
future results. Financial ratios serve best to point out changes in financial condition
and they help to illustrate the trends and patterns of changes of the business under
study.
Operations
The operating profit margins of the food (FPI), beverage (BI), footwear and leather
(FLI) and textile (TI) industries in Eritrea for the period of 1991/92-19981 are shown
on figure 11-1.
Figure 11-1 The Trend of Profit Margins of the Industries
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1. In the previous chapters, we have analysed the financial data up to 1997 only because the 1998 data
were not available, however, since we have received the 1998 data at this point we have included it in
computing the financial performances.
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Figure 11-1 shows differences in profit margins of the industries studied. The
beverage industry has been highly profitable, while the textile industry has been
unprofitable. The food and the footwear and leather industries were also profitable.
Prior to 1995, the footwear and leather industry was more profitable than the food
industry, while afterwards, the food industry became more profitable than the
footwear and leather industry due to the increase in profit margin of Barka Canneries,
related to the start of the National Military Service Program in Eritrea. In 1995,
(except for the beverage industry) the operating profit margins increased because the
government gave autonomy to enterprise managers with respect to operations like
determining sales prices, credit periods, purchases and other operation level decisions,
which previously were approved by the Ministry of Trade and Industry. The profit
margin of the beverage industry did not increase in 1995 because the managers of
Asmara Brewery (a major beverage producing company) invested in modernising
machinery and this increased the depreciation costs, which in turn increased the cost
of manufacturing. However, in 1997, the profit margins of all the industries studied
decreased due to the privatisation announcement and the diminishing exports to
Ethiopia.
Sales Prior to 1991, the companies were not working under normal situation due to
war of liberation. In 1991/92, the first year of operation under normal condition, the
sales of the companies increased. In 1995, the sales of all the industries increased due
to both increases in prices and volume of sales. The highest increase was found in the
beverage industry (79%) and the lowest increase was of the textile industry (22%).
The sales of food processing and footwear and leather industries also increased (68%
and 45% respectively). However, in 1997, the sales of beverage and textile industries
decreased (12% and 20% respectively). In that year, the food and footwear and leather
industries increased (1% and 4% respectively).
Cost structure The material as a percent of sales helps in comparing the material costs
used. The liberalisation of trade and prices in Eritrea has influenced the prices of
material inputs in the manufacturing industries. Figure 11-2 shows the material costs
as a percent of sales for the four industries.

Percent of Sales

Figure 11-2 The Trend of Materials Placed into Production as Percent of
Sales
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Figure 11-2 shows differences in material costs in the industries studied. Material
costs as a percent of sales of the food processing industry were the highest throughout
the study period, while the material costs as a percent of sales of the beverage industry
were the lowest. The beverage industry is a least cost producer because one of the
main materials, water, is locally available and is cheap. Moreover, for imported
materials the managers are contracting suppliers for a whole year supply when the
material prices are cheap. The material costs as a percent of sales of the footwear and
leather industry was 60% in 1991/92 but decreased to 56% in 1995 because the
government used to set the prices of the finished hides low and because it also
restricted the export of raw hides. In addition, the managers in the Dahlack Shoe
Factory imported raw materials (plastic granules) from Saudi Arabia (a neighbouring
country) instead of from far away countries such as the Czech Republic and Italy,
which helped them to save on transportation cost of the materials. However, in 1997,
the material costs as a percent of sales increased to 70% because the government
stopped interfering in the setting of prices of tanneries. The managers of the tanneries
slightly increased the prices of finished leather, which in turn increased the costs of
the footwear industry.
The material costs as percent of sales in the textile industry were 39% in 1991/92,
but increased to 62% in both 1995 and 1997. The increase in the price of cotton, from
about 3 Nakfa per kg in 1991/92 to about 13 Nakfa per kg in 1997, caused the
increase in the manufacturing costs of the textile companies. Unlike the footwear and
leather industry, the government has not been restricting the exports of cotton and the
Aligheder Cotton Plantation managers are obliging the textile companies to buy
cotton at world market prices.
Value added The value added per employee measures the productivity of employees
in the industries. The beverage industry has added values per employee because of the
increase in sales of beverages and due to the decrease in number of employees.
Though the beverage companies are the most profitable companies in Eritrea, their
managers laid-off the highest number of workers in terms of employment in 1991/92.
On the contrary, the textile industry operations resulted in a decrease in value added
of 1.1 thousand and 0.9 thousand Nakfa per employee in 1995 and in 1997
respectively. During the interviews, the managers explained that they did not conduct
major labour restructuring because workers, in particular technical staff members, are
leaving the textile companies into other lucrative jobs in the private sector. The food
processing industry added value of 17 thousand and 19 thousand Nakfa per employee
in 1995 and 1997 respectively. The value added per employee in the food processing
industry was low in comparison to the sales of the industry because of an increase in
the material costs and government intervention in sales prices in Red Sea Flourmills
and Alpha Food Products. Moreover, few workers were laid-off. The value added per
employee in the footwear and leather industry increased from 2 thousand Nakfa per
employee in 1991/92 to 21 thousand Nakfa in 1995 due to the increase in sales, but it
decreased to 15 thousand Nakfa per employee in 1997 due to the privatisation process
and the trade barriers of the Ethiopian Government.
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Investment and Financing
Return on assets The return on assets (ROA) measures the profitability of an industry.
It is computed by dividing operating profits into the total assets employed in
generating the operating profits. Figure 11-3 shows the return on assets of the
industries studied over time.
Figure 11-3 The Trend of the Return on Total Assets of the Industries
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Similar to the results of operating profit margins, figure 11-3 reveals that the beverage
industry had the highest return on total assets while the textile industry had the lowest
return on total assets during the study period. The beverage industry return on assets
increased from 26% in 1991/92 to 41% in 1995, but declined to 23% in 1997. The
beverage industry return on total assets has been declining since 1996 because there
was an increase in total assets due to the investment of Asmara Brewery which
increased the total assets and reduced operating profits due to the increase in
depreciation costs. The return on assets of the food industry increased from 2% in
1991/92 to 14% and 18% in 1995 and 1997 respectively due to the increase in demand
for canned foods for the military in Barka Canneries and the increase in demand for
wheat flour in the Red Sea Flourmills. The return on assets of the footwear and leather
industry also increased from 3% in 1991/92 to 24% in 1995 due to the improvement
of the profitability of the Dahlack Shoe Factory and the tanneries in Eritrea. However,
the ratio decreased to 15% in 1997 due to the decrease in sales of the footwear
factories. The return on assets of the textile industry decreased from 0.7 % in 1991/92
to –12% and –11% in 1995 and 1997 respectively due to the frequent operating losses.
Asset structure. The asset structure shows the composition of the short-term assets
(cash receivables, inventory and other prepaids) and fixed assets (land, building,
machinery and equipment and long-term investments). The short-term assets as a
percent of total assets of all the industries were more than 90% in 1991/92. This
evidences that the industries are heavily using short-term assets. The level of fixed
assets of the industries was thus less than 10% despite the fact that the beverage,
tanneries and textile (garment making) industries are considered as capital intensive.
This indicates that the machinery and equipment is old and requires replacement.
However, the beverage industry acquired new machinery and thus, the short-term
assets as a percent of total assets of the beverage industry decreased to 68% and 58%
in 1995 and 1997 respectively.
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New fixed assets. The new fixed assets as a percent of sales indicates the amount of
sales reinvested in the business in the form of fixed assets. The managers in the
beverage industry have made a large investment of 32% of the sales in 1995 and
another 15% in 1997. The other industries did not make major investments in fixed
assets. The new fixed assets as a percent of sales were 3% or less throughout 1991/92,
1995 and 1997. The managers of the enterprises during the interviews elaborated that
they did not replace the old machinery due to a lack of finance and due to a restriction
imposed by the board of NASPPE.
Financial structure The debt to total assets ratio indicates the percent of the total
assets financed by debt. Figure 11-4 presents the total debt to total assets ratio of the
industries studied.
Figure 11-4 The Trend of Debt to Total Assets Ratio of the Industries
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Figure 11-4 shows the development of the financial structure of the industries studied.
The textile industry is highly indebted, while the other industries are relatively of low
debt. The textile industry had a 202% debt (abnormal) in 1991/92 due to the
accumulated operating losses that resulted in a large negative (deficit) balance of the
retained earnings. This evidences that the textile industry assets are financed totally by
debt and moreover, the managers are using debt to cover operating expenses of the
companies because the retained earnings balances of the companies show negative
balances (deficit). The beverage and footwear and leather industries also had a 75%
and 80% debt proportions respectively in 1991/92, while the food processing industry
had 47%. In 1994, the government wrote-off all outstanding obligations to the
government that were due on May 24, 1991 (the date of the liberation of Eritrea). This
decree has reduced the debt of all industries. After 1995, the debt to total assets ratio
of the food, beverage and footwear and leather industries decreased further, while the
debt of the textile industry increased. The textile industry has been borrowing money
from banks and from other state-owned enterprises in order to finance operations and
investments due to a lack of internally generated funds as a result of the operating
losses. However, despite the availability of government guaranteed bank overdraft
loans, the managers of food, beverage and footwear and leather industries did not
borrow from banks. The managers during the interviews expressed that the interest
rate is high and due to this, they prefer to use internally generated profits. The
managers of the food, beverage and footwear and leather industries did not finance
their operations or investments using long-term debts. Finally, the profitable
industries have been paying high amount of taxes because the managers did not use
debt as a tax shield.
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Value Creation (loss)
Value is created when the return on total capital (ROTC) exceeds the estimated cost
of capital in a business. The change in value created (lost) is computed by measuring
the difference between the return on total capital and the estimated cost of capital of
the business. Figure 11-5 shows the change in value created (lost) in the industries
studied.

Change in value created (lost)

Figure 11-5 The Trend in Change in Value Created (Lost) of the Industries
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Figure 11-5 shows that the food, beverage and footwear and leather industries
increased the value created in 1995, while the textile industry reduced the value lost.
However, in 1997 the value created in most industries declined. In 1997, the value
created in the beverage industry declined sharply and the value lost in the textile
industry also increased. The large amount of sales in the food processing industries
did not generate high operating profits because of the interference of the government
in setting product prices and profit margins of Red Sea Flourmills. The increase in
operating profits of the beverage industry and the formation of a joint venture in Red
Sea Bottlers increased the fixed asset investments of the beverage industry. In the
footwear and leather industry there was some performance improvement in 1997 in
comparison to that of 1996, because the performance of the tanneries improved.
However, in 1997, the footwear and leather industry did not create value. The
continued operating losses of the textile industry constrained the finances of the
enterprises and limited the replacement of old assets. Due to this, the textile industry
has been destroying value throughout 1991/92-1997.
The Influence of Enterprise Reforms and Privatisation Announcement
The analysis of the financial data revealed that the performance of food processing,
beverage and footwear and leather industries increased in 1995 and decreased in 1997.
The performance of the textile industry was poor but the managers minimised the
losses in 1995 while the losses increased in 1997.
The managers interviewed indicated that starting 1995, the government introduced
enterprise reform measures to restructure the companies. The government transformed
the companies into autonomous corporations 100% of the shares owned by the state
and established a separate agency (the NASPPE) to follow up the activities of these
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state-owned enterprises. At the beginning of 1995, the Government also authorised
enterprise management to handle operational matters such as determining sales price,
purchasing from suppliers of their choice and planning and implementing production,
which were previously required approval of the Ministry of Trade and Industry. This
autonomy improved the decision-making power of enterprise managers.
In order to assess the influence of these enterprise reforms that were introduced in
1995, we have compared the performance of 1995 and 1996 with those of previous
years' performances of 1993 and 1994. The before and after comparison to assess
reform outcomes is used in the study of privatisation [Megginson and Netter, 1999;
Boubakri and Cosset, 1998] and these authors used variables such as profit margin,
return on total assets and debt to total assets. Moreover, they analysed the data using
one to three years of time to evaluate the influence of privatisation. Similarly, we are
using sales, profit margin, value added per employee, return on total assets, debt total
assets and value created (lost) to assess the influence of enterprise reform in Eritrea on
the performance of the industries studied. We have compared the performance of
before reforms (1993 and 1994) and after reforms (1995 and 1996) (see table A11-2
in the appendices). We have selected two years because starting the beginning of 1997
the privatisation announcement restricted the reforms. Table 11-1 shows comparison
of performance changes following the enterprise reforms of 1995.
Table 11-1 Comparisons of Performance Changes Following Enterprise Reforms
in 1995 [Sales, Value Added and Value Created are in 1,000 Nakfa]
Variables
Food
Beverage
Footwear
Textile
Processing Producing and Leather Manufacturing
Operations
Sales
+81,695
+86,609
+28,730
+22,307
Profit margin
+4%
-3%
-3%
+12%
Value added per employee
+10
+112
+8
0
Investment and financing
Return on total assets
+9%
+5%
+4%
+4%
Debt to total assets
+5%
+11%
-16%
-28%
+9,146
+29,187
+1,562
+3,499
Value created (lost)
Source: computed from annual accounts received on request by the courtesy of the companies
Notes: + indicates increase in the average performance following reforms in 1995 and 1996 in
comparison to that of 1993 and 1994.
- indicates decrease in the average performance following reforms in 1995 and 1996 in
comparison to that of 1993 and 1994.

Table 11-1 evidences that the average sales of after enterprise reform increased in
all industries. The sales increases in the food processing and the beverage industries
were higher than the sales increases of the footwear and leather and the textile
industries. The analysis of the change in profit (loss) margin shows that the average
profit margin of food industry increased by 4% while the operating loss margin of the
textile industry also decreased by 12%. This evidences that the managers of textile
industry minimised the loss that they have been incurring. However, the profit margin
of the beverage and the footwear and leather industries decreased by 3%. In the
beverage industry the new investment in machinery increased the depreciation costs
and reduced the profit margin of the industry, however, the volume of sales increased.
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The average return on total assets of 1995 and 1996 was higher than that of 1995
and 1996 in all industries. The return on total assets of textile industry had been
negative, but after the enterprise reforms of 1995, the loss on total assets decreased by
4% in comparison to that of 1993 and 1994. The average debt to total assets of food
processing and beverage industries increased, while those of footwear and leather and
textile industries decreased. In the food processing and beverage industries the
increase in production and sales increased the short-term debts such as creditors’
balances and deposits for bottles in the beverage industry. The footwear and leather
and textile industries were highly indebted, in particular the textile industry and the
Government at the end of 1994 cancelled all debts outstanding on May 24, 1991
(liberation of Eritrea). This decree helped the industries to write-off debts. However,
as previously shown in this chapter, the textile industry debts are increasing again.
The value created (lost) shows whether value was created or lost after the
enterprise reforms in comparison to the performance before the implementation of
these restructuring measures. The value created (lost) improved after the enterprise
reform in all industries. The value created in the beverage industry was the highest.
The textile industry also minimised the value lost after the enterprise reform
comparatively by 3.5 million Nakfa per year in 1995 and 1996. This evidences that
enterprise restructuring enhances the value created (lost) in the industries.
In order to assess the influence of privatisation process on the performance of the
industries studied, we compared the performance of the industries before (1995 and
1996) and after the privatisation announcement (1997 and 1998) (see table A11-3 in
the appendices). Table 11-2 summarises the comparison of performance changes
following privatisation announcement at the end of 1996.
Table 11-2 Comparisons of Performance Changes Following Privatisation
Announcement at the End of 1996 [Sales, Value Added and Value
Created are in 1,000 Nakfa]
Variables
Food
Beverage
Footwear
Textile
Processing Producing and Leather Manufacturing
Operations
Sales
+44,360
-8,978
-10,342
-17,030
Profit margin
-5%
-13%
-5%
-5%
Value added per employee
-2
-14
-5
0
Investment and financing
Return on total assets
-1%
-20%
-8%
-1%
Debt to total assets
-15%
-25%
+8%
+14%
-3,835
-33,666
-5,315
-703
Value created (lost)
Source: computed from annual accounts received on request by the courtesy of the companies
Notes: + indicates increase in average performance following privatisation announcement end of 1996
(1997 and 1998) in comparison to that of 1995 and 1996.
- indicates decrease in average performance following privatisation announcement at the
end of 1996 (1997 and 1998) in comparison to that of 1995 and 1996.

Table 11-2 shows that except for the food processing industries, the sales of all
industries decreased following privatisation announcement. In the food processing
industry, there was increase in sales because the demand for the food products has
increased and the two main companies Barka Canneries and Red Sea Flourmills are
under the Ministry of Defence and are not going to be privatised in the near future.
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The profit margin and the value added per employee of food processing, beverage and
footwear and leather also decreased after privatisation announcement, while the
textiles remained the same.
The return on total assets decreased in all companies after privatisation
announcement. The debt to total assets ratio decreased in the food processing and
beverage industries while it increased in the footwear and leather and textile
industries. The managers of textile companies have been financing their operations
and working capital investments using government guaranteed bank overdrafts. In the
footwear and leather industry, only the managers of Dahlack Shoe Factory resorted to
bank overdraft borrowing, the other managers believe that the bank interest rate is
high and they are financing their operations and working capital investments using
retained profits.
The value created in the food processing, beverage and footwear and leather
industries decreased after privatisation announcement. The value created in the
beverage industry decreased on average by 33.7 million Nakfa in 1997 and in 1998 in
comparison to the average value created in 1995 and in 1996. The value lost in textile
industry also increased on average by 0.7 million Nakfa in 1997 and in 1998 in
comparison to the value lost in 1995 and in 1996. This evidences that the
announcement of privatisation decreases the value created in the food processing,
beverage and footwear and leather industries, while it also increased the value lost in
the textile industry. The managers during the interviews explained that due to the
privatisation process the Government is restricting the action of managers to create
value.
In order to further explain and discern the cause of the decline in performance of
the state-owned enterprises, we compared the performance of state-owned and
privately owned manufacturing enterprises in Eritrea before and after the privatisation
announcement. We used census data of performance indicators of the manufacturing
enterprises employing 10 or more persons in Eritrea prepared by the Ministry of trade
and Industry. We have used the operating performance indicators of number of
establishments, number of employees, gross output (revenue from sales and from
other services or income), gross inputs (includes cost of materials and supplies used in
production, cost of fuels and electricity and cost of repairs and maintenance) and
value added at factor costs (gross output-gross input-indirect taxes net) (see table
A11-4 in the appendices).
Table A11-4 indicates that in general, the operating performance indicators show
that the performance of the state-owned enterprises declined in 1997 in comparison to
that of 1996, while in the same period the performance of the private companies
improved. The number of state-owned enterprises remained the same, while that of
private companies increased by 48 firms in 1997 in comparison to that of 1996. The
number of employees in the state-owned enterprises also decreased by 970 persons in
1997 in comparison to that of 1996, while in the same period that of the privately
owned companies increased by 2,537. The gross output of the state-owned enterprises
decreased by 52 million Nakfa in 1997 from that of 1996, while in the same period
that of privately owned firms increased by 179 million Nakfa. The gross input in
state-owned enterprises decreased by 13 million Nakfa in 1997 in comparison to that
of 1996, while in the same period that of privately owned enterprises increased by 109
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million Nakfa. Finally, the value added at factor cost in state-owned enterprises
decreased from 315 million Nakfa in 1996 to 270 million Nakfa in 1997, while in the
same period the value added of the private companies increased from 37 million
Nakfa to 103 million Nakfa.
The decrease in value added at factor cost in the state-owned enterprises in Eritrea
in 1997 in comparison to that of 1996, while in the same time the private companies
working in similar condition are adding value provides an additional evidence that the
privatisation process is affecting the creation of value in the state-owned
manufacturing enterprise in Eritrea. If the privatisation process takes a long time, it
may further reduce the value created in state-owned enterprises.
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11.3 Managers’ Perception of Restructuring Activities
The summary of the results of the managers’ perceptions of restructuring activities is
presented on tables A11-5-A11-7. In this section, the relevance (whether an activity is
essential for creating value) and the criticality (whether an activity is crucial) of these
activities according to the managers perception are discussed as well as whether there
are differences among industries are studied. In addition, the empowerment
(competent influence to create value) of the management team on these activities is
assessed.
The relevance and empowerment responses of the managers are clustered into
three groups to reduce data and enhance interpretation of the results as discussed in
chapter 5. Average scores of 2.5-3 show high relevance or high empowerment while
average scores of 2-2.4 show some relevance or some empowerment. Average scores
of less than 2 indicate less relevance or low empowerment. The criticality responses
of the managers are ranked data and to preserve the rank, we have summed up the
criticality scores. A high criticality score shows an activity is crucial in creating value
in the future.
The managers’ perceptions on restructuring activities are compared using radar
charts and bar charts. The charts give pertinent information on how managers perceive
the relevance and criticality of the restructuring activities and the empowerment of the
management team. However, in order to save space, we have presented some charts in
the following sections in the body text while the other charts are included as
appendices to this chapter.
Operations
Relevance The responses of the managers to the operational restructuring activities are
discussed in clusters of high relevance (2.5 and above), of some relevance (2-2.4) and
of less relevance (below 2). Figure 11-6 shows the relevance of the revenue
restructuring activities.
Figure 11-6 The Relevance of Revenue Generating Activities
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The managers of the footwear and leather and textile industries consider seeking new
markets of high relevance in creating value, while the managers of the food and
beverage industries feel it is of some relevance. The footwear and leather and textile
industries are oriented towards export markets, mainly Ethiopia, while the food and
beverage industries are mainly oriented towards the domestic markets. The managers
of the footwear and leather industry feel that increasing export efforts is of high
relevance, while the managers of textile industry consider this activity as of some
relevance. The managers of beverage industry consider an increase in advertising as
of high relevance, while the managers of the other industries feel it is of less
relevance. During the interviews, the managers of the beverage companies elaborated
that the government prohibits advertising of alcoholic products on radio and on
television. However, the managers are trying to promote their products by using
billboards and by giving out free samples and silverware. The managers of the
footwear and leather industry consider a strengthening of the marketing department of
high relevance, while the managers of the textile industry perceive the establishment
of a sales office as of some relevance in creating value. The managers feel that the rest
of the activities are less relevant in increasing sales.
Figure 11-7 The Relevance of Costs and other Operating Activities.
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Figure 11-7 reveals that the managers of the food, beverage and footwear and leather
industries consider improving production efficiency of high relevance, while the
managers of textile industry believe it is of some relevance. The products of the food,
beverage and leather industries are highly demanded and the managers are of the
opinion that increasing production will help in increasing sales and in creating value.
All managers consider being selective to suppliers as of some relevance. The analysis
of the financial performance indicated that material costs are high in all the companies
studied and the interviews also highlighted that some managers like managers of the
Dahlack Shoe Factory have been reducing costs by communicating with suppliers.
The managers of the beverage and the footwear and leather industries consider more
effective use of resources of high relevance, while the managers of the food and the
textile industries perceive this activity of some relevance. The managers of the food
and the footwear and leather industries rated a change of quality also of high
relevance. The managers from the beverage industry feel that increasing wages is of
some relevance while the managers from the textile industry feel that a reduction of
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employment is of some relevance. The respondents feel that the rest of the activities
are less relevant.
Criticality Figure 11-8 shows the criticality of operating activities in the four
industries.
Figure 11-8 The Criticality of Operating Activities in Creating Value
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Note: The criticality scores of the industries are given in table A11-5. The maximum criticality score
possible for the food processing and beverage industries is 36. However, since we have interviewed 13
managers and 11 managers in the FLI and TI respectively, the maximum criticality scores possible of
these industries are 39 (FLI) and 33 (TI).

Figure 11-8 in general reveals that the managers indicated that seeking new markets is
expected to be the most critical activity, followed by improving production efficiency
and more effective use of productive resources and a change in product quality.
Moreover, managers from the textile industry consider seeking new markets will be
the most critical activity, while managers from the footwear and leather industry
consider a change in product quality to be most critical. The managers from the food
processing industry feel that a more effective use of productive resources and an
improvement in production efficiency are the most critical activities. Managers from
the beverage industry consider seeking new markets and improving production
efficiency critical because the companies have invested in new machinery and this is
expected to increase production. Due to this, the managers indicated that it is essential
to look for export markets in order to absorb the increase in production.
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Empowerment The responses of the managers to the restructuring activities also
revealed whether the management team is empowered to create value. Table A11-5
and figures A11-1 and A11-2 show the empowerment of managers on revenue
generating and cost and other operating activities respectively. The managers of
beverage industry consider that the management has high influence on seeking new
markets, increasing advertising, being selective to suppliers, more effective use of
resources and improving production efficiency. The managers of the textile industry
perceive that the management team is less empowered on the most relevant activities
for creating value. The managers of both the food and footwear and leather industries
perceive the management team as having high empowerment on changing product
quality. The managers of food and beverage industries feel that the management team
is more empowered in comparison to how the managers of the footwear and textile
industries perceive the empowerment of their management team.
Investment and Financing
The managers also indicated the relevance and criticality of investment and financing
activities and the empowerment of the management team on these activities.
Relevance In general the respondents consider new investment in equipment and
upgrading technology of high relevance. In addition, the managers feel that improving
communications with customers and suppliers, seeking foreign investors,
implementing cash control techniques and controlling capital expenditures of some
relevance in creating value.
Figure 11-9 The Relevance of the Investment and Financing Activities
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Figure 11-9 shows that the investment restructuring activities are more relevant in
comparison to the financial restructuring activities in the industries studied. Except for
the managers of the footwear and leather industry, all other managers consider new
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investment in equipment and machinery of high relevance. The footwear industry is
labour intensive, while the leather industry is capital intensive. Except for the
managers of the beverage industry, all other managers consider upgrading technology
of high relevance in creating value. The beverage industry managers perceive
upgrading technology as of some relevance because they have already invested in new
machinery with advanced technology. The managers consider the working capital
management activities less relevant in comparison to the long-term investment
activities in fixed assets.
The managers of the footwear and leather and food industries consider improving
communications with customers and suppliers of high relevance in creating value and
the managers of textile industry feel that it is of some relevance. The managers of
textile industry consider seeking foreign investors of high relevance due to a lack of
finance for investments and they feel that foreign investors can alleviate the financial
problem that the enterprises are encountering. The managers of the beverage and the
footwear and leather industries consider seeking foreign investors as less relevant
because the companies have less financial problems in comparison to the financial
problems that the textile companies are encountering. The managers of the textile
industry consider borrowing new loans from banks of some relevance, while the other
managers feel that it is of less relevance. During the interviews, the managers
elaborated that the interest rate of the Commercial Bank of Eritrea is high and unless
they get low interest loans from the World Bank or other agencies they prefer to use
internally generated funds.
Criticality In general, the managers consider new investment in equipment and
upgrading technology as critical from the investment restructuring activities and
improving communications with suppliers and customers and seeking foreign
investors as critical from the financial restructuring activities. Figure A11-3 shows the
criticality of investment and financing activities.
Though all managers consider new investment in equipment and upgrading
technology critical, the managers of the footwear and leather industries feel these
activities are more critical in comparison to how critical the other managers consider
them. The managers from the textile industry consider seeking foreign investors as
more critical in comparison to how critical the other managers perceive this activity.
The managers of the footwear and leather industry also indicated obtaining new loans
from banks as more critical in comparison to how critical the other managers ranked
this activity. During the interviews, the managers explained that obtaining loans at
low interest rates from the World Bank or other agencies could help the companies to
modernise equipment. However, they stated that they do not want to borrow from the
Commercial Bank of Eritrea due to high interest costs. The managers of the footwear
and leather industry also consider improving communications with customers and
suppliers as more critical in comparison to how critical the other managers think it is.
The beverage industry managers are investing in new machinery and this is expected
to increase production. Due to this, the managers consider finding customers and
improved communications with the existing customers as critical. The managers
consider the rest of the financing activities as less critical.
Empowerment The managers identified new investment in equipment and upgrading
technology of high relevance, but the managers consider that the management team is
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not highly empowered on influencing these activities (see figure A11-4 in the
appendices). The managers of the food processing industry feel that the management
team has some influence on these activities and the managers of footwear and leather
industry feel the management team has some influence on upgrading technology. The
managers of the beverage industry feel that the management team is less empowered
on both (new investment in equipment and upgrading technology) activities. Due to
privatisation Asmara Brewery and Asmara Wine and Liquor Factory are restricted
from making long-term investments. The managers are more empowered on the
working capital investment activities in comparison to the long-term investment
activities. The textile industry managers consider their management team as the least
empowered in comparison to how the managers of the other industries feel on the
empowerment of their management teams.
The managers also indicated that improving communications with suppliers and
customers is a relevant activity in creating value and the managers consider that the
management team has some or high influence on this activity. The managers of the
food and footwear and leather industries perceive the management team to have high
influence, while the other managers consider that the management team has some
influence on this activity. The managers of the food industry also believe that the
management team has some influence on developing relationships with key creditors.
On most of the other financing activities, the management team is less empowered
and the managers are not allowed to seek foreign investors or to contact foreign banks
for loans.
Governance
Relevance The managers of the textile and footwear and leather industries consider a
change in ownership of high relevance, while the managers of beverage industry
consider it as of some relevance. The managers of the food processing industry
perceive ownership change as less relevant because two out of the four food
processing enterprises selected for this study are not offered for sale. Except for the
managers of the textile industry, the managers of the other industries consider a
change in incentive system as of some relevance in creating value. The rest of the
activities listed are considered as less relevant.
Criticality The managers perceive a change in ownership as the most critical activity,
followed by a change in the incentive system and a change of management. The
managers of footwear and leather and textile industries consider a change in
ownership as more critical in comparison to how the managers of the food and the
beverage industries perceive it to be. The managers of the footwear and leather, food
and beverage industries consider a change in incentive system as critical.
Empowerment The managers consider that the management team is less empowered
on the governance activities listed. Only the managers of the food processing industry
indicated that they perceive the management team as having some influence in
changing the incentive system. The governance activities such as a change in
ownership, a change in management and a change in privatisation method envisaged
are mainly the responsibility of NASPPE.
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Problems
The responses of managers to the problems questionnaires revealed the relevance and
criticality of the problems and the empowerment of the management team in
influencing these problems.
Fig. 11-10 The Relevance of Problems
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Relevance Figure11-10 shows the results of the relevance of the problems according
to the managers. The managers of the textile industry are encountering more problems
in comparison to the managers of the other industries. The managers of the textile
industry revealed that a high bank debt, operating losses, absence of orders, a lack of
cash, staffing by management and energy costs are problems of some relevance in
creating value. The managers of the food processing industry consider disturbances in
materials supply as a problem of high relevance, while the managers of the footwear
and leather industry consider this activity as of some relevance. The managers of the
food processing industry also consider irregularity of production operations as of
some relevance. The managers of the beverage industry rated all the problems listed
as less relevant.
Criticality Figure 11-11 shows the criticality of the problems of investment and
financing activities. The managers consider an absence of orders and contracts,
disturbances in materials supply, irregularity in production operations and energy
costs as critical. The managers of the footwear and leather and the textile industries
consider an absence of orders and contracts as more critical in comparison to how the
managers of the food and the beverage industries consider them to be. The managers
of the footwear and leather industry consider a lack of cash more critical in
comparison to how the other managers’ consider it to be. The managers of the food
and the footwear and leather industries consider disturbances in materials supply as
more critical in comparison to how the managers of the beverage and the textile
industries consider it to be. The managers of the food and the beverage industries
consider irregularity in production operations as more critical in comparison to how
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the managers of the footwear and leather and the textile industries perceive this
problem. The managers of the beverage industry consider irregularity in energy
supply as more critical in comparison to how critical the other managers feel. The
managers of the food, beverage, footwear and leather industries consider energy costs
(electricity) as critical and the managers of the textile industry consider operating
losses as critical.
Figure 11-11 The Criticality of Problems
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Note: The criticality scores of the industries are given in table A11-7. The maximum criticality score
possible for the FPI is 36 while that of BI and TI is 33 because we have interviewed 11 managers in
both. However, since we have interviewed 13 managers in the FLI, the maximum criticality score
possible is 39.

Empowerment Figure A11-5 shows the empowerment of the managers on the
problems listed. The managers of the beverage industry feel that the management
team has high influence on the absence of orders and some influence on staffing,
laying-off employees, a poor work discipline, operating losses, a lack of cash and high
trade liabilities (creditors balances). The managers of the textile industry consider that
the management team is less empowered on all the problems listed. The managers of
the footwear and leather industry consider that the management team has high
influence on disturbances in materials supply and some influence on the lack of cash
and the poor work discipline. The managers of the food processing industry also
perceive that the management team has some influence on the poor work discipline,
disturbances of materials supply and irregularity of production. The managers
perceive that the management team is less empowered on the rest of the problems
listed.
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11.4 Discussions
In this section, we will discuss and compare the main issues of operations, investment,
financing, and governance.
Operations
Products demand Except for the wine products of Asmara Wine and Liquor Factory,
the products of the beverage industry (such as beer and Coca-Cola) are highly
demanded by consumers. On the contrary, there is low demand for most of the major
fabrics and knitted articles of the textile factories (except blankets, bed sheets, yarns
and towels). There is also a high demand for food products such as wheat flour, bread
and edible oil because these are basic necessities. Prior to 1994, there was less
demand for canned foods of Barka Canneries and the financial condition of the
company deteriorated. However, in 1994 the demand for canned foods increased
because the government started the National Military Service program. The
government is also subsidising wheat flour of Red Sea Flourmills. Since it is
subsidised, the price of a quintal of wheat flour is low and thus there is a high demand
for it. The demand for leather products is high in the local as well as in the export
markets, but due to skin damages during slaughtering and transportation and old
machinery in the leather processing plants, the quality of the tanned leather is
becoming of low grade. The footwear products had demand in the Ethiopian markets,
but trade is halted due to the present war with Ethiopia. However, the military and
working leather boots still have high demand locally. The managers are also trying to
export leather shoes to the Great Lakes Region of Africa.
Competition From the interviews, it can be concluded that there is not much
competition with imports in the beverage companies, while there is fierce competition
in the textile companies due to the liberalisation of trade and prices. The beverage
companies’ managers are relying on low cost of materials and cheap labour to repel
imports and they are setting the price low so that it will be affordable to consumers.
However, textile products from foreign countries such as China are selling at a lower
price in Eritrea because the foreign manufacturers are mixing cotton and polyester.
The managers of textile companies are using 100% cotton in order to produce the
highest quality while at the same time the consumers are looking for affordable fabric.
The textile companies were used to produce large quantities during the socialist era in
order to meet the target set. At present, however, they do not tailor their production
towards customers’ demand. With respect to pricing there is also a difference between
the two industries. In fact, there was collaboration on prices among beverage
companies. For instance, Asmara Brewery and Asmara Wine and Liquor Factory
produce similar liquor products and they negotiate the sales price to avoid a price war
at the local market. At the same time there was a fierce competition among the local
textile factories.
There is less competition in the food processing industry because there is a strong
supplier and producer relationship among them. The Red Sea Flourmill supplies
wheat flour to Alpha Food Products and the National Edible Oil Factory supplies
cooking oil to Barka Canneries. Due to this there was good co-operation among the
food producing enterprises. The financial manager of Alpha Food Products elaborated
his factory’s relationship with Red Sea Flourmills as follows: “Since both factories
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are government owned, there is good co-operation.” In the footwear and leather
industry, the footwear manufacturing enterprises have been competing with imports in
the local market and with the footwear manufacturing enterprises of Ethiopia in the
Ethiopian markets. However, the competition was less in comparison to that of the
textile manufacturing companies because the Eritrean shoe products are qualitatively
better and they had a good reputation with the customers. When the government
nationalised the footwear factories in 1975, the managers continued producing shoes
with the previous private owners trade logo and name in order to maintain the
reputation of the shoes. After independence of Eritrea also, the managers continued to
produce with the same moulds and designs. The shoes are still produced with a
trademark made in Ethiopia and unlike the textile factories' products; this helped in
reducing the political attitude of consumers in Ethiopia. In the tanneries, the Keih
Bahri Tannery had less competition in the domestic markets because it is the sole
supplier of hides, while in the export markets it has been competing with other
developing countries hides. Asmara Pickling Tannery produces goat and sheepskins
and has been competing with the private tanneries in Eritrea and there is a high
competition in attracting suppliers of skins.
Selling experience Beverage companies have been distributing their products in
Eritrea with their own sales staff during the Ethiopian period. This helped that staff to
acquire sales skills for over thirty years. On the contrary, the textile and footwear
industries had been selling their products directly to Ethiopian Domestic Distribution
Corporation (EDDC). The textile and footwear companies thus were only occupied
with production that was based on the command economy of Ethiopian Socialist
Government. When the Eritrean Government liquidated the EDDC, the two industries
faced an acute problem of know-how and a lack of skilled sales staff. The food
processing enterprises have been selling to the Ministry of Defence and other
institutions such as hospitals. There was a high demand for food products (except for
the canned foods of Barka Canneries during 1991-1994) and due to this, the
companies in the food processing industry encountered less sales problem than the
textile companies.
Cost structure The cost structures of the beverage and the other industries are
different. In 1997, material costs were 21% of sales in the beverage industry, while it
was 62% in the textile, 57% in the food and 70% in the footwear and leather
industries. The beverage companies were minimising cost by laying-off redundant
workers, minimising energy cost and treating wastewater for reusing it in washing
cars. The managers of Asmara Brewery also were entering into contracts with
suppliers for a whole year supply when materials were cheap. The beverage company
managers were stressing the need for keeping the quality at international standards to
compete and they were not emphasising a reduction of material input at the expense
of quality. The interviews revealed that the textile factories were even more trying to
minimise costs because the import competition put pressure on them to reduce their
sales prices. A special feature is that the textile companies are not engaged in major
labour restructuring because employees are leaving the companies themselves for
better paying private sector jobs.
The financial data revealed that material costs as a percent of sales of the food
processing industry have been high and the managers consider disturbances of
materials supply critical and perceive improving communications with suppliers of
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high relevance. The Barka Canneries produces meat products, lentils and vegetable
products. Vegetables are locally grown and are cheap but seasonal. Due to this the
managers usually produce vegetables during the season and during off-seasons they
produce meat and lentils products. The managers have been purchasing beans, lentils
and red pepper from Ethiopia and when the trade problem with Ethiopia started, the
managers shifted to other countries such as India and Australia. However, though
these countries provide high quality, it is more expensive in comparison to what the
companies have been importing from Ethiopia. This increased the material costs.
Eritrean farmers grow beans and lentils but not on a commercial basis and they are
less informed about the possibility of selling their produce to the food processing
enterprises. Eritrea also has a long-coast line with rich marine resources. Barka
Canneries is testing on laboratory scale the production of canned fish. Diversifying
product lines into raw materials that can be found in abundance at the country can
make companies least cost producers and may help them to create value.
The managers of the footwear and leather industry as well consider disturbances in
material supply critical and improving communications with suppliers as highly
relevant. There is high competition for skins and the tanneries are at a disadvantage
because they cannot decide on prices without a committee meeting while private
owners decide on the spot and are therefore able to buy quality skins. There is also an
information problem regarding the world prices of skins. The footwear industry has
been receiving tanned skin at a low price before 1995, but afterwards the tanneries
increased price and thus the material costs for the footwear industry are increasing.
Supplier-producer-consumer linkages Figure A11-6 shows that many of the
enterprises studied are linked to each other. The Aligheder Cotton Plantation is the
sole supplier of cotton to the textile companies and Asmara Textile Factory supplies
ginned cotton to Eritrea Textile Factory and cotton seeds to National Edible Oil
Factory, which in turn supplies cooking oil to Barka Canneries. Barka Canneries also
produces canned meat and hides and skins of the livestock slaughtered are supplied to
the tanneries. Keih Bahri Tannery processes hides and the tanned leather is used for
upper shoes and soles in the footwear industry.
A change in one of the enterprises affects the supplier producer relationship of the
other enterprises linked. For instance, due to low demand for canned foods, Barka
Canneries was not fully functioning prior to 1995. This influenced the performance of
the tanneries due to a shortage of hides and skins. After 1995, the financial
performance of the tanneries improved because the supply of hides and skins
increased due to the increase in the production of Barka Canneries and the allowance
of the government of an increase in finished leather prices. On the other hand, Denden
Glass Works used to supply empty bottles to the beverage producing companies,
however, when the government liquidated the factory, the beverage companies
encountered a shortage of empty bottles. Asmara Brewery management is trying to
solve this problem by introducing draft beer and the management of Red Sea Bottlers
is now importing bottles from abroad.
The military is also the core customer of many enterprises studied. Table A11-8
shows enterprise products consumed by the military (the Ministry of Defence). This
evidences that the Ministry of Defence is a major buyer of the products and in the
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future, even if companies are privatised, the new owners may benefit by maintaining a
good relationship with the government in order to retain it as a major customer.
Flexibility The beverage companies introduced new products, changed their product
mix, enhanced their distribution channels and tried to expand their local markets by
establishing sales offices. For example, Asmara Wine and Liquor Factory faced a
problem in 1992 when the main consumers of its wine products (Ethiopian soldiers)
had left at the liberation of Eritrea. Then, the company shifted its production mix from
70% wine and 30% liquor products prior to liberation to 70% liquor and 30% wine.
This strategy helped the company to become profitable again. Textile companies do
not (yet) show such flexibility. For instance, Lalmba Sack Factory had been profitable
because it used to produce sacks for two major customers. However, when the two
major customers shifted to using plastic bags, the company lost its major market and it
experienced financial problems. The factory management tried to retain the customers
using plastic lined bags, but they were not able to reduce costs and then could not
compete on price with the plastic bags imported from abroad. Textile factories also
have a variety of product lines such as knitwear, yarns, blankets and variety of fabrics.
Some of these product-lines are highly profitable (blankets, bed sheets and towels),
but the weaving looms that produce these product lines are limited. The textile
managers were not able to add more looms to meet the market demand. Moreover,
textile companies managers did not introduce new products. Another example is
presented by the Lome IV convention. At that convention the European Economic
Community allowed selected developing countries to sell product quota free in
member countries, while the customers would receive a tax rebate for buying from the
developing country because of this convention. Eritrea is entitled to sell its products
quota free in EEC member countries, but the textile companies' managers were not
able to sell to this available market opportunity.
The food processing and the footwear and leather factories, except Dahlack Shoe
Factory, were also not very flexible. For instance, The managers of National Edible
Oil Factory are operating the company only for two months due to a shortage of
cottonseeds. The managers did not shift to other oil seeds that can be processed like
sesame seeds, which are available in Eritrea. The Red Sea Flourmills produces wheat
flour from imported wheat. When the world market price of wheat increased, the
management continued importing wheat at a high price. However, shifting to
processing hard wheat, sorghum and maize, which are available in Eritrea would have
reduced costs. At present the management is planning to install a flourmill that
produces sorghum flour. Unlike the other footwear and leather processing factories,
the Dahlack Shoe Factory management was more flexible. The management
introduced a new product line (plastic utensils) and also eliminated the commission
charges of intermediaries and made company products competitive by directly
distributing to wholesalers and retailers in the Ethiopian markets. In addition, the
management reduced materials transportation costs by shifting to suppliers who are in
the neighbouring country (Saudi Arabia, previously they were buying from the Czech
Republic and Italy).
Diminishing Ethiopian exports The textile and footwear companies as well as the
beverage companies have been selling their products in Ethiopian markets since the
time of their establishments. The food and leather industries have been selling their
produce at local markets or export markets in Italy. After the liberation of Eritrea on
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May 24, 1991 the companies continued exporting their products to Ethiopia due to the
free trade agreement signed between the two countries. The main challenge that the
companies faced from 1991 to 1996 was changing the attitude of Ethiopians towards
Eritrean products, because many Ethiopians were boycotting Eritrean products for
political reasons. The Eritrean companies tried to change this attitude of the Ethiopian
customers by attending trade fairs, while they were also trying to sell at a lower price.
At the beginning of 1997, however, the Ethiopian government started levying
custom taxes at its borders. This made Eritrean products non-competitive price-wise
at Ethiopian markets, while also the delays at the border increased the cost of
transporting the goods to Ethiopia. Despite all these challenges the Eritrean
companies continued to sell their products by reducing their sales price. However, in
November 1997, the Eritrean government introduced a new currency in Eritrea: the
Nakfa. The Nakfa replaced the Ethiopian Birr, which had been the official legal
currency in both Eritrea and Ethiopia. This created a problem on how goods should be
exchanged between Ethiopia and Eritrea. The Ethiopian Government stressed that a
hard currency such as the US Dollar should be used as an intermediate currency. This
would involve transaction costs, and the Eritrean Government maintained that the
exchange rates should be left to the market and that the traders could use whatever
currency they wanted. This disagreement and the forced use of letters of credit in
Ethiopia virtually stopped trade between the two countries and the textile and the
footwear industries were the most hurt. The outbreak of a war between Ethiopia and
Eritrea in 1998 finally stopped the trade of goods between the two countries.
Government intervention The government is subsidising the Red Sea Flourmills and
determines the sales price and the profit margin of the company. This is helping the
bakeries to buy at low cost, but the government also determines the profit margin they
charge. Though the food processing companies’ sales are large, their operating profits
are low due to government restrictions on sales prices and on profit margins. In the
footwear and leather industry also prior to 1995, the government had been restricting
the tanneries to set their prices low and this helped the footwear manufacturing
enterprises. However, after 1995, the government gave autonomy to company
management and the tanneries are setting their prices and thus, they have introduced
price increases which benefited the tanneries but increased the cost of the footwear
manufacturing enterprises. In addition, the government proclaimed a free market
policy and the Eritrean businessmen exported raw skins directly and the tanneries
encountered a lack of skins. However, afterwards, the government prohibited export
of raw skins without added value and the supply of skin increased and the
performance of the tanneries increased. The price of cotton also has been increasing
because the management of the only cotton plantation in Eritrea, which is stateowned, is asking the textile companies to buy the cotton at world market prices. The
managers of textile companies have been buying cotton from Ethiopia, though it is of
lower quality in comparison to that of Eritrea. However, at present they are obliged to
buy from Eritrea at world market prices and this is benefiting the Aligheder Cotton
Plantation, while the textile companies are becoming non-competitive cost-wise.
Culture and customs The culture and customs of the society also influence the
industries. The increase in the custom of visiting relatives and then giving an
alcoholic drink has helped Asmara Brewery and Asmara Wine and Liquor Factory to
increase liquor sales, while the negative attitude of people towards wine drinking
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decreased the sales of wine products of Asmara Wine and Liquor Factory. The
Eritreans also are not accustomed to eating canned foods due to the availability of
fresh foods and the availability of ample time of women who are mainly engaged in
house keeping. This has made it difficult to sell canned foods of Barka canneries to
the general public. The older generation of Eritreans was using fabrics for making
clothes, but the new generation shifted to ready made clothes and thus, the textile
companies that are producing fabrics are losing market.
Investment and Financing
Old machinery The financial data revealed that the short-term assets of all industries
studied were more than 90% of the total assets in 1991/92. This indicates that the
fixed assets of the industries were old and highly depreciated. In most industries
(except in the beverage industry), this is still the case. Most of the equipment there
requires complete reconditioning or replacement. Obsolete machinery leads to
frequent breakdown, increases cost of production and decreases productivity. The
company staff has nevertheless considerable capabilities to undertake repairs of
mechanical and electrical components and this capability is helping companies to run
the old machinery. The old machinery requires spare-parts, but the companies are
encountering problems in getting the spare-parts because the manufacturers do not
exist any more or because they do not produce such obsolete machinery any more. If
spare parts are then needed, the suppliers have to set up new workshops. This makes
the spare-parts expensive and the interviewed managers stated that it is sometimes
cheaper to buy new machinery. However, since the government is not authorising
long-term investments, the managers have no option except for continuing to use the
old machinery incurring high costs of repairs and of spare-parts.
New fixed asset investment In line with the previously mentioned problems, the new
fixed asset investments as a percent of sales indicated that (except for the beverage
industry) the industries did not make major investments in machinery. The managers,
however, consider new investment in equipment and upgrading technology of high
relevance and critical, but the managers consider themselves as less empowered to
influence these activities. During the interviews the managers explained that there is
an authorisation problem. The government has been pressuring companies to keep
using old machinery. Some managers in the beverage industry were able to make a
major renovation of machinery due to the formation of a joint venture of Red Sea
Bottlers and Asmara Brewery managers also rehabilitated the preparatory departments
using retained operating profits. However, the government stopped the 2nd phase of
the project and the company did not benefit from its 1st phase investments. The
government is also rejecting new investment plans even if the companies have enough
funds such as Barka Canneries (which is not offered for privatisation). Many
companies know the machinery they need and completed feasibility studies such as
Alpha Food Products and Eritrea Textile Factory, but due to a lack of funds and a lack
of authorisation from the government, the managers could not implement the
investment projects.
Financing The analysis of the financial structure of the industries using the debt to
total assets ratio showed that there is a difference between the textile and the other
industries studied. The debt to total assets ratio of the textile industry was 202% of the
total assets in 1991/92. This shows that the operations of the textile companies
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resulted in losses and the retained earnings balance became negative (deficit) due to
continued losses. The managers during the interviews elaborated that they have been
borrowing from banks using the government guaranteed bank loans to finance
operations and investments. Asmara Textile Factory also borrowed from other stateowned enterprises such as Asmara Brewery due to the financial constraints faced. The
managers are paying high interest costs, but they believe that the government will
keep funding the companies using bank loans to solve the social problem of
employment, as the textile factories are the largest employers in Eritrea. Indeed, the
government is guaranteeing bank loans to manufacturing industries and due to this the
budget is not hardening and managers of textile factories are borrowing from the bank
to finance operations.
In 1994, the government cancelled all debts that were outstanding at the time of
liberation. This has reduced the debt level in textile, beverage and footwear and
leather industries. There is a theory based concern that writing–off debts gives a
signal to managers that the government will intervene at the time a company is in
financial trouble and the managers may therefore proceed with borrowing without
prudential analysis of the loans for working capital and fixed capital investments.
Though the government allows enterprises to borrow from banks using overdrafts,
the food, beverage and footwear and leather enterprises generally, did not use their
overdraft bank accounts, except for the Dahlack Shoe Factory. During the interviews,
the managers elaborated that the interest rate of the Commercial Bank of Eritrea is
high. The managers prefer to borrow at a lower interest rate from the World Bank and
other financial institutions for a long-term investment, though many feel that they can
finance their operations from retained earnings. In order to avoid interest payments,
the managers have been using internally generated funds by retaining profits. The
government was not collecting its dividends prior to 1997 and this gave managers of
Asmara Brewery the possibility to invest the retained funds in machinery.
The managers have not been borrowing to avoid interest payments while there is a
dire need of finance for investments. Interest payments have a tax saving advantage
because interest expenses are deductible for tax purposes. The managers have been
financing working capital and fixed capital investments using retained earnings. Even
though the companies are government owned, they are separate corporate entities.
Financing of operations and investments using debt would have helped the profitable
companies to save tax payments and to get additional funds needed for investments.
Asmara Brewery, for instance, has financed its rehabilitation project from retained
earnings and has paid high income tax during those years. Financing using long-term
debt would have helped the company to save on taxes and to make funds available for
other purposes.
Dividend The beverage, footwear and leather industries also are paying 80% of their
net profits as dividend to the government since 1995. During the interviews the
managers complained that the 20% retained profits are not enough for financing the
working capital and the Dahlack Shoe Factory, for instance, resorted to bank overdraft
with high interest costs. The 20% retention limit is also set equal to the amount that
the sum of retained earnings reaches 20% of the total assets. If the retained earnings
balance reaches this level, all profits above this threshold are taken as dividend. Due
to this, even if companies are profiting, they are getting a problem to retain their
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profits in the business when the retained earning balance has exceeded the limit. This
strict dividend policy is constraining managers from engaging in profitable long-term
investment projects and from buying materials when prices are cheap.
Subsidies The government has fixed the sales of a quintal (100-kg) of wheat flour at
138 Nakfa to bakeries irrespective of its production cost. For instance, if the
production cost of a quintal of wheat flour reaches 200 Nakfa, the company sells it to
bakeries at 138 and the Ministry of Finance pays the difference, 62 Nakfa (200-138),
to the factory as a subsidy. The government also restricts the bakeries to keep the
price of a loaf of bread (100 grams) constant at 20 cents of a Nakfa to the final
consumer. The government fixed the Red Sea Flourmills profit margin at 2% of sales
and due to this, even if the sales of the company are large, the operating profits will
stay low. The managers consider the subsidy system as constraining the profitability
of the company because prior to 1993, there was no subsidy and they were charging a
5% profit margin. The financial manager of Red Sea Flourmills stated: “We would
like to operate like other businesses without subsidy, but it is a government policy and
we cannot change it. The government is of the opinion that the citizens will be
charged high prices if this factory is not subsidised.” The other industries are not
receiving subsidies and the managers do not expect to be subsidised by the
government.
Governance
The managers consider a change of incentive system and a change of ownership as
relevant and critical. The enterprises studied are state-owned and the Ministry of
Defence administers Barka Canneries and Red Sea Flourmills while a joint venture
board administers Red Sea Bottlers. The NASPPE administers the rest of the 11
companies studied. During the interviews, the managers revealed governance
problems like ownership neglect, restrictions on management power, employeemanagement relationships and a need for training.
Ownership neglect The analysis of ownership equity on the financial statements
revealed that the government as an owner did not inject new funds to rehabilitate the
factories during 1991/92-1997. There are three government institutions that are
concerned with the companies offered for sale: the Ministry of Finance, the Ministry
of Trade and Industry and the NASPPE. The Ministry of Finance controls the
financial aspects. This Ministry approves bank loans and budgets and collects
dividends from profitable companies. The Ministry of Trade and Industry was
responsible for the day to day administration of the companies before 1995, but
afterwards, its role is an advisory. The NASPPE is responsible for administration of
the companies offered for sale. The managers elaborated that since the companies are
for sale the government has deserted them. The production manager of Keih Bahri
Tannery commented: “It seems that the factory does not have an owner.” The general
manager of Alpha Food Products stated: “The relationship between the owner and the
company management was not good. The owner did not pay attention to the factory
and was not helping in solving problems.” Moreover, the managers of Barka
Canneries and Red Sea Flourmills, which are assigned to the Ministry of Defence,
revealed that the Ministry is not committed to operate businesses and there is no board
to oversee the companies. In addition, the management interviews in Eritrea Textile
Factory showed that there was ownership confusion. The NASPPE and the
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prospective buyer (EPFDJ) were giving different directives to management and the
management was not able to know from whom to receive orders and to whom to
report.
Management empowerment The managers perceive that the management team is
less empowered on the governance issues. Moreover, the analysis of management
empowerment on operations and investments and financing activities revealed that the
managers are hardly/almost not empowered on the critical activities such as new
investment in machinery and upgrading technology. The managers during the
interviews explained that prior to 1995, the Ministry of Trade and Industry was
strictly controlling the factory management on all matters such as pricing, sales,
credit, investment and other management decisions. The managers had to request the
permission of the authorities of the Ministry of Trade and Industry. After 1995, the
government gave autonomy to managers on operational matters and this has helped
the companies to set their own prices and to select their own suppliers. However, the
managers complain that the Ministry of Trade and Industry had been interfering using
directives on operational matters and that the autonomy was not offering managers
full authority and responsibility for their actions. The process of privatisation, which
started in 1997, is also constraining the enterprise managers from making long-term
decisions relating investments, the amount of stock level they keep and the period of
credit they can extend. All these restrictions are making managers powerless and as
one manager commented: “There was a lack of management freedom.” This supports
the findings of the management empowerment analysis that the managers know what
actions can create value, but that the management team is less empowered on the
critical activities such as new machinery investment and upgrading technology due to
the restrictions of the NASPPE and a lack of finance in some companies. As the
general manager of Alpha Food Products stated: “The company management does not
have power and can do nothing.”
Employees The management interviews evidence that the employees are entitled to
bonuses depending on the accounting profit of the company and to other social
benefits such as medication, workers compensation insurance and foods. The Ministry
ordered managers to stop providing benefits in kind such as companies products and
foods. All companies (except Red Sea Flourmills) defied the order of not providing
tea and bread during breaks, but stopped the other benefits in kinds like company
products, which were given to employees before. The managers feel that giving
employees company products had been motivating workers. The managers from the
textile industry also indicated that the employees are paid low and the bonus plan is
unachievable due to the present condition of the factories. This is not motivating
employees to improve productivity. Nevertheless, most managers believe that there is
a good management-employee relationship.
Training The managers during the interviews also highlighted the need for
management and employee training. They revealed that there is a training need in
managerial fields, in particular marketing (export marketing in particular) and in
technological fields related to leather processing, textile processing, food processing
and milling, which are offered in polytechnic institutes. There is no polytechnic
institute in Eritrea. Moreover, the investment in advanced PLC systems in Asmara
Brewery and Red Sea Bottlers revealed the need for technicians in this field as small
malfunction is creating production shutdowns while inviting experts from the
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suppliers costs a large amount of money. However, as the financial manager of
Asmara Brewery elaborated, the government is considering training as long-term
investment and it is therefore not allowing the training of employees of companies to
be privatised. Most respondents indicated that there were not much training
opportunities during 1991-1997 and the general managers during the interviews
indicated that training is essential, but the higher authorities think that it is a waste of
money and that the managers are requesting training to entertain themselves and to
benefit from the trip. Due to this, the managers are not asking for a training budget.

11.5 Conclusion
The profitability measures (profit margin and return on total assets) indicated that the
profitability of the industries studied improved in 1995, but decreased in 1997. The
government gave autonomy on operational matters to enterprise managers in 1995 and
this helped managers to improve profitability. However, in 1997 the privatisation
process and trade barriers put by the Ethiopian government contributed to the decline
in profitability of the industries studied. The liberalisation of trade and prices
increased the material costs. The companies have been using old machinery and
except Asmara Brewery and Red Sea Bottlers the other companies did not make a
major investment in long-term assets. In addition, the managers of the textile industry
have been using bank overdrafts. The other managers consider the interest rates of the
banks high and therefore, they used internally generated funds for financing
operations and working capital. The managers of the profitable companies paid a large
amount of taxes since they did not use debt financing. Prudential use of debt may
have shielded companies from paying a large amount of taxes and may have provided
additional funds for investments. The value created measure revealed that the
beverage industry has been creating value while the textile industry has been
destroying value throughout the study period. Unlike the profit margin and the return
on total assets measures, the change in value created showed that the footwear and
leather industry created value only in 1995 and the food processing industry has been
destroying value up to 1995, but since then it created small amount of value.
The comparative analysis of the managers’ perception of restructuring activities
revealed similarities and differences among the industries studied. The managers
consider a search for new markets, an increase in exports, a more effective use of
resources, efficiency in production, selectivity to suppliers and a change in product
quality as relevant operational restructuring activities. The managers from the textile
and footwear and leather industries perceive seeking new markets of high relevance
while the managers from the beverage industry consider this activity as of some
relevance. The footwear and textile industries are oriented towards exports (Ethiopia)
and the food and beverage industries are oriented towards domestic markets in Eritrea.
The managers from the food and the beverage industries consider improving
production efficiency more relevant in comparison to the managers from the footwear
and leather and the textile industries. All managers consider being selective to
suppliers of high relevance because material costs are increasing and the managers of
food and footwear and leather industries consider disturbances in materials supply as
critical. The managers from the footwear and leather industry consider a change in
quality of high relevance and critical. The managers from the food and beverage
industries perceive that the management team is more empowered than the managers
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of the footwear and leather and textile industries consider it to be. All managers agree
that new investment in equipment and upgrading technology are relevant and critical,
but they feel that the management team is less empowered to influence these
activities. The managers from the textile industry are encountering more problems and
they perceive seeking foreign investors to be highly relevant.
The comparative financial and questionnaire data analysis and management
interviews revealed differences among the industries studied. There was high demand
and less competition in the food and the beverage industries in comparison to the
footwear and the textile industries. The history of selling experience of distributing
products to customers for over 30 years has helped the beverage industry while the
lack of selling experience directly to customers in the footwear and leather and the
textile industries worsened companies’ problems when their distribution agency
(EDDC) was liquidated.
Several companies studied are interdependent on each other because they are interlinked as supplier and producer. A change in one factory can cause a chain reaction on
other dependent factories. The comparative analysis also revealed that though material
is a major cost element in all industries, the material costs as a percent of sales were
low in the beverage industry in comparison to the other industries studied. The
availability of cheap material and the management practice of entering into contracts
with suppliers when the material prices are cheap helped the managers of the beverage
industry to become least cost producers.
The attitude of consumers in Ethiopia towards Eritrean products due to political
reasons and the trade barriers of the government of Ethiopia introduced in 1997
reduced the exports of Eritrean products to Ethiopia and the present border conflict
halted the trade between the two countries. This affected the footwear and textile
industries most.
The government of Eritrea is also interfering in the industries in different ways.
The government provides a direct subsidy to Red Sea Flourmills only while the other
state-owned enterprises are allowed to use government guaranteed overdraft loans
form the Commercial bank of Eritrea. The Government also prohibits the exports of
raw skins without processing and this benefited the tanneries. However, the
government allows exports of cotton and this is benefiting the Aligheder Cotton
Plantation, but it is hurting the textile industry. It should be considered whether it is
wise to add value to cotton and to export finished textile products to get a higher
value.
The government as an owner also neglected the companies and the Board of
NASPPE, entrusted to restructure and privatise companies is hindering restructuring
by reducing the empowerment of management. The research suggests that the process
of privatisation itself can endanger value creation. The financial performance showed
a decline in profitability of the industries studied after the privatisation announcement.
The privatisation process did not give real authority to managers and it created
uncertainty and disengagement, while it also diminished the orientation on the future.
Managers often do not consider the management team to have influence. In particular
in the textile industry, managers do not consider the team to be empowered. Most
managers of the companies to be privatised do know the bottlenecks in their
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companies’ operations, but they do not feel to have any real authority. The process of
privatisation is making managers powerless to create value and the longer time the
process takes, the more value will be destroyed. A government would then act wise to
take the knowledge of managers into account and to avoid restrictions that reduce
empowerment and managers’ potential for creating value.
The government and management can nurture creation of value by reducing costs
by diversifying to product lines based on materials that can be found in abundance at
the country and by empowering managers with training in marketing and other
employees in technological fields needed. Moreover, building managerial capacity by
establishing polytechnic institutes and strengthening the management institute of
Embatkala (in Eritrea) can help in developing the skills needed for the industries
studied. In addition, completing the partially implemented projects such as that of
Asmara Brewery may enhance the value created in the companies and the
competitiveness and attractiveness of the companies to prospective buyers.

Chapter 12
Conclusions and Implications
12.1 Introduction
In the previous chapters, we reviewed the literature, designed the framework and
methodology for the study and reported the case studies of food, beverage, footwear
and leather and textile enterprises and compared the industries. In this chapter, we
present the conclusions and implications of the study.
According to Cook, Kirkpatrick and Nixson [1998], the development of a dynamic
private sector is a sine qua non for structural changes towards a market economy and
they argue that there are three components of private sector development:
privatisation, large-scale enterprise restructuring and small and medium-sized
enterprise development. This research focussed on privatisation and value creation in
the large manufacturing enterprises in order to gather knowledge for assisting in the
building of efficient and outward looking private enterprises in Eritrea.
In section 12.2, we report the summary and the conclusions. In section 12.3, we
discuss the implications of the study and finally in section 12.4, we describe the
directions for further research.

12.2 Summary and Conclusions
In this section, we will summarise the findings from the literature as well as the
conceptual framework and the empirical part.
Theoretical Background and Experiences of Developed and Transition Economies
The literature reviewed in chapters 2, 3 and 4 revealed that lessons can be learned
from the experiences of privatisation and restructuring of enterprises in developed and
transition economies. The first sub-question of this research was: 1. What lessons can
be learned from the experience of other countries to facilitate restructuring and
privatisation of enterprises in Eritrea? We have reviewed literature of developed
economies in the West and transition economies in the Central and Eastern Europe to
study their experiences. In the United Kingdom, the government restructured
companies before privatisation to make companies attractive to buyers and to improve
their performance [Bishop, Kay and Mayer, 1995]. In the UK, the government used
the method of share floatation for privatisation and this facilitated the selling of
companies. The availability of financial markets also assisted in creating broad share
ownership of the general public. The reviews of corporate restructuring literature in
the developed countries also showed that according to Bowman et al. [1999] financial
restructuring using leveraged buyouts and management buyouts create value because
they leave the management in place.
The downfall of communism in the Central and Eastern European countries in
1989 and 1990 marked a new era of transition from a command economy to a market
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economy. The Central and Eastern European transition countries such as Hungary, the
Czech Republic, Poland and the former GDR were studied because they are advanced
in the transition process. The countries established agencies to follow up privatisation
and restructuring of companies. In general, the transition was slow and politically
difficult due to technical, economic, managerial, attitudinal and policy related
problems. According to Filatotchev [1996], the ability of enterprises to become
commercially efficient depends on a mix of factors relating to the entrepreneurial and
market-oriented skills of managers, access to finance, the nature of governance and
the role of the employees. The privatisation of small enterprises was also easier in
comparison to the privatisation of large enterprises. The smaller state-owned
enterprises, such as retail shops and restaurants, are easier to privatise, as the
repercussions are likely to be minimal both in social and economic terms. They are
not big enough to command what Kornai [1992] refers to as the “soft budget
constraint”. In the case of larger state-owned enterprises, however, the picture is more
complicated. There are serious dangers of information asymmetry, insider control and
asset stripping, unless the management remains accountable and is properly
monitored. The governments try to restructure enterprises to make them attractive to
buyers by the refinancing of debt, the reorganising of operations, the slimming of the
payroll or the introduction of new management. The experiences of the transition
economies show that buyers do not like to acquire indebted companies and the
governments assumed the accumulated debts in order to attract buyers during
privatisation. However, the methods adopted were different (direct write-off, isolation
of financially troubled companies (hospitalisation) and/ or involvement of banks).
The experiences of the former East Germany (GDR), Hungary, the Czech
Republic and Poland provide some lessons for privatising state-owned enterprises.
The Treuhand (a privatisation agency of Germany) benefited from the availability of
managers and finances from West Germany. The agency restructured large
conglomerates into smaller entities and privatised companies quickly. The Treuhand
assigned enterprises that were hard to sell to managers to turn them around. The
managers were also entitled to a success fee if the companies were privatised [Carlin,
1993]. In Hungary, they followed gradual transformation and were looking for
strategic buyers and since they started earlier than the other countries, they were able
to attract more foreign investors than the other countries in the region and massive
lay-offs and liquidations of companies did not take place. The experience of the
Czech Republic is well known for the introduction of vouchers (free distribution of
shares to its citizens). This method facilitated sales, but resulted in dispersed
ownership. Moreover, the lack of concentrated ownership affected the restructuring of
the companies after sale. In Poland, first banks were privatised to provide and
participate in the governance of state-owned enterprises. The Polish bank-led
enterprise restructuring provided alternative methods of reducing enterprise debt such
as debt for debt swaps, debt-to-equity swaps (equitisation) and debt sale. The banks
were also intertwined with foreign banks and the Polish hired foreign investment
managers to advise companies.
Corporate governance has recently become a key discussion item for the reform of
state-owned enterprises and the development of a modern enterprise system. The
review of property rights theory, agency theory and incomplete contract theory
highlighted the importance of ownership and owner-manager relationships in creating
value. Moreover, management empowerment is essential in enhancing the enterprise
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value. However, ownership control is also important to follow up whether
management is creating value. Thus, we posed the second sub-question of this
research: 2. How effectively are enterprises in transition governed? The review of the
literature of corporate governance in transition economies revealed that state-owned
enterprises were converted into corporations whose shares were held by the state until
privatisation took place and privatisation agencies were established to follow up the
companies and facilitate their privatisation and restructuring. The case studies of
Breda, Hess and Singh [1996] evidence that managers, once they have autonomy to
do so, have undertaken much the same restructuring measures that were evident in the
cases of firms governed by foreigners.
In order to know how value can be created in manufacturing enterprises, we posed
the third sub-question of this research: 3. What are the determinants of value creation
in an enterprise? The literature reviewed in chapter 4 indicated that value is created
by restructuring and managing operations, investment and financing, while the value
chain model indicated that the relationships between the firm and its suppliers and
customers can create value. The literature reviewed indicated that the value created in
an enterprise is determined by managers’ decisions on companies’ operations,
investment and financing and governance. The combination of value based
management models [Rappaport, 1986; Copeland, Koller, Murrin, 1990; Crum and
Goldberg, 1998; and Porter, 1985] helped us to identify a framework for this research.
Conceptual Framework and Methodology
In order to gain insight in the functioning of enterprises during the transition to a
market economy, we designed a conceptual framework (figure 5-1) based on the value
based management models [Rappaport, 1986; Copeland, Koller and Murrin, 1990;
Crum and Goldberg, 1998 and Porter, 1985]. We used models developed in Western
Europe and the USA because many lessons learned from restructuring western
companies proved to be useful guides as to how to tackle the problems faced by the
state-owned enterprises [UNIDO, 1994]. The models were used to identify the
variables that we should look for in the empirical study. The conceptual framework
for analysis is based on the concepts of enterprise environment, operations,
investment and financing and governance. The framework focuses on value creation,
has managerial emphasis and shows a holistic view of an entity. Moreover, the
framework extends the models by including the environment of the enterprise in the
framework like government policy.
According to Richard and Ericson [quoted in Nelson and Kuzes 1995, p.85], “The
transition from a socialist, centrally managed system to a capitalist, market system is
a unique event. There is no experience and there is no theory of successful transition
from a command economy to a market economy.” Due to this, we have selected a case
study method in order to make an in-depth study of limited cases. Cases within the
food, beverage, footwear and leather and textile industries were selected. Quantitative
(accounting and questionnaire data) and qualitative (management interviews) were
collected. Multiple data collection methods strengthen grounding of theory by the
triangulation of evidence [Eisenhardt, 1989; Scapens, 1990]. The financial data
collected are analysed using financial analysis techniques, while the management
responses to the questionnaire are described and analysed with averages and ranges.
The management interviews are used to illustrate the financial and questionnaire
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results. The research on privatisation until now has mainly been done at macro level.
The use of multiple levels of analysis in this study (at enterprise, industry and country
levels) helps in providing additional insights. In addition, to our knowledge, the use of
a combination of accounting (economic value added approach), questionnaire and
management interviews in the study of privatisation and restructuring of enterprises in
transition is unique.
Empirical Study
Privatisation: Before conducting in-depth case studies of enterprises, we presented the
economic background and privatisation in Eritrea in chapter 6. The Eritrean economy
is largely based on agriculture and the manufacturing industries are mainly agrobased. It also revealed the progress of privatisation of enterprises in Eritrea. The
Government offered 39 of the large manufacturing enterprises for sale at the
beginning of 1997 through the National Agency for the Supervision and Privatisation
of Public Enterprises. At the end of June 1999, it sold 18 companies mainly smaller
enterprises, while 21 mainly large enterprises were still under government ownership.
Privatisation in Eritrea, like in Central and Eastern Europe, attracted limited foreign
investors. Moreover, small enterprises were quickly sold because there was available
demand from local investors, while selling large enterprises was difficult due to a
weak private sector and a lack of foreign investors. The Board of NASPPE is selling
companies “as they are” without restructuring and it is using the direct sales method
(sales by auctions).
In order to assess whether and how enterprises in Eritrea are creating or destroying
value and to understand the influence of privatisation, we posed the following
empirical sub-questions:
4. Have companies been creating value during 1991-1997, to what extent and how?
5. How are managers trying to maximise enterprise values?
6. How is the process of privatisation influencing the manufacturing industries in
Eritrea?
We have used the conceptual framework to structure and analyse the data. We
argued that restructuring and managing operations, investments and financing and
governance could create value and facilitate privatisation of enterprises. The empirical
findings are reported in chapters 7-11. The following paragraphs summarise and
conclude on operations, investments and financing, governance and value creation.
Operations: The availability of domestic market demand and the over thirty years
experience of distributing products directly to the customers has helped the beverage
enterprises to have well organised sales departments and skilled salespersons. This
has helped the companies to adjust when the government liberalised trade and prices.
Unlike, the beverage enterprises, the footwear and leather, and textile enterprises had
been selling their products to a distributing agency (EDDC) and when this agency was
liquidated in 1993 the companies faced difficulties. The liberalisation of trade and
prices has opened the markets for synthetic products such as polyester and plastic
bags. These substitute products made the textile companies non-competitive pricewise at domestic markets as well as their export markets. The footwear and textile
enterprises have been selling their products mainly in Ethiopia. The introduction of

Conclusions and Implications

242

tariff barriers by the Ethiopian government and the present war between Ethiopia and
Eritrea has stopped the trade between the two countries.
Analysis of the cost structure of the enterprises studied revealed that the material
costs are high in comparison to the labour costs and overhead costs of the companies.
The availability of water at a cheap price, the contracting of a whole year supply of
other materials needed when their prices are cheap and the finding of alternative
suppliers at cheaper prices helped the beverage industry to become a least cost
producer. The main constraints that the food processing enterprises are facing are a
shortage of raw material supply and the quality and cost of the supplied material.
Hides and skins are available in Eritrea and further processing of skin to the crust and
finished stages instead of exporting it at a semi-finished stage as it is done now may
enhance value creation and may improve the export potential of leather shoes. The
material costs of the textile enterprises are high, because the managers are buying
cotton at world market prices from Aligheder Cotton Plantation (the only supplier of
cotton in Eritrea).
Investment and Financing: The analysis of the balance sheet data showed that except
in beverage enterprises, in all other enterprises studied there was no major investment
in fixed assets throughout 1991-1997. The companies had been investing mainly in
working capital and the lack of fixed asset investments is making enterprises less
competitive. The managers interviewed perceived new investments in equipment and
machinery, and upgrading technology as highly relevant and critical in creating value.
The financial performance analysis also evidences that the short-term survival
strategy followed in investment policy is negatively influencing the creation of value.
For instance, the Board of NASPPE stopped the investment of modernisation of the
Bottling Department in the beer factory when partially completed due to privatisation
and this is creating a problem. In addition, the Ministry of Defence is not authorising
long-term investments, even though the companies such as Barka Canneries are not
offered for sale in the near future and have money to finance the investment projects.
The analysis of the financial structure of the enterprises studied revealed that the
textile enterprises are highly indebted. The managers of the textile enterprises had
been borrowing from banks using government guaranteed overdraft loans. The other
managers mainly used internally generated funds from retained earnings because they
feel that the lending interest rates of the Commercial Bank of Eritrea are high. This,
however, also implied the highly profitable companies such as Asmara Brewery have
not been shielding their income through prudential use of borrowings to avoid taxes.
The 80% dividend payout rate declared by the Board of NASPPE also constrained the
retained earnings of the companies and due to this some are encountering problems of
financing their working capital investments.
Governance: The Government as an owner neglected the companies and except in the
beverage enterprises, there was no major new investment injected to revive the
companies during 1991-1997. Moreover, the Government has been constraining
management decisions. Due to these constraints, the managers perceived that the
management team is less empowered to influence the critical restructuring activities
needed to create value.
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Managers also perceived a change of incentive system (of management and of
employees) as relevant in creating value because the salary scale of the companies in
particular that of the textiles was low in comparison to the salary scale of the private
sector and civil servants in Eritrea. Due to this, the managers of textile companies
were not able to retain or hire skilled professionals and this is hurting the companies’
potential for creating value.
The beverage enterprises in particular the Red Sea Bottlers tried to attract
customers by making their products available, affordable and acceptable (the 3 A’s of
Coca-Cola company) to the customer. The other enterprises were less focussed to the
customer.
The Government’s food subsidy and restrictions on the sales prices and profit
margins of flourmills and bakeries are decreasing the value created in these
companies. The Government’s restriction on exports of skins without further
processing helped the tanneries to create value, while allowing exports of cotton
directly and asking textile companies to buy it at the world market prices is hurting
the textile companies in Eritrea.
Value Creation: The food processing enterprises on average destroyed a value of two
million Nakfa each year during 1991/92-1997. They on average lost value prior to
1995, but afterwards created value due to the increase in value created in Barka
Canneries. The beverage enterprises have been creating value throughout the study
period. The largest value created was in 1995, but in 1997, the value created
decreased to a less than one third of that in 1995. The footwear and leather industry on
average created a value of one million Nakfa each year during 1991/92-1997. The
shoe manufacturing enterprises on average lost value, while the tanneries created
value. The tanneries created value starting 1995, because prior to that date the
Government used to fix prices. The textile enterprises studied destroyed value during
1991/92-1997, due to absence of orders, obsolete machinery and a lack of financing
due to continued operating losses of the companies each year.
The empirical research also revealed that the Government has made regulatory
reforms in 1991, 1995 and 1997. In 1991, the Government liberalised trade and prices
and in 1995 granted autonomy to enterprise managers, which increased their power.
The financial performance measures improved in 1995 and this indicates that
increasing the autonomy of the managers and making them accountable to their
actions enhances value creation. Monitoring management and putting in place
transparent incentive schemes that are likely to induce managers to create value is
essential. This research suggests that managers’ have ideas on how to create value, but
management’s decision empowerment on operations, investment, financing and
governance is hindered. Due to the implementation of privatisation process, the
NASPPE is restricting managers in policies and practices followed in operations,
investment and financing and governance and we called these restrictions the
‘privatisation trap’. The ‘privatisation trap’ created uncertainty on managers and
employees and restricted managers’ decision power on short-term investments such as
inventory purchases, credit extension and long-term investments. The financial
performance of enterprises in 1997 declined partly due to the ‘privatisation trap’. The
privatisation of large enterprises in Eritrea is taking more time than planned in 1997
and simply waiting to find a buyer creates uncertainty, destroys the value creation
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potential of the enterprises and drains the government budget during the interimperiod. This research evidences that the longer the time the implementation of
privatisation process takes, the higher the amount of value that can be destroyed.
Therefore, it is important to devise policies that nurture the value creation potential of
the enterprises.

12.3 Implications of the Study
In order to assess the theoretical and policy implications of the study, finally, we
posed the last sub-question of this research: 7. What implications does the study have
and how can privatisation and restructuring programs be designed and implemented
most effectively?
Theoretical Implications
On speed of privatisation: Once governments have decided to privatise, the next
policy debate is centred on the speed of privatisation. Some researchers advocated for
rapid privatisation known as a ‘Big Bang’ approach and others favoured the slow
privatisation known as the ‘Gradualist’ approach as discussed in chapter 2.
The advocates of rapid transformation suggested that governments are much better
served if they simply divest as rapidly as possible [Boyko, Shleifer and Vishny, 1996;
Murphy et al. 1992]. They argue that the gradual approach to privatisation would
allow managers greater latitude to sabotage reform than will be possible with a faster
divestment strategy. On the other hand advocates of gradual transformation suggested
that gains from hasty privatisation must be weighed against the social costs of speed
like high unemployment [Aghion and Tirole, 1993; Katz and Owen, 1993].
The empirical cases studied reveal that the performance and value created in 1995
improved. The government of Eritrea liberalised trade and prices in 1991 and
reformed the state-owned enterprises by granting operational autonomy to enterprise
managers in 1995. These reforms done prior to privatisation announcements have
helped the companies to create value in the food processing, beverage and footwear
and leather enterprises. The value lost in the textile enterprises was also minimised.
However, the financial performances and the value created in the enterprises
decreased in 1997, when the Government offered the enterprises for sale. This
suggests that reforms implemented prior to the announcement of sale improve the
value created (supports the view of gradualists), while once companies are offered for
sale quick divestiture is best (supports the view of rapid privatisation).
On sequencing of privatisation and restructuring: According to Megginson and
Netter [1999], one of the most commonly asked practical questions about privatisation
is whether governments should restructure state-owned enterprises prior to sale or
leave any such restructuring to private buyers. The early advice from the World Bank
[Nellis and Kikeri, 1989] was that governments should restructure state-owned
enterprises prior to divestment, both because they are better able than private owners
to cushion the financial blow to displaced workers (through unemployment and
pension payments) and in order to provide a private buyer of the state-owned
enterprises with a ‘clean slate’. For instance, preparing companies for privatisation
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was the standard practice in the U.K. Portes [1994, p. 1187] argues: “Privatisation of
large state-owned enterprises is not a disastrous one, given the constraints and the
alternatives. There is still time to do some of the restructuring necessary to make
privatisation successful.”
However, the World Bank and its affiliate IFC later on advocated for selling
company ‘as is’ in particular small and medium sized state-owned enterprises [Kikeri,
Nellis and Shirley, 1992; Donaldson and Wagle, 1995]. Donaldson and Wagle [1995,
p. 34] stated:
“Governments are often tempted to make enterprises more attractive to
purchasers before sale, reasoning like house-sellers,…. However, while making
a house more superficially attractive might, indeed spark greater interest among
buyers and increase the chances of a good bid, buyers of most companies other
than the smallest retail shops are interested primarily in company and market
fundamentals, and are unlikely to be swayed by appearances.”
According to the World Bank [1995] report, although governments sometimes had
to cut the size of a firm’s labour force and to absorb some debt in order to make a firm
attractive to potential buyers, more extensive investments in restructuring have
usually not paid off in terms of higher privatisation proceeds.
The empirical case studies of large manufacturing enterprises showed that
judgement has to be exercised. For instance, the case of Asmara Brewery revealed
that the Board of NASPPE stopped the rehabilitation project when partially
completed. A firm must continue to adapt dynamically to its environment, grasping
opportunities and avoiding hazards in order to maintain its value. Completion of the
partially finished project of modernisation in Asmara Brewery would have helped the
company to increase its productivity, sales and value. Moreover, even if the
government does not get its money back as sales proceeds, it will come in the form of
profit taxes from the future company profits. The risk of delaying investments makes
companies less competitive in particular when the process of privatisation takes a long
time. The cases studied show that the enterprise in transition require restructuring that
creates value by influencing the fundamentals of the business rather than a
restructuring that makes companies superficially attractive as stated by Donaldson and
Wagle [1995]. The case studies also reveal that restructuring is not only a matter of
getting higher proceeds at the time of sale, but also a matter of nurturing the value
creating potential of the company in the future for enhancing the viability of the
enterprises.
On adjustment to the market: According to Brada and Kutan [1994], the key issue in
the process of transition from socialism to capitalism is whether the large state-owned
firms can adjust in a flexible and effective way to newly-emerging market forces.
Many analysts argue that state-owned manufacturing firms would not respond to the
new economic environment, would decapitalize companies by paying out surpluses as
wages and would then use their bargaining power to negotiate a bailout with the
government [Kornai, 1990; Murrel and Wang 1993]. Kornai [1990, p. 58] argues: “It
is futile to expect that the state unit will behave as if it were a market-oriented
agent…. State ownership permanently recreates bureaucracy.”
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On the other hand, Portes [1994, p. 1186] explained the experiences of large stateowned enterprises in Central and Eastern Europe as follows:
“The role and prospects of state-owned enterprises were underestimated-often
with colourful images of producing obsolete goods…. There was no coherent
policy towards them, except to privatise as rapidly as possible or simply to
make them fold by cutting off finance, so little thought went into trying
consciously to modify their behaviour before privatisation.”
Case studies of state-owned enterprises [Pinto et al., 1993; Brada and Kutan, 1994]
evidence that the state-owned enterprises have been much more responsive than
feared, but show a mixed picture. Some state-owned enterprises are seen as
responding rapidly to the new market environment while others appear to be
“drifting”, dissipating their assets while making little or no effort to respond to the
market.
The experiences of the case studies in Eritrea also provided a mixed evidence that
some enterprises in the food processing, beverage and footwear and leather industries
adjusted to the market environment, while the textile enterprises had the problems of
adaptation and were losing their local as well as export markets to synthetic and
substitute products.
On selectively nurturing value creation potential: The economic aim of privatisation
is improving the efficiency of the existing enterprise assets while protecting their
value. The announcement of privatisation and the selling process, which started in
1997 in Eritrea, decreased the value created in the enterprises. Moreover, as the
implementation of the privatisation process takes a long time the potential for value
creation in the future of the companies is diminishing. The cases studied evidence that
there is uncertainty regarding the time that the companies will be sold. In Eritrea, the
government announced that the sales process will be completed in one year that is, the
end of 1997. However, the implementation of privatisation required a longer time than
planned. Over four years have passed and the large manufacturing enterprises are still
owned by the state. The process of privatisation is affecting the drivers of value of the
companies. When the uncertainty of the time of sale increases the government puts
restrictive control measures and this is reducing the empowerment of the managers to
create value and results in a ‘privatisation trap’.
The ‘privatisation trap’ affects the value drivers of the enterprises and the value
performance of the enterprises deteriorates during the implementation of the
privatisation process and it also affects the future value creation potential of these
enterprises. For instance, the value created in Asmara Brewery decreased to a third of
that of 1996 level mainly due to the ‘privatisation trap’. Moreover, the enterprise
managers are restricted on hiring personnel and professional employees such as
technicians are leaving for other lucrative jobs in the private sector. The exodus of the
skilled employees creates difficulty in operating the machinery during the transition
period and reduces the attractiveness of the companies to buyers. Human skill is an
asset and contributes to the value creation potential of the companies. The managers
are unable to retain skilled professionals due to a low salary in the companies to be
privatised or hire new ones due to the limited availability of skilled labour in the
market.
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Rappaport [1986] identified that value is created by influencing the operations,
investments and financing of companies and identified the drivers of value in a
business. However, the case studies revealed that the ‘privatisation trap’ is affecting
the drivers of value due to uncertainty of the time of sale. The cases studied evidence
that the duration of the implementation of the privatisation process matters. The
government need to estimate the time required to privatise companies and if the time
needed is long then selective restructuring and balancing of management
empowerment and control are essential for avoiding the ‘privatisation trap’ and
nurturing the value creation potential of the companies. In the case of Eritrea, for
instance, the beverage enterprises have been value creating and investing in
modernising their machinery can improve their productivity and value. Restructuring
companies at the time of sale, according to Copeland, Koller and Murrin [1990],
enhances the bargaining power of the seller. Restricting investment in these
companies for over four years reduces their value creating potential and their future
competitiveness. The case studies show that ownership change is relevant but also
other factors such as management reform and empowerment, change in management
behaviour, fixed asset investments and cost controls are essential in enhancing the
enterprise value and facilitating their privatisation. Moreover, enterprise structure and
management of operations, investments, financing and governance influence the
viability and the saleability of enterprises. Due to this, selectivity and balancing of
management policy measures and government policy measures are essential for
protecting the enterprises’ value and their potential for creating value in the future at
the time of privatisation.
The companies in Eritrea are also highly linked with each other (see figure, A116). The empirical part of this study reveals that in Eritrea material costs are high and
there are inter-linkages and interdependencies among the factories studied. These
evidence that in Eritrea, the Value Chain Model of Porter [1985] is relevant for
creating value. The value chain analysis can reveal where value can be created within
the enterprise, within the value chains of the suppliers or within the value chain of the
customers. The NASPPE should also consider the interdependencies and linkages of
companies at the time of privatisation. Privatisation of a supplier, for instance, may
cause a chain reaction on the dependent firms by cutting the already established
relationship and destroy value. Moreover, for instance the Keih Bahri Tannery is the
supplier of finished leather to the private and public shoe manufacturing companies in
Eritrea. However, the government is not renovating the old machinery in the tannery
due to privatisation and thus, the whole footwear industry is becoming less
competitive quality wise in shoe exports.
The lack of institutions such as legal and financial institutions also hinders the
progress of privatisation. Privatisation of large manufacturing enterprises where there
is a weak private sector like that of Eritrea is difficult and takes a long time. Simply
waiting to find a buyer for over four years not only decreases the value of the
companies during the implementation of privatisation, but also affects the value
creation potential of the companies in the future as well due to the ‘privatisation trap’.
Therefore, selective nurturing of value creation potential is needed to maintain value
and enhance enterprise value and develop restructured value adding private
manufacturing enterprises that contribute to the economic development of Eritrea.
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Policy Implications
How can the state-owned enterprises in Eritrea be transformed into value creating
private companies?
Facilitate privatisation: The Board of NASPPE in Eritrea is mainly using the direct
sales method with auctions. Adopting a variety of sales methods can help in
facilitating privatisation of large state-owned enterprises in Eritrea. The privatisation
of large enterprises in Eritrea can be facilitated by learning lessons from the
experience of other countries such as the developed economies in the West and
transition economies in Central and Eastern Europe. The experience of developed
countries reveals that share issue privatisation is generally preferred over asset sales
for large state-owned enterprises [Megginson and Netter, 1999]. The experience of the
Central and Eastern Europe transition economies also evidences that share issue
privatisation was used with the assistance of IFC in countries where there were no
previous capital markets [Donaldson and Wagle, 1995]. This helped the countries to
facilitate privatisation and to introduce and develop capital markets. Capital markets
facilitate a transfer of shares, help to raise funds and can improve corporate
governance by supplying relevant economic information to stakeholders [Reza, 1999].
However, capital markets cannot be effective in the absence of a well-functioning
banking system. For some large enterprises in Eritrea also a partial sales such as joint
venture with a strategic partner (preferably foreigner) instead of directly divesting
100% may facilitate privatisation because it can help in acquiring new technology to
upgrade products and processes and it can bring in new capital to cover cash flow
problems.
The experience of privatisation in the Central and Eastern Europe as well as Eritrea
shows that buyers are looking for viable enterprises with the potential to thrive in the
market. Preparing enterprises for sale by reducing redundant labour, imposing hard
budget constraints, setting clear commercial goals, introducing performance pay and
decentralising and introducing accountable management prior to privatisation helped
the U.K. state-owned enterprises to attract buyers and improve their performance after
privatisation [Bishop, Kay and Mayer, 1995]. In the Central and Eastern Europe also
the countries are preparing enterprises for sale by financial restructuring,
corporatisation and management reform. The Polish experience of privatising banks
first and making banks play a role in the restructuring of enterprises indicated that
privatised banks could provide enterprises with effective governance. The
intertwining of Polish banks with foreign banks also helped the Polish banks to
acquire skills and modern management.
The empirical cases studied in this research revealed that there is neglect of the
owner once enterprises are offered for sale and the companies’ value is deteriorating
as time goes on. Good management during the interim period is essential for
improving the viability of the enterprises and its future competitiveness. Creating
value in state-owned enterprises due to improved management systems facilitates the
eventual transfer of these enterprises to the private sector [Reza, 1999]. Privatising
banks and other financial institutions, starting pension programs and intertwining
large enterprises with foreign similar companies may facilitate privatisation and
restructuring of large state-owned enterprises in Eritrea.
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Finding new markets: The Eritrean government has indicated that the footwear and
textile industries will play an important role in the economy by generating exports
[GOE, 1999]. However, the cases studied revealed that there is a lack of market for
these companies’ products. These companies have been selling mainly in Ethiopian
markets due to its proximity and the previous colonial relationship. However, the
Ethiopian government put a trade barrier at the beginning of 1997 and then afterwards
in 1998 also the problem of the border war started. Due to this, trade was halted and
these two industries lost their Ethiopian markets.
Sharer [1999] argued that sub-Saharan African countries could encourage trade
through regional trading arrangements and through more active participation in the
multilateral trading system. Eritrea is a member of IGAD (Inter Government Agency
for Development), which is an association of the Horn of African countries, the
COMESA (Common Market for Eastern and Southern African countries) and recently
joined the COMSSA (Common Market for Sahelian-Saharan countries). These trade
arrangements provide larger market opportunities for Eritrean products. Access to
industrial countries markets can provide a market opportunity where the enterprises
can charge higher profit margins. The European Union (EU) provides trade
preferences for developing countries. The Lome IV convention, signed in 1975 and
extended in 1980 and 1985, gives certain products (such as textiles, leather products
and others) originating in developing countries (such as Eritrea) duty-free access to
the EU market. The easy access to the sea and the proximity of Eritrea to the MiddleEast countries also can provide a market opportunity to manufacturing enterprises in
Eritrea, because the labour costs in Eritrea are cheaper in comparison to that of the
Middle-East and this can give the Eritrean companies a competitive advantage.
However, there is a lack of selling experience in some enterprises, in particular the
textile companies. For instance, the textile companies encountered difficulty in selling
their products and resorted to bartering their finished products for cotton with two
Ethiopian traders. This evidences that there is a need for organising distribution
channels through effective agents who can help companies in marketing products and
in providing up to date market intelligence to keep pace with changing market
conditions.
Reducing material costs: The cost structure of the companies studied indicated that
material costs form a large part of the manufacturing costs. The managers interviewed
thus rated production efficiency and effective use of resources of high relevance in
creating value. The responses of the managers of food companies also indicated that
disturbances in materials supply generated critical problems.
Porter [1985] argues that when a firm sets out to become a low-cost producer in its
industry, it attains superior performance. He further suggested that a firm can gain a
cost advantage by (1) control of cost drivers and by (2) reconfiguring the value chain
(adopt a different and more efficient way to design, produce or market the product).
The management interviews indicated that the Ministry of Agriculture could help
in informing farmers on the type of agriculture products needed in the manufacturing
industries. The lowlands of Eritrea have been inaccessible during 1973-1991 due to
the war of liberation, but now there is an opportunity for development of commercial
farms in this area, which could produce cotton, sorghum, and livestock for hides and
skins for industrial inputs. The cases studied in this research also revealed that the
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availability of materials at cheaper prices and importing materials at low prices during
the harvest seasons helped managers to reduce costs. In addition, vertical integration
with suppliers or the use of some form of alliance can ensure continuity of the supply
of materials. Moreover, improved materials management, researching for sources of
raw materials in those countries that are competitive and training on materials
management and logistics can assist the improvement of cost efficiency in the
enterprises.
Investment in fixed assets and the upgrading of technology: Obsolete technology is
one of the main constraints that the companies are encountering in competing. At the
time of establishment many companies started operations with second hand
machinery and except in the beverage enterprises, there was no major investment
done after the independence of Eritrea.
The interviews with the managers of the footwear and leather and textile industries
also indicated that obsolete machinery is a problem and step-by-step renovation of
critical areas would have increased the sales of the companies. For instance, Keih
Bahri Tannery is the sole supplier of tanned leather to public and private enterprises in
Eritrea. However, since the machinery in this tannery is old, the tanned leather
produced is of a lower grade. The shoe manufacturing companies are becoming less
competitive at the export markets due to the relatively low quality of the shoes
produced with this lower grade leather. Renovating the machinery of Keih Bahri
Tannery can benefit the domestic shoe processing factories growth in Eritrea. The
textile industry managers also complained that the spinning department machinery is
old and is producing lower quality threads. Due to this, the exports of knitwear
articles are affected. Investments in critical parts can improve the viability of the
textile industries. The case study of Eritrea Textile Factory also revealed that the
knitwear articles of the company are not exported because they are not combed.
Introducing combing machines at the Spinning Department of the factory can open
new export markets for the factory to Europe, the USA and the Middle East. The
privatisation process of large enterprises has already taken over three years and thus,
completing partially finished projects like that of Asmara Brewery and investing in
the machinery in critical areas such as those of tannery and spinning departments in
textiles can create value.
Access to finance: The food processing, beverage and footwear and leather enterprises
are financing their operations with internally generated funds retained in the business,
while textile enterprises are facing financial problems due to continued operating
losses. The textile companies are financing their operations with government
guaranteed overdraft loans and are paying high interest costs. The managers
interviewed stated that the interest rates of the Commercial Bank of Eritrea are very
high and they indicated that there is a need for long-term financing using low interest
rates from the World Bank or other financial institutions to finance capital
expenditures. The World Bank and its affiliate IFC provide financial assistance to
countries reforming their economies for companies (being privatised and in postprivatisation) selectively to enhance the credibility of reforms with the investors and
potential supporters [World Bank, 1995; Donaldson and Wagle, 1995]. The
government of Eritrea has also recently established the Agricultural and Industrial
Development Bank (AIDB), which aims at financing investment projects. The
experience of the developed and transition economies revealed that banks play a role
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not only in providing loans, but also in providing governance by participating in the
board meetings to control organisations. Since there is no capital market in Eritrea, the
banks can play a role in providing the governance needed. Introduction of pension
funds and the development of capital markets also helped the transition economies as
a source of funds for enterprise restructuring and privatisation. There is no pension or
capital market in Eritrea. Development of private financial institutions and designing
pension policies and starting capital markets also may contribute as a source of
finance and governance for the enterprises in Eritrea.
Empowering and controlling managers: The cases studied indicated that prior to
1995, the Ministry of Trade and Industry strictly controlled managers, but in 1995 the
Government allowed operational autonomy. This contributed to the performance
improvements during 1995 and 1996. However, in 1997, the Board of NASPPE put
restrictions on inventory purchases, credit extensions and fixed asset investments. Due
to these restrictions managers were constrained from creating value and the
performance of the companies declined in 1997. The managers also perceived that the
management team was hardly empowered to create value on the most critical
activities.
Giving managers the autonomy to respond to competition and holding them
accountable for results can enhance value creation. According to Scott [1998, p.182],
“The more decision-making power managers are given, within reasonable limits, the
more commitment they will feel to delivering outstanding results.” According to him
empowerment works when increased responsibility is matched with increased
autonomy of decision making, with enhanced performance-based rewards and with
concerted investment in management training.
Good management of the companies during the interim period is essential;
otherwise, companies destroy value. A rationalisation program for public enterprise
management could be formulated which could include (1) a further strengthening of
policies to encourage the enterprise managers to operate with full managerial,
administrative, financial and operational autonomy; (2) technical, organisational and
financial rehabilitation to allow the enterprise to operate efficiently and to reach at
minimum the financial “break even point” and (3) a training program for managers
and selected staff to improve practices and quality of operations, and in parallel, an
infusion of technical assistance would be appropriate [World Bank, 1994].
The empirical part showed that there was neglect on the side of the owner.
Companies were not nurtured to compete effectively at the market because the owner
did not inject new capital. The owner was also placing strict control on enterprise
managers and there was no management incentive system provided.
Training needs: The case studies reveal that there is a need for training in technologyrelated fields and marketing. The managers identified training in technological fields
such as leather technology, textile technology, milling and others. Asmara Brewery
and Red Sea Bottlers Share Company introduced new technology, but encountered
problems of operating programmed logic computer systems (PLC). The Eritrean
manufacturing firms have been getting polytechnic graduates from the Institute of
Polytechnic in Bahrdar, Ethiopia. Since Eritrea is a separate country now, the
managers indicated that there is a need for a polytechnic institute in Eritrea or the
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Faculty of Engineering at the University of Asmara may accommodate these needs.
Eritrea, a small nation with a small market, needs also to embark on trading.
Marketing skills can thus help Eritrea to compete in the region. The managers
identified a training need in export marketing, purchasing and logistics management.
Increasing and upgrading the marketing courses (only two courses at present) that the
University of Asmara is offering and elevating marketing to a department level can
accommodate these needs.
Focussing on value based management Focussing on value can help managers on
identifying the value drivers and on influencing them to generate higher values. Value
management is a new way of thinking that aims at raising the value of a company by
exploiting all its internal and external potential. Value-based management has been
applied in the developed countries of the West. It can also be implemented to manage
manufacturing industries in Eritrea and to some extent it may be applied to public
enterprises' management as well.
The case studies reveal that management policies and practices followed in
enhancing the value created in a business influence the performance and the sale of
the enterprises to be privatised. Companies that create value like the beverage
enterprises are easy to sell while companies that destroy value like the textiles are
hard to sell. Thus the saleability of enterprises is influenced by the value creation
potential of the enterprise. Management actions in restructuring and managing
operations, investments, financing and governance affects the value created in a
business and its future viability and saleability. Moreover, focussing on the creation of
value can enhance the competitive position of the enterprise. Government policies, in
particular the privatisation policy also influences the value creation process. The case
studies reveal that the process of privatisation hampers the value creation process and
the longer the time it takes to privatise companies more value can be lost. Thus
establishing sound management with the value creation focus can help in facilitating
the privatisation of the enterprises and in thriving in the market environment.
Government Regulatory Intervention The Government as an industrial policy maker
has been intervening in various ways in the cases studied. The Eritrean government
has liberalised trade and prices in 1991, but it restricts the prices of foods (wheat flour
and bread) while it also subsidises food. Fostering competition is fundamental to
improving the performance of state-owned enterprises in competitive markets.
However, competition can only be effective if government transfers and subsidies are
eliminated. The interference in sales prices and profit margins of the flourmills and
bakeries is limiting the creation of value because the factories are becoming less
sensitive to customers needs.
The Government, based on its free market policy, used to allow exports of hides
and skins directly, but the traders in search of quick profits exported the skins and the
tanneries faced a problem of skin. Later on in 1995, the Government prohibited
exports of skins without further processing and this increased the supply of skin to the
tanneries and it helped them to create value and it provided employment in the
footwear and leather industry. Unlike the hides and skins, the Government allows
exports of cotton directly and the managers of Aligheder Cotton Plantation have been
asking textile companies to buy the local cotton at world market prices. Prior to 1997,
the textile companies used to import cheaper cotton from Ethiopia. Now they are
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using cotton from Aligheder Cotton Plantation in Eritrea and this is hurting the textile
companies. In principle, the Government should not interfere in prices; it should be
left to the market. However, according to Cook, Kirkpatrick and Nixson [1998, p.14]:
“Governments have a responsibility for economic co-ordination and initiatives
to strengthen particular activities and to moderate the sector costs of enterprise
restructuring and sectors level economic change. Whilst in most countries
markets have assumed the dominant role in allocation decisions, there remains a
role for policy interventions that focus selectively on areas where the privatemarket development solution is inadequate…. Success is achieved through a
pragmatic and judicious balance of policy measures, rather than by adopting an
ideologically ‘correct’ but incomplete policy stance.”
Since this is a transition period and since the market mechanism is not fully
developed, selective interventions such as in the case of prohibiting the export of raw
hides may increase the overall value generated in the economy.

12.4 Future Research Direction
In this research, we have focussed on privatisation and creation of value in order to
understand the functioning of enterprises in transition from state to a market economy.
The findings highlight that selective nurturing of value creation potential is essential
for transforming the enterprises in Eritrea. Further research on developing and
designing tools to selectively nurture value creation potential of enterprises in
transition is essential.
The empirical research was executed in four manufacturing industries and fourteen
state-owned enterprises in Eritrea. However, the findings to some extent can provide
some lessons to learn for the other state-owned enterprises in the manufacturing and
service sectors and to private owned manufacturing enterprises in the same industries.
For instance, the Government offered state-owned hotels for sale in 1993, but the
large hotels are still in government hands and they are facing similar management
problems as the cases studied. The privately owned food, footwear and leather, and
textile enterprises are also encountering similar challenges such as a lack of export
markets and high costs of materials. Future research can focus on these enterprises.
The cases included in this study were a few. A large-scale quantitative study would
increase the statistical generalisation, validity and reliability of the results. Moreover,
we have studied the management perception of relevance, influence and criticality of
restructuring activities using 48 filled in questionnaires. The perception of the
managers can further be studied by extending the number of respondents and analysed
using multivariate analysis techniques such as multidimensional scaling and conjoint
analysis to provide statistically generalizable results. Finally, the outcome of a change
of ownership on company performance in Eritrea can be studied by comparing pre
and post privatisation performances.
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12.3 The Research Questions Revisited
1. What are the determinants of restructuring and value creation in an enterprise?
In chapters 3 and 4, we have reviewed the literature to identify the determinants of
restructuring and value creation in an enterprise. The literature reviewed in chapter 3
indicated that good governance is one of the factors that affect creation of value. The
relationships between managers and owners and also the relationship between the
company and its stakeholders such as suppliers, creditors, customers, employees and
the community influences the value created in an enterprise.
The corporate finance models of value creation [Rappaport, 1986; Copeland,
Koller and Murrin, 1990] also indicated that value is created by management
decisions on operations, investments and finances. The Porter’s (1985) model of
industry competitiveness also indicated the industry’s attractiveness and a company’s
position within the industry determine the profitability of an enterprise. Moreover, the
Porter’s value chain model (1985) also indicated that value could be created by firms
value chain with the suppliers and customers. The Crum and Goldberg Potential and
Resilience Evaluation (PARE) model (1998) also indicated that the value created in a
business depends on the company’s potential (innovation ability and implementation
capacity) and its resilience (the vulnerability position of the company and reserve
capacity). By combining these corporate finance and industrial theories, we have
designed a framework for the study (fig 5..). This framework shows that the
determinants of restructuring and value creation in a business are operations (sales,
cost, productivity and profit margin), investment and financing (fixed asset
investment and working capital investments, debt to total assets and capital) and
governance (relationship among managers, owners, employees, suppliers, customers
creditors and the community).
2. What lessons can be learned from the experience of other countries to facilitate
restructuring and privatisation of enterprises in Eritrea?
In chapter 2 to 4, in order to learn lessons from other countries, we have reviewed the
literature of developed economies and transition countries. Although each country is
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special in some ways, some lessons can be learned from the experiences of developed
and transition countries.

3. Have companies been creating value during 1991-1997, to what extent and how?
The empirical study reported in chapters 7-11 shows whether enterprises in Eritrea are
creating value during 1991, 1995 and 1995 and average for 1991-1997. In terms of
Industries, the beverage has been creating value, while the textile has been destroying
value. The footwear and leather industry also created value during 1991 and 1995, but
afterwards destroyed value in 1997. The food processing industry had destroyed value
in 1991 and 1995, but afterwards created value. The empirical study also shows the
value created or lost for Barka Canneries, Asmara Brewery, Dahlack Shoe Factory
and Eritrea Textile Factory. Asmara Brewery had created value in 1991, 1995 and
1997 and Eritrea Textile Factory destroyed value during those years. Dahlack Shoe
Factory created value in 1991 and 1995, but destroyed value in 1997. Barka Canneries
also destroyed value in 1991, and 1995, but created value in 1997.
4. How are managers trying to maximise enterprise values?
The success in transition to market economy depends on the ability of managers to
create value. The manager’s decision, policies and practices influence the value
created in a business. The Government gave autonomy to enterprise managers’
autonomy over operational matters, but they are restricted on long-term investment.
Due to this the managers had been focussing on short-term rather than long-term. The
managers perception on relevance, empowerment and criticality of operation
investment and financing, governance and problems showed that managers know the
importance and criticality of the restructuring activities, but managers are less
empowered on the most critical activities, such as acquiring new machinery and
technology upgrading. The empirical study also showed that the efforts of managers
from profitable companies tried to invest in machinery such as Asmara Brewery and
Dahlack Shoe Factory while others did not such as the textile companies.
5. How do enterprises react to the transition to a market economy?
The liberalisation of trade and prices affected both input prices of materials and the
sales price of outputs of the factories. The textile enterprises increased sales but
increase in the price of materials was higher and thus resulted in losses. Due to
transition to market economy the textile companies became less competitive in
domestic as well as export markets. The beverage enterprises are mainly domestic
oriented and by maintaining high quality and charging reasonable price, the managers
were able to fend off competitors from other countries or substitute products. In food
industry also the price of imported materials increased but since there is government
intervention in terms of food subsidy, it did not create much problem. The
Government is selling food at a subsidised price and limiting the profit margin of
flourmills and bakeries. There was not much room for competition. In footwear and
leather also the government protects export of raw hides and skins and this gave an
opportunity to the tanneries. The footwear industry has been exporting to Ethiopia and
due to the reputation of the Eritrean shoes there was less problem of competition in
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the Ethiopian markets. However, in other European markets the companies were less
competitive due to a lack of quality shoes.
6. What implications does the study have and how privatisation and restructuring
programs can be designed and implemented most effectively? Can the conclusions be
generalised?

12.2 Synthesis
The past decade has witnessed rapid economic change and structural transformations
throughout the world. The worldwide change towards increased trade liberalisation
and a market economy gives a decisive importance to issues of privatisation and
restructuring. A reduction in government’s involvement in the direct ownership of
enterprises and an increase of the private sector were frequently advocated. The
western developed economies are privatising companies to improve efficiency and to
enhance competitiveness of state-owned enterprises. The transition economies of
Central and Eastern Europe are also adopting to a market economy and managers are
restructuring their enterprises to thrive in the market. The Sub-Saharan african
countries also based on the advice of the World Bank and the International Monetary
Fund (IMF) are engaged in structural adjustment programs to restructure their
economies. The Government of Eritrea also emphasised on the establishment of
efficient, outward-looking private enterprises in Eritrea on its macro-policy.

Developing and transition economies are privatising and restructuring their
enterprises to emulate the capitalist system. One of the basic pillars of the capitalist
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system is value creation. The enterprises that thrive over the next decade will be those
that focus their resources most aggressively to activities which drive value creation
[Scott, 1998]. In this study, we are focussing on creation of value in order to
contribute to the macro-policy objective of the government of Eritrea. The central
theme of this study is as follows:
“Whether and how the state-owned enterprises in Eritrea are restructuring
into value creating, private companies and what lessons can be learned from their
experiences.”
Value creating enterprises and value oriented managers can contribute to the
economic development of Eritrea. The aim of this research is to study the
transformation of the state-owned enterprises. According to Donaldson and Wagle
[1995, p. ii], “the goals of privatisation are improved efficiency, high sales price,
effective corporate governance and economic investment.” In this dissertation, we
have focussed on privatisation and value creation in order to know how privatisation
influences the cretion of value in enterprises in transition. Rappaport [1986] advocates
for value based management. He argues that value should be managed not only in
phase I restructuring one time reestructuring like divestiture, spin-off, acquisition,
stock repurchases and debt swaps, but also in phase II restructuring (day-to-day
management of the business in planning and performance monitoring of all business
strategies on an on-going basis). Stern and Stewart and Co. [1991] also introduced
value based financial management system known as economic value added (EVATM)
to analyse and measure the value created in a business. The experiences of the
developed and the transition economies were investigated to learn lessons from
privatising and restructuring of enterprises. Moreover, the experiences of the Central
and Eastern Europe case studies of enterprise restructuring revealed the challenges
that the managers are facing in adjusting to market environment.
In the empirical part of this study, we assessed the influence of privatisation of the
economy and privatisation processes on the creation of value. In addition, we studied
management policies, practices followed in particular in financial management and
their influence on creation of value. We have studied fourteen manufacturing
enterprises in the food processing, beverage, footwear and leather and textile
industries. We have used the conceptual framework of value creation for analysing
how a firm creates value, for identifying and measuring which activities drive value
and which destroy it and for identifying actions for initiating change to enhance value
creation. The following section presents the summary and conclusions of this study.

The conclusions of this study can be summarised as follows: Even though each
country is specific in its own way, the experiences of privatisation and restructuring of
enterprises in developed and transition economies provides useful lessons on the
method of sales, impact of restructuring and management behaviour during the
transition. Small enterprises are easier to sell while selling large enterprises is difficult
in countries with weak private sector due to a lack of capital of local investors and a
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lack of interest from foreign investors. Buyers do not like to acquire indebted
company and though its degree varies, most governments are restructuring enterprises
for sale.
Implications to the Model
The case studies evidence that the conceptual framework can further be improved (see
fig. 12-1). Managers must have the power to lay-off workers, seek lower-cost
suppliers, end unprofitable activities and pursue new markets to create value [World
Bank, 1995]. Moreover, the cases show that the decision empowerment of managers
is constrained by the control of the owners and the situation of the company such as
lack of financing. In addition, the backward and forward linkages with suppliers and
customers respectively can help in value creation. Not only internal improvements but
also external alliances with suppliers and customers can help in creating value. The
case studies also revealed that not only corporate finance and industrial theories but
also politics influence the creation of value.

Fig. 12-1. Conceptual Framework of this Study Revisited
Enterprise Environment
Market

Government Policies
Industry

Operations
-

Reduce costs
Material as % of sales

-

Increase productivity
Value added per employee

-

Investment and
Financing

Increase sales
Sales growth

-

Privatisation

- Efficient and effective
management of fixed
investments,
New fixed assets as % of
Sales
-

efficient and effective
management of working
capital,
Short term assets as % of
total assets

-

Effective and efficient
management of finances,
debt and owner’s capital
Debt to total assets

Increae in Operating
Profits
Operating Profit Margin

Value Creation
Cash
inflows

Risk

Chapter 12

259

Governance

Control

Other
stakeholders
- employees
- creditors
- the society

Decision
Empowerment

Owners
Management

Suppliers

Backward linkage

Forward linkage

Customers

enterprise downsizing, -let alone liquidation of irretrievable, loss-making stateAccording to Reza [1999], “Even hard budget constraints and enterprise downsizing,
-let alone liquidation of irretrievable, loss-making state-owned enterprises, -may not
always be easy options. Consideration of unemployment and social stability often
make these decisions politically unpalatable.” In Eritrea also, the textile companies
have been losing money, but despite losses the government is letting them to continue
to provide employment for its citizens. The conceptual framework also extends the
Rappaport Value Network model by including additional value drivers materials as
percent of sales, value added per employee, new fixed assets as percent of sales, shortterm assets as a percent of total assets and debt to total assets

PART IV
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Chapter 13
Conclusions and Implications
13.1 Introduction
In the previous chapters, we reviewed the literature, designed the framework and
methodology for the study and reported the case studies of food, beverage, footwear
and leather and textile enterprises and compared the industries. In this chapter, we
present the conclusions and implications of the study.
According to Cook, Kirkpatrick and Nixson [1998], the development of a dynamic
private sector is a sine qua non for structural changes towards a market economy and
they argue that there are three components of private sector development:
privatisation, large-scale enterprise restructuring and small and medium-sized
enterprise development. This research focussed on privatisation and value creation in
the large manufacturing enterprises in order to gather knowledge for assisting in the
building of efficient and outward looking private enterprises in Eritrea.
In section 13.2, we report the summary and the conclusions. In section 13.3, we
discuss the implications of the study and finally in section 13.4, we describe the
directions for further research.

13.2 Summary and Conclusions
In this section, we will summarise the findings from the literature as well as the
conceptual framework and the empirical part.
Theoretical Background and Experiences of Developed and Transition Economies
The literature reviewed in chapters 2, 3 and 4 revealed that lessons can be learned
from the experiences of privatisation and restructuring of enterprises in developed and
transition economies. The first sub-question of this research was: 1. What lessons can
be learned from the experience of other countries to facilitate restructuring and
privatisation of enterprises in Eritrea? We have reviewed literature of developed
economies in the West and transition economies in the Central and Eastern Europe to
study their experiences. In the United Kingdom, the government restructured
companies before privatisation to make companies attractive to buyers and to improve
their performance [Bishop, Kay and Mayer, 1995]. In the UK, the government used
the method of share floatation for privatisation and this facilitated the selling of
companies. The availability of financial markets also assisted in creating broad share
ownership of the general public. The reviews of corporate restructuring literature in
the developed countries also showed that according to Bowman et al. [1999] financial
restructuring using leveraged buyouts and management buyouts create value because
they leave the management in place.
The downfall of communism in the Central and Eastern European countries in
1989 and 1990 marked a new era of transition from a command economy to a market
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economy. The Central and Eastern European transition countries such as Hungary, the
Czech Republic, Poland and the former GDR were studied because they are advanced
in the transition process. The countries established agencies to follow up privatisation
and restructuring of companies. In general, the transition was slow and politically
difficult due to technical, economic, managerial, attitudinal and policy related
problems. According to Filatotchev [1996], the ability of enterprises to become
commercially efficient depends on a mix of factors relating to the entrepreneurial and
market-oriented skills of managers, access to finance, the nature of governance and
the role of the employees. The privatisation of small enterprises was also easier in
comparison to the privatisation of large enterprises. The smaller state-owned
enterprises, such as retail shops and restaurants, are easier to privatise, as the
repercussions are likely to be minimal both in social and economic terms. They are
not big enough to command what Kornai [1992] refers to as the “soft budget
constraint”. In the case of larger state-owned enterprises, however, the picture is more
complicated. There are serious dangers of information asymmetry, insider control and
asset stripping, unless the management remains accountable and is properly
monitored. The governments try to restructure enterprises to make them attractive to
buyers by the refinancing of debt, the reorganising of operations, the slimming of the
payroll or the introduction of new management. The experiences of the transition
economies show that buyers do not like to acquire indebted companies and the
governments assumed the accumulated debts in order to attract buyers during
privatisation. However, the methods adopted were different (direct write-off, isolation
of financially troubled companies (hospitalisation) and/ or involvement of banks).
The experiences of the former East Germany (GDR), Hungary, the Czech
Republic and Poland provide some lessons for privatising state-owned enterprises.
The Treuhand (a privatisation agency of Germany) benefited from the availability of
managers and finances from West Germany. The agency restructured large
conglomerates into smaller entities and privatised companies quickly. The Treuhand
assigned enterprises that were hard to sell to managers to turn them around. The
managers were also entitled to a success fee if the companies were privatised [Carlin,
1993]. In Hungary, they followed gradual transformation and were looking for
strategic buyers and since they started earlier than the other countries, they were able
to attract more foreign investors than the other countries in the region and massive
lay-offs and liquidations of companies did not take place. The experience of the
Czech Republic is well known for the introduction of vouchers (free distribution of
shares to its citizens). This method facilitated sales, but resulted in dispersed
ownership. Moreover, the lack of concentrated ownership affected the restructuring of
the companies after sale. In Poland, first banks were privatised to provide and
participate in the governance of state-owned enterprises. The Polish bank-led
enterprise restructuring provided alternative methods of reducing enterprise debt such
as debt for debt swaps, debt-to-equity swaps (equitisation) and debt sale. The banks
were also intertwined with foreign banks and the Polish hired foreign investment
managers to advise companies.
Corporate governance has recently become a key discussion item for the reform of
state-owned enterprises and the development of a modern enterprise system. The
review of property rights theory, agency theory and incomplete contract theory
highlighted the importance of ownership and owner-manager relationships in creating
value. Moreover, management empowerment is essential in enhancing the enterprise
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value. However, ownership control is also important to follow up whether
management is creating value. Thus, we posed the second sub-question of this
research: 2. How effectively are enterprises in transition governed? The review of the
literature of corporate governance in transition economies revealed that state-owned
enterprises were converted into corporations whose shares were held by the state until
privatisation took place and privatisation agencies were established to follow up the
companies and facilitate their privatisation and restructuring. The case studies of
Breda, Hess and Singh [1996] evidence that managers, once they have autonomy to
do so, have undertaken much the same restructuring measures that were evident in the
cases of firms governed by foreigners.
In order to know how value can be created in manufacturing enterprises, we posed
the third sub-question of this research: 3. What are the determinants of value creation
in an enterprise? The literature reviewed in chapter 4 indicated that value is created
by restructuring and managing operations, investment and financing, while the value
chain model indicated that the relationships between the firm and its suppliers and
customers can create value. The literature reviewed indicated that the value created in
an enterprise is determined by managers’ decisions on companies’ operations,
investment and financing and governance. The combination of value based
management models [Rappaport, 1986; Copeland, Koller, Murrin, 1990; Crum and
Goldberg, 1998; and Porter, 1985] helped us to identify a framework for this research.
Conceptual Framework and Methodology
In order to gain insight in the functioning of enterprises during the transition to a
market economy, we designed a conceptual framework (figure 5-1) based on the value
based management models [Rappaport, 1986; Copeland, Koller and Murrin, 1990;
Crum and Goldberg, 1998 and Porter, 1985]. We used models developed in Western
Europe and the USA because many lessons learned from restructuring western
companies proved to be useful guides as to how to tackle the problems faced by the
state-owned enterprises [UNIDO, 1994]. The models were used to identify the
variables that we should look for in the empirical study. The conceptual framework
for analysis is based on the concepts of enterprise environment, operations,
investment and financing and governance. The framework focuses on value creation,
has managerial emphasis and shows a holistic view of an entity. Moreover, the
framework extends the models by including the environment of the enterprise in the
framework like government policy.
According to Richard and Ericson [quoted in Nelson and Kuzes 1995, p.85], “The
transition from a socialist, centrally managed system to a capitalist, market system is
a unique event. There is no experience and there is no theory of successful transition
from a command economy to a market economy.” Due to this, we have selected a case
study method in order to make an in-depth study of limited cases. Cases within the
food, beverage, footwear and leather and textile industries were selected. Quantitative
(accounting and questionnaire data) and qualitative (management interviews) were
collected. Multiple data collection methods strengthen grounding of theory by the
triangulation of evidence [Eisenhardt, 1989; Scapens, 1990]. The financial data
collected are analysed using financial analysis techniques, while the management
responses to the questionnaire are described and analysed with averages and ranges.
The management interviews are used to illustrate the financial and questionnaire
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results. The research on privatisation until now has mainly been done at macro level.
The use of multiple levels of analysis in this study (at enterprise, industry and country
levels) helps in providing additional insights. In addition, to our knowledge, the use of
a combination of accounting (economic value added approach), questionnaire and
management interviews in the study of privatisation and restructuring of enterprises in
transition is unique.
Empirical Study
Privatisation: Before conducting in-depth case studies of enterprises, we presented the
economic background and privatisation in Eritrea in chapter 6. The Eritrean economy
is largely based on agriculture and the manufacturing industries are mainly agrobased. It also revealed the progress of privatisation of enterprises in Eritrea. The
Government offered 39 of the large manufacturing enterprises for sale at the
beginning of 1997 through the National Agency for the Supervision and Privatisation
of Public Enterprises. At the end of June 1999, it sold 18 companies mainly smaller
enterprises, while 21 mainly large enterprises were still under government ownership.
Privatisation in Eritrea, like in Central and Eastern Europe, attracted limited foreign
investors. Moreover, small enterprises were quickly sold because there was available
demand from local investors, while selling large enterprises was difficult due to a
weak private sector and a lack of foreign investors. The Board of NASPPE is selling
companies “as they are” without restructuring and it is using the direct sales method
(sales by auctions).
In order to assess whether and how enterprises in Eritrea are creating or destroying
value and to understand the influence of privatisation, we posed the following
empirical sub-questions:
4. Have companies been creating value during 1991-1997, to what extent and how?
5. How are managers trying to maximise enterprise values?
6. How is the process of privatisation influencing the manufacturing industries in
Eritrea?
We have used the conceptual framework to structure and analyse the data. We
argued that restructuring and managing operations, investments and financing and
governance could create value and facilitate privatisation of enterprises. The empirical
findings are reported in chapters 7-12. The following paragraphs summarise and
conclude on operations, investments and financing, governance and value creation.
Operations: The availability of domestic market demand and the over thirty years
experience of distributing products directly to the customers has helped the beverage
enterprises to have well organised sales departments and skilled salespersons. This
has helped the companies to adjust when the government liberalised trade and prices.
Unlike, the beverage enterprises, the footwear and leather, and textile enterprises had
been selling their products to a distributing agency (EDDC) and when this agency was
liquidated in 1993 the companies faced difficulties. The liberalisation of trade and
prices has opened the markets for synthetic products such as polyester and plastic
bags. These substitute products made the textile companies non-competitive pricewise at domestic markets as well as their export markets. The footwear and textile
enterprises have been selling their products mainly in Ethiopia. The introduction of
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tariff barriers by the Ethiopian government and the present war between Ethiopia and
Eritrea has stopped the trade between the two countries.
Analysis of the cost structure of the enterprises studied revealed that the material
costs are high in comparison to the labour costs and overhead costs of the companies.
The availability of water at a cheap price, the contracting of a whole year supply of
other materials needed when their prices are cheap and the finding of alternative
suppliers at cheaper prices helped the beverage industry to become a least cost
producer. The main constraints that the food processing enterprises are facing are a
shortage of raw material supply and the quality and cost of the supplied material.
Hides and skins are available in Eritrea and further processing of skin to the crust and
finished stages instead of exporting it at a semi-finished stage as it is done now may
enhance value creation and may improve the export potential of leather shoes. The
material costs of the textile enterprises are high, because the managers are buying
cotton at world market prices from Aligheder Cotton Plantation (the only supplier of
cotton in Eritrea).
Investment and Financing: The analysis of the balance sheet data showed that except
in beverage enterprises, in all other enterprises studied there was no major investment
in fixed assets throughout 1991-1997. The companies had been investing mainly in
working capital and the lack of fixed asset investments is making enterprises less
competitive. The managers interviewed perceived new investments in equipment and
machinery, and upgrading technology as highly relevant and critical in creating value.
The financial performance analysis also evidences that the short-term survival
strategy followed in investment policy is negatively influencing the creation of value.
For instance, the Board of NASPPE stopped the investment of modernisation of the
Bottling Department in the beer factory when partially completed due to privatisation
and this is creating a problem. In addition, the Ministry of Defence is not authorising
long-term investments, even though the companies such as Barka Canneries are not
offered for sale in the near future and have money to finance the investment projects.
The analysis of the financial structure of the enterprises studied revealed that the
textile enterprises are highly indebted. The managers of the textile enterprises had
been borrowing from banks using government guaranteed overdraft loans. The other
managers mainly used internally generated funds from retained earnings because they
feel that the lending interest rates of the Commercial Bank of Eritrea are high. This,
however, also implied the highly profitable companies such as Asmara Brewery have
not been shielding their income through prudential use of borrowings to avoid taxes.
The 80% dividend payout rate declared by the Board of NASPPE also constrained the
retained earnings of the companies and due to this some are encountering problems of
financing their working capital investments.
Governance: The Government as an owner neglected the companies and except in the
beverage enterprises, there was no major new investment injected to revive the
companies during 1991-1997. Moreover, the Government has been constraining
management decisions. Due to these constraints, the managers perceived that the
management team is less empowered to influence the critical restructuring activities
needed to create value.
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Managers also perceived a change of incentive system (of management and of
employees) as relevant in creating value because the salary scale of the companies in
particular that of the textiles was low in comparison to the salary scale of the private
sector and civil servants in Eritrea. Due to this, the managers of textile companies
were not able to retain or hire skilled professionals and this is hurting the companies’
potential for creating value.
The beverage enterprises in particular the Red Sea Bottlers tried to attract
customers by making their products available, affordable and acceptable (the 3 A’s of
Coca-Cola company) to the customer. The other enterprises were less focussed to the
customer.
The Government’s food subsidy and restrictions on the sales prices and profit
margins of flourmills and bakeries are decreasing the value created in these
companies. The Government’s restriction on exports of skins without further
processing helped the tanneries to create value, while allowing exports of cotton
directly and asking textile companies to buy it at the world market prices is hurting
the textile companies in Eritrea.
Value Creation: The food processing enterprises on average destroyed a value of two
million Nakfa each year during 1991/92-1997. They on average lost value prior to
1995, but afterwards created value due to the increase in value created in Barka
Canneries. The beverage enterprises have been creating value throughout the study
period. The largest value created was in 1995, but in 1997, the value created
decreased to a less than one third of that in 1995. The footwear and leather industry on
average created a value of one million Nakfa each year during 1991/92-1997. The
shoe manufacturing enterprises on average lost value, while the tanneries created
value. The tanneries created value starting 1995, because prior to that date the
Government used to fix prices. The textile enterprises studied destroyed value during
1991/92-1997, due to absence of orders, obsolete machinery and a lack of financing
due to continued operating losses of the companies each year.
The empirical research also revealed that the Government has made regulatory
reforms in 1991, 1995 and 1997. In 1991, the Government liberalised trade and prices
and in 1995 granted autonomy to enterprise managers, which increased their power.
The financial performance measures improved in 1995 and this indicates that
increasing the autonomy of the managers and making them accountable to their
actions enhances value creation. Monitoring management and putting in place
transparent incentive schemes that are likely to induce managers to create value is
essential. This research suggests that managers’ have ideas on how to create value, but
management’s decision empowerment on operations, investment, financing and
governance is hindered. Due to the implementation of privatisation process, the
NASPPE is restricting managers in policies and practices followed in operations,
investment and financing and governance and the enterprise environment in poor
developing countries impedes the privatisation process. We described and analysed
these restrictions with the term ‘privatisation trap’. The ‘privatisation trap’ created
uncertainty on managers and employees and restricted managers’ decision power on
short-term investments such as inventory purchases, credit extension and long-term
investments. The financial performance of enterprises in 1997 declined partly due to
the ‘privatisation trap’. The privatisation of large enterprises in Eritrea is taking more
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time than planned in 1997 and simply waiting to find a buyer creates uncertainty,
destroys the value creation potential of the enterprises and drains the government
budget during the interim-period. This research evidences that the longer the time the
implementation of privatisation process takes, the higher the amount of value that can
be destroyed. Therefore, it is important to devise policies that nurture the value
creation potential of the enterprises.

13.3 Implications of the Study
In order to assess the theoretical and policy implications of the study and in order to
evaluate the implications of the study for the conceptual framework designed, finally,
we posed the last sub-question of this research: 7. What implications does the study
have and how can privatisation and restructuring programs be designed and
implemented most effectively?
Theoretical Implications
On speed of privatisation: Once governments have decided to privatise, the next
policy debate is centred on the speed of privatisation. Some researchers advocated for
rapid privatisation known as a ‘Big Bang’ approach and others favoured the slow
privatisation known as the ‘Gradualist’ approach as discussed in chapter 2.
The advocates of rapid transformation suggested that governments are much better
served if they simply divest as rapidly as possible [Boyko, Shleifer and Vishny, 1996;
Murphy et al. 1992]. They argue that the gradual approach to privatisation would
allow managers greater latitude to sabotage reform than will be possible with a faster
divestment strategy. On the other hand advocates of gradual transformation suggested
that gains from hasty privatisation must be weighed against the social costs of speed
like high unemployment [Aghion and Tirole, 1993; Katz and Owen, 1993].
The empirical cases studied reveal that the performance and value created in 1995
improved. The government of Eritrea liberalised trade and prices in 1991 and
reformed the state-owned enterprises by granting operational autonomy to enterprise
managers in 1995. These reforms done prior to privatisation announcements have
helped the companies to create value in the food processing, beverage and footwear
and leather enterprises. The value lost in the textile enterprises was also minimised.
However, the financial performances and the value created in the enterprises
decreased in 1997, when the Government offered the enterprises for sale. This
suggests that reforms implemented prior to the announcement of sale improve the
value created (supports the view of gradualists), while once companies are offered for
sale quick divestiture is best (supports the view of rapid privatisation).
On sequencing of privatisation and restructuring: According to Megginson and
Netter [1999], one of the most commonly asked practical questions about privatisation
is whether governments should restructure state-owned enterprises prior to sale or
leave any such restructuring to private buyers. The early advice from the World Bank
[Nellis and Kikeri, 1989] was that governments should restructure state-owned
enterprises prior to divestment, both because they are better able than private owners
to cushion the financial blow to displaced workers (through unemployment and
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pension payments) and in order to provide a private buyer of the state-owned
enterprises with a ‘clean slate’. For instance, preparing companies for privatisation
was the standard practice in the U.K. Portes [1994, p. 1187] argues: “Privatisation of
large state-owned enterprises is not a disastrous one, given the constraints and the
alternatives. There is still time to do some of the restructuring necessary to make
privatisation successful.”
However, the World Bank and its affiliate IFC later on advocated for selling
company ‘as is’ in particular small and medium sized state-owned enterprises [Kikeri,
Nellis and Shirley, 1992; Donaldson and Wagle, 1995]. Donaldson and Wagle [1995,
p. 34] stated:
“Governments are often tempted to make enterprises more attractive to
purchasers before sale, reasoning like house-sellers,…. However, while making
a house more superficially attractive might, indeed spark greater interest among
buyers and increase the chances of a good bid, buyers of most companies other
than the smallest retail shops are interested primarily in company and market
fundamentals, and are unlikely to be swayed by appearances.”
According to the World Bank [1995] report, although governments sometimes had
to cut the size of a firm’s labour force and to absorb some debt in order to make a firm
attractive to potential buyers, more extensive investments in restructuring have
usually not paid off in terms of higher privatisation proceeds.
The empirical case studies of large manufacturing enterprises showed that
judgement has to be exercised. For instance, the case of Asmara Brewery revealed
that the Board of NASPPE stopped the rehabilitation project when partially
completed. A firm must continue to adapt dynamically to its environment, grasping
opportunities and avoiding hazards in order to maintain its value. Completion of the
partially finished project of modernisation in Asmara Brewery would have helped the
company to increase its productivity, sales and value. Moreover, even if the
government does not get its money back as sales proceeds, it will come in the form of
profit taxes from the future company profits. The risk of delaying investments makes
companies less competitive in particular when the process of privatisation takes a long
time. The cases studied show that the enterprise in transition require restructuring that
creates value by influencing the fundamentals of the business rather than a
restructuring that makes companies superficially attractive as stated by Donaldson and
Wagle [1995]. The case studies also reveal that restructuring is not only a matter of
getting higher proceeds at the time of sale, but also a matter of nurturing the value
creating potential of the company in the future for enhancing the viability of the
enterprises.
On adjustment to the market: According to Brada and Kutan [1994], the key issue in
the process of transition from socialism to capitalism is whether the large state-owned
firms can adjust in a flexible and effective way to newly-emerging market forces.
Many analysts argue that state-owned manufacturing firms would not respond to the
new economic environment, would decapitalize companies by paying out surpluses as
wages and would then use their bargaining power to negotiate a bailout with the
government [Kornai, 1990; Murrel and Wang 1993]. Kornai [1990, p. 58] argues: “It
is futile to expect that the state unit will behave as if it were a market-oriented
agent…. State ownership permanently recreates bureaucracy.”
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On the other hand, Portes [1994, p. 1186] explained the experiences of large stateowned enterprises in Central and Eastern Europe as follows:
“The role and prospects of state-owned enterprises were underestimated-often
with colourful images of producing obsolete goods…. There was no coherent
policy towards them, except to privatise as rapidly as possible or simply to
make them fold by cutting off finance, so little thought went into trying
consciously to modify their behaviour before privatisation.”
Case studies of state-owned enterprises [Pinto et al., 1993; Brada and Kutan, 1994]
evidence that the state-owned enterprises have been much more responsive than
feared, but show a mixed picture. Some state-owned enterprises are seen as
responding rapidly to the new market environment while others appear to be
“drifting”, dissipating their assets while making little or no effort to respond to the
market.
The experiences of the case studies in Eritrea also provided a mixed evidence that
some enterprises in the food processing, beverage and footwear and leather industries
adjusted to the market environment, while the textile enterprises had the problems of
adaptation and were losing their local as well as export markets to synthetic and
substitute products.
On selectively nurturing value creation potential: The economic aim of privatisation
is improving the efficiency of the existing enterprise assets while protecting their
value. The announcement of privatisation and the selling process, which started in
1997 in Eritrea, decreased the value created in the enterprises. Moreover, as the
implementation of the privatisation process takes a long time the potential for value
creation in the future of the companies is diminishing. The cases studied evidence that
there is uncertainty regarding the time that the companies will be sold. In Eritrea, the
government announced that the sales process will be completed in one year that is, the
end of 1997. However, the implementation of privatisation required a longer time than
planned. Over four years have passed and the large manufacturing enterprises are still
owned by the state. The process of privatisation is affecting the drivers of value of the
companies. When the uncertainty of the time of sale increases the government puts
restrictive control measures and this is reducing the empowerment of the managers to
create value and results in a ‘privatisation trap’.
The ‘privatisation trap’ affects the value drivers of the enterprises and the value
performance of the enterprises deteriorates during the implementation of the
privatisation process. It also affects the future value creation potential of these
enterprises. For instance, the value created in Asmara Brewery decreased to a third of
that of 1995 level mainly due to the ‘privatisation trap’. Moreover, the enterprise
managers are restricted on hiring personnel and professional employees such as
technicians are leaving for other lucrative jobs in the private sector. The exodus of the
skilled employees creates difficulty in operating the machinery during the transition
period and reduces the attractiveness of the companies to buyers. Human skill is an
asset and contributes to the value creation potential of the companies. The managers
are unable to retain skilled professionals due to a low salary in the companies to be
privatised or hire new ones due to the limited availability of skilled labour in the
market.
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Rappaport [1986] identified that value is created by influencing the operations,
investments and financing of companies and identified the drivers of value in a
business. However, the case studies revealed that the ‘privatisation trap’ is affecting
the drivers of value due to uncertainty of the time of sale. The cases studied evidence
that the duration of the implementation of the privatisation process matters. The
government has to estimate the time required to privatise companies and if the time
needed is long then selective restructuring and balancing of management
empowerment and control are essential for avoiding the ‘privatisation trap’ and
nurturing the value creation potential of the companies. In the case of Eritrea, for
instance, the beverage enterprises have been value creating and investing in
modernising their machinery can improve their productivity and value. Restructuring
companies at the time of sale, according to Copeland, Koller and Murrin [1990],
enhances the bargaining power of the seller. Restricting investment in these
companies for over four years reduces their value creating potential and their future
competitiveness. The case studies show that ownership change is relevant but also
other factors such as management reform and empowerment, change in management
behaviour, fixed asset investments and cost controls are essential in enhancing the
enterprise value and facilitating their privatisation. Moreover, enterprise structure and
management of operations, investments, financing and governance influence the
viability and the saleability of enterprises. Due to this, selectivity and balancing of
management policy measures and government policy measures are essential for
protecting the enterprises’ value and their potential for creating value in the future at
the time of privatisation.
The companies in Eritrea are also highly linked with each other (see figure, A116). The empirical part of this study reveals that in Eritrea material costs are high and
there are inter-linkages and interdependencies among the factories studied. These
evidence that in Eritrea, the Value Chain Model of Porter [1985] is relevant for
creating value. The value chain analysis can reveal where value can be created within
the enterprise, within the value chains of the suppliers or within the value chain of the
customers. The NASPPE should also consider the interdependencies and linkages of
companies at the time of privatisation. Privatisation of a supplier, for instance, may
cause a chain reaction on the dependent firms by cutting the already established
relationship and destroy value. Moreover, for instance the Keih Bahri Tannery is the
supplier of finished leather to the private and public shoe manufacturing companies in
Eritrea. However, the government is not renovating the old machinery in the tannery
due to privatisation and thus, the whole footwear industry is becoming less
competitive quality wise in shoe exports.
The lack of institutions such as legal and financial institutions also hinders the
progress of privatisation. Privatisation of large manufacturing enterprises where there
is a weak private sector like that of Eritrea is difficult and takes a long time. Simply
waiting to find a buyer for over four years not only decreases the value of the
companies during the implementation of privatisation, but also affects the value
creation potential of the companies in the future as well due to the ‘privatisation trap’.
Therefore, selective nurturing of value creation potential is needed to maintain and
enhance enterprise value and to develop restructured value adding private
manufacturing enterprises that contribute to the economic development of Eritrea.
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Policy Implications
How can the state-owned enterprises in Eritrea be transformed into value creating
private companies?
Facilitate privatisation: The Board of NASPPE in Eritrea is mainly using the direct
sales method with auctions. Adopting a variety of sales methods can help in
facilitating privatisation of large state-owned enterprises in Eritrea. The privatisation
of large enterprises in Eritrea can be facilitated by learning lessons from the
experience of other countries such as the developed economies in the West and
transition economies in Central and Eastern Europe. The experience of developed
countries reveals that share issue privatisation is generally preferred over asset sales
for large state-owned enterprises [Megginson and Netter, 1999]. The experience of the
Central and Eastern Europe transition economies also evidences that share issue
privatisation was used with the assistance of IFC in countries where there were no
previous capital markets [Donaldson and Wagle, 1995]. This helped the countries to
facilitate privatisation and to introduce and develop capital markets. Capital markets
facilitate a transfer of shares, help to raise funds and can improve corporate
governance by supplying relevant economic information to stakeholders [Reza, 1999].
However, capital markets cannot be effective in the absence of a well-functioning
banking system. For some large enterprises in Eritrea also a partial sales such as joint
venture with a strategic partner (preferably foreigner) instead of directly divesting
100% may facilitate privatisation because it can help in acquiring new technology to
upgrade products and processes and it can bring in new capital to cover cash flow
problems.
The experience of privatisation in the Central and Eastern Europe as well as Eritrea
shows that buyers are looking for viable enterprises with the potential to thrive in the
market. Preparing enterprises for sale by reducing redundant labour, imposing hard
budget constraints, setting clear commercial goals, introducing performance pay and
decentralising and introducing accountable management prior to privatisation helped
the U.K. state-owned enterprises to attract buyers and improve their performance after
privatisation [Bishop, Kay and Mayer, 1995]. In the Central and Eastern Europe also
the countries are preparing enterprises for sale by financial restructuring,
corporatisation and management reform. The Polish experience of privatising banks
first and making banks play a role in the restructuring of enterprises indicated that
privatised banks could provide enterprises with effective governance. The
intertwining of Polish banks with foreign banks also helped the Polish banks to
acquire skills and modern management.
The empirical cases studied in this research revealed that there is neglect of the
owner once enterprises are offered for sale and the companies’ value is deteriorating
as time goes on. Good management during the interim period is essential for
improving the viability of the enterprises and its future competitiveness. Creating
value in state-owned enterprises due to improved management systems facilitates the
eventual transfer of these enterprises to the private sector [Reza, 1999]. Privatising
banks and other financial institutions, starting pension programs and intertwining
large enterprises with foreign similar companies may facilitate privatisation and
restructuring of large state-owned enterprises in Eritrea.
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Finding new markets: The Eritrean government has indicated that the footwear and
textile industries will play an important role in the economy by generating exports
[GOE, 1999]. However, the cases studied revealed that there is a lack of market for
these companies’ products. These companies have been selling mainly in Ethiopian
markets due to its proximity and the previous colonial relationship. However, the
Ethiopian government put a trade barrier at the beginning of 1997 and then afterwards
in 1998 also the problem of the border war started. Due to this, trade was halted and
these two industries lost their Ethiopian markets.
Sharer [1999] argued that sub-Saharan African countries could encourage trade
through regional trading arrangements and through more active participation in the
multilateral trading system. Eritrea is a member of IGAD (Inter Government Agency
for Development), which is an association of the Horn of African countries, the
COMESA (Common Market for Eastern and Southern African countries) and recently
joined the COMSSA (Common Market for Sahelian-Saharan countries). These trade
arrangements provide larger market opportunities for Eritrean products. Access to
industrial countries markets can provide a market opportunity where the enterprises
can charge higher profit margins. The European Union (EU) provides trade
preferences for developing countries. The Lome IV convention, signed in 1975 and
extended in 1980 and 1985, gives certain products (such as textiles, leather products
and others) originating in developing countries (such as Eritrea) duty-free access to
the EU market. The easy access to the sea and the proximity of Eritrea to the MiddleEast countries also can provide a market opportunity to manufacturing enterprises in
Eritrea, because the labour costs in Eritrea are cheaper in comparison to that of the
Middle-East and this can give the Eritrean companies a competitive advantage.
However, there is a lack of selling experience in some enterprises, in particular the
textile companies. For instance, the textile companies encountered difficulty in selling
their products and resorted to bartering their finished products for cotton with two
Ethiopian traders. This evidences that there is a need for organising distribution
channels through effective agents who can help companies in marketing products and
in providing up to date market intelligence to keep pace with changing market
conditions.
Reducing material costs: The cost structure of the companies studied indicated that
material costs form a large part of the manufacturing costs. The managers interviewed
thus rated production efficiency and effective use of resources of high relevance in
creating value. The responses of the managers of food companies also indicated that
disturbances in materials supply generated critical problems.
Porter [1985] argues that when a firm sets out to become a low-cost producer in its
industry, it attains superior performance. He further suggested that a firm can gain a
cost advantage by (1) control of cost drivers and by (2) reconfiguring the value chain
(adopt a different and more efficient way to design, produce or market the product).
The management interviews indicated that the Ministry of Agriculture could help
in informing farmers on the type of agriculture products needed in the manufacturing
industries. The lowlands of Eritrea have been inaccessible during 1973-1991 due to
the war of liberation, but now there is an opportunity for development of commercial
farms in this area, which could produce cotton, sorghum, and livestock for hides and
skins for industrial inputs. The cases studied in this research also revealed that the
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availability of materials at cheaper prices and importing materials at low prices during
the harvest seasons helped managers to reduce costs. In addition, vertical integration
with suppliers or the use of some form of alliance can ensure continuity of the supply
of materials. Moreover, improved materials management, researching for sources of
raw materials in those countries that are competitive and training on materials
management and logistics can assist the improvement of cost efficiency in the
enterprises.
Investment in fixed assets and the upgrading of technology: Obsolete technology is
one of the main constraints that the companies are encountering in competing. At the
time of establishment many companies started operations with second hand
machinery and except in the beverage enterprises, there was no major investment
done after the independence of Eritrea.
The interviews with the managers of the footwear and leather and textile industries
also indicated that obsolete machinery is a problem and step-by-step renovation of
critical areas would have increased the sales of the companies. For instance, Keih
Bahri Tannery is the sole supplier of tanned leather to public and private enterprises in
Eritrea. However, since the machinery in this tannery is old, the tanned leather
produced is of a lower grade. The shoe manufacturing companies are becoming less
competitive at the export markets due to the relatively low quality of the shoes
produced with this lower grade leather. Renovating the machinery of Keih Bahri
Tannery can benefit the domestic shoe processing factories growth in Eritrea. The
textile industry managers also complained that the spinning department machinery is
old and is producing lower quality threads. Due to this, the exports of knitwear
articles are affected. Investments in critical parts can improve the viability of the
textile industries. The case study of Eritrea Textile Factory also revealed that the
knitwear articles of the company are not exported because they are not combed.
Introducing combing machines at the Spinning Department of the factory can open
new export markets for the factory to Europe, the USA and the Middle East. The
privatisation process of large enterprises has already taken over four years and thus,
completing partially finished projects like that of Asmara Brewery and investing in
the machinery in critical areas such as those of tannery and spinning departments in
textiles can create value.
Access to finance: The food processing, beverage and footwear and leather enterprises
are financing their operations with internally generated funds retained in the business,
while textile enterprises are facing financial problems due to continued operating
losses. The textile companies are financing their operations with government
guaranteed overdraft loans and are paying high interest costs. The managers
interviewed stated that the interest rates of the Commercial Bank of Eritrea are very
high and they indicated that there is a need for long-term financing using low interest
rates from the World Bank or other financial institutions to finance capital
expenditures. The World Bank and its affiliate IFC provide financial assistance to
countries reforming their economies for companies (being privatised and in postprivatisation) selectively to enhance the credibility of reforms with the investors and
potential supporters [World Bank, 1995; Donaldson and Wagle, 1995]. The
government of Eritrea has also recently established the Agricultural and Industrial
Development Bank (AIDB), which aims at financing investment projects. The
experience of the developed and transition economies revealed that banks play a role
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not only in providing loans, but also in providing governance by participating in the
board meetings to control organisations. Since there is no capital market in Eritrea, the
banks can play a role in providing the governance needed. Introduction of pension
funds and the development of capital markets also helped the transition economies as
a source of funds for enterprise restructuring and privatisation. There is no pension or
capital market in Eritrea. Development of private financial institutions and designing
pension policies and starting capital markets also may contribute as a source of
finance and governance for the enterprises in Eritrea.
Empowering and controlling managers: The cases studied indicated that prior to
1995, the Ministry of Trade and Industry strictly controlled managers, but in 1995 the
Government allowed operational autonomy. This contributed to the performance
improvements during 1995 and 1996. However, in 1997, the Board of NASPPE put
restrictions on inventory purchases, credit extensions and fixed asset investments. Due
to these restrictions managers were constrained from creating value and the
performance of the companies declined in 1997. The managers also perceived that the
management team was hardly empowered to create value on the most critical
activities.
Giving managers the autonomy to respond to competition and holding them
accountable for results can enhance value creation. According to Scott [1998, p.182],
“The more decision-making power managers are given, within reasonable limits, the
more commitment they will feel to delivering outstanding results.” According to him
empowerment works when increased responsibility is matched with increased
autonomy of decision making, with enhanced performance-based rewards and with
concerted investment in management training.
Good management of the companies during the interim period is essential;
otherwise, companies destroy value. A rationalisation program for public enterprise
management could be formulated which could include (1) a further strengthening of
policies to encourage the enterprise managers to operate with full managerial,
administrative, financial and operational autonomy; (2) technical, organisational and
financial rehabilitation to allow the enterprise to operate efficiently and to reach at
minimum the financial “break even point” and (3) a training program for managers
and selected staff to improve practices and quality of operations, and in parallel, an
infusion of technical assistance would be appropriate [World Bank, 1994].
The empirical part showed that there was neglect on the side of the owner.
Companies were not nurtured to compete effectively at the market because the owner
did not inject new capital. The owner was also placing strict control on enterprise
managers and there was no management incentive system provided.
Training needs: The case studies reveal that there is a need for training in technologyrelated fields and marketing. The managers identified training in technological fields
such as leather technology, textile technology, milling and others. Asmara Brewery
and Red Sea Bottlers Share Company introduced new technology, but encountered
problems of operating programmed logic computer systems (PLC). The Eritrean
manufacturing firms have been getting polytechnic graduates from the Institute of
Polytechnic in Bahrdar, Ethiopia. Since Eritrea is a separate country now, the
managers indicated that there is a need for a polytechnic institute in Eritrea or the
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Faculty of Engineering at the University of Asmara may accommodate these needs.
Eritrea, a small nation with a small market, needs also to embark on trading.
Marketing skills can thus help Eritrea to compete in the region. The managers
identified a training need in export marketing, purchasing and logistics management.
Increasing and upgrading the marketing courses (only two courses at present) that the
University of Asmara is offering and elevating marketing to a department level can
accommodate these needs.
Focussing on value based management Focussing on value can help managers on
identifying the value drivers and on influencing them to generate higher values. Value
management is a new way of thinking that aims at raising the value of a company by
exploiting all its internal and external potential. Value-based management has been
applied in the developed countries of the West. It can also be implemented to manage
manufacturing industries in Eritrea and to some extent it may be applied to public
enterprises' management as well.
The case studies reveal that management policies and practices followed in
enhancing the value created in a business influence the performance and the sale of
the enterprises to be privatised. Companies that create value like the beverage
enterprises are easy to sell while companies that destroy value like the textiles are
hard to sell. Thus the saleability of enterprises is influenced by the value creation
potential of the enterprise. Management actions in restructuring and managing
operations, investments, financing and governance affects the value created in a
business and its future viability and saleability. Moreover, focussing on the creation of
value can enhance the competitive position of the enterprise. Government policies, in
particular the privatisation policy also influences the value creation process. The case
studies reveal that the process of privatisation hampers the value creation process and
the longer the time it takes to privatise companies more value can be lost. Thus
establishing sound management with the value creation focus can help in facilitating
the privatisation of the enterprises and in thriving in the market environment.
Government Regulatory Intervention The Government as an industrial policy maker
has been intervening in various ways in the cases studied. The Eritrean government
has liberalised trade and prices in 1991, but it restricts the prices of foods (wheat flour
and bread) while it also subsidises food. Fostering competition is fundamental to
improving the performance of state-owned enterprises in competitive markets.
However, competition can only be effective if government transfers and subsidies are
eliminated. The interference in sales prices and profit margins of the flourmills and
bakeries is limiting the creation of value because the factories are becoming less
sensitive to customers needs.
The Government, based on its free market policy, used to allow exports of hides
and skins directly, but the traders in search of quick profits exported the skins and the
tanneries faced a problem of skin. Later on in 1995, the Government prohibited
exports of skins without further processing and this increased the supply of skin to the
tanneries and it helped them to create value and it provided employment in the
footwear and leather industry. Unlike the hides and skins, the Government allows
exports of cotton directly and the managers of Aligheder Cotton Plantation have been
asking textile companies to buy the local cotton at world market prices. Prior to 1998,
the textile companies used to import cheaper cotton from Ethiopia. Now they are
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using cotton from Aligheder Cotton Plantation in Eritrea and this is hurting the textile
companies. In principle, the Government should not interfere in prices; it should be
left to the market. However, according to Cook, Kirkpatrick and Nixson [1998, p.14]:
“Governments have a responsibility for economic co-ordination and initiatives
to strengthen particular activities and to moderate the sector costs of enterprise
restructuring and sectors level economic change. Whilst in most countries
markets have assumed the dominant role in allocation decisions, there remains a
role for policy interventions that focus selectively on areas where the privatemarket development solution is inadequate…. Success is achieved through a
pragmatic and judicious balance of policy measures, rather than by adopting an
ideologically ‘correct’ but incomplete policy stance.”
Since this is a transition period and since the market mechanism is not fully
developed, selective interventions such as in the case of prohibiting the export of raw
hides may increase the overall value generated in the economy.
Implication for the Conceptual Framework
The conceptual framework of this study (presented in chapter 5) was used to
focus the collection of data in the case studies and to structure the analysis. It proved
useful in identifying relevant factors in creating value in enterprises to be privatised or
just privatised and it was helpful in assessing the influence of privatisation on value
performance during the transition to a market economy.
The conceptual framework shows that the restructuring and management of
operations, investments, finances and governance are essential for transforming
enterprises in transition into value creating entities. The result of the cases in Eritrea
shows that the cost structure, in particular the material cost, is significant for creating
value in the enterprises studied. The material cost as a percentage of sales was high in
FPI, FLI and TI, while that of the BI was low due to the availability of materials.
Moreover, most industries in Eritrea are using obsolete technology and this is
hampering their products’ saleability. The industries in Eritrea need improvement in
technology to create value and to improve their competitive position in the market.
The conceptual framework also helped us to find out that in the FLI in Eritrea quality
is essential in creating value. The quality of hides and skins and the quality of the
shoes produced need to be improved to enhance the value created in the FLI
enterprises in Eritrea. The framework also helped to identify the influence of financial
management practices and policies followed during privatisation on value
performance.
The conceptual framework shows that firm and industry characteristics
influence the privatisation of enterprises. Value creating enterprises or enterprises
with a value creating potential can be privatised quickly. In the cases studied in
Eritrea, for instance, it is easier to privatise value creating beverage enterprises in
comparison to the value destroying textile enterprises. The food processing and
beverage enterprises, which are mainly oriented towards the domestic markets, are
more attractive to buyers in comparison to the footwear and leather and textile
enterprises, which are mainly oriented towards export markets. Moreover, the
conceptual framework helps in understanding the company behaviour during the
transition to a market economy. It helps in identifying the agency problems that arise
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during the privatisation process. The framework helped us to find out that there is a
lack of management empowerment in creating value during the privatisation process
when the process takes a long time while at the same time the owner (state) increases
control to protect its investments. There is high uncertainty during the privatisation
process, which hampers the decision-making power of managers and thus, reduces the
value created in enterprises. The conceptual framework assisted in showing that the
duration of the selling process is essential in privatising state-owned enterprises and
that a longer duration of the privatisation process reduces the value creation potential
of companies and their attractiveness to potential buyers.
The framework shows that there is a need for management empowerment and
an increase in state control during the process of privatisation. There is a need for
balancing management empowerment and owner control during privatisation. Further
modification of the framework on how to strike a balance and how to minimise
agency problems that arise during the transition period can contribute to our
understanding of the transition.
The empirical study of Eritrea revealed that a long duration of the selling
process destroys value in the enterprises to be privatised. This shows that the time
element is important. A further extension of the framework on how to avoid the value
destruction due to the process of privatisation is essential in Eritrea as well as in other
transition and developed countries. Moreover, assessing the different methods that
may shorten the duration of the privatisation process is helpful in contributing to our
understanding of the transition process. Even in the developed world privatisation and
other ways of restructuring companies through, for example, corporate restructuring
through mergers and acquisitions is common. Such changes may also affect the value
of the enterprises. Therefore, some lessons also can be learned for the restructuring of
enterprises in developed countries. In particular, it can be learned that caution has to
be taken to avoid value destruction during corporate restructuring.

12.4 Future Research Direction
In this research, we have focussed on privatisation and creation of value in order to
understand the functioning of enterprises in transition from state to a market economy.
The findings highlight that selective nurturing of value creation potential is essential
for transforming the enterprises in Eritrea. Further research on developing and
designing tools to selectively nurture value creation potential of enterprises in
transition is essential.
The empirical research was executed in four manufacturing industries and fourteen
state-owned enterprises in Eritrea. However, the findings to some extent can provide
some lessons to learn for the other state-owned enterprises in the manufacturing and
service sectors and to private owned manufacturing enterprises in the same industries.
For instance, the Government offered state-owned hotels for sale in 1993, but the
large hotels are still in government hands and they are facing similar management
problems as the cases studied. The privately owned food, footwear and leather, and
textile enterprises are also encountering similar challenges such as a lack of export
markets and high costs of materials. Future research can focus on these enterprises.
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The cases included in this study were a few. A large-scale quantitative study would
increase the statistical generalisation, validity and reliability of the results. Moreover,
we have studied the management perception of relevance, influence and criticality of
restructuring activities using 48 filled in questionnaires. The perception of the
managers can further be studied by extending the number of respondents and analysed
using multivariate analysis techniques such as multidimensional scaling and conjoint
analysis to provide statistically generalizable results. Finally, the outcome of a change
of ownership on company performance in Eritrea can be studied by comparing pre
and post privatisation performances.
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Appendices A2
Appendix Table A2-1. Summary of Divestiture Transactions and Sales Values in SubSaharan Africa, as of the End of 1996
Country

Angola
Benin
Botswana
Burkina
Burundi
Cameroon
Cape Verde
Central Africa
Chad
Comoros
Congo D. Rep.
Congo Rep. of
Cote d’Ivoire
Djibouti
Eq. Guinea
Eritrea
Ethiopia
Gabon
Gambia
Ghana
Guinea
Guinea Bissau
Kenya
Lesotho
Madagascar
Malawi
Mali
Mauritania
Mozambique
Namibia
Niger
Nigeria
Sao Tome & P
Senegal
Seychelles
Sierra Leone
South Africa
Sudan
Swaziland
Tanzania
Togo
Uganda
Zambia
Zimbabwe
Total

Before
1990
17

90

91

3

4

17

4

92

93

94

95

8

3

5

3

5

2
2
8

1
12

5
7
1

5
1
5
10

3
3
10

4

12
-

2
4

3

8

12
3
44
18

-

5

16
1

96

3

-

-

-

-

2
-

8
4
76
2

7
33
8
3

4
13
2
3

5
14
6
7
27

3
9
16
1
21

3
83
2
3
16

14
35
2
13
65

11
4
1
40

10
18
53

21
30
15
62

1
42

3
136

20
15

4
36
5
7

2
8

1
14
2

1
8
1
-

1

6

1

1
1

12

17

3

-

13
2
3

33

3
1

16
3
29
20
4

163

256

195

367

12

2

12

334

17

-

9

24
4
11
66
8
24
3
112
2

171

3
6

Total

275
2
1

331
46
1
16
39
39
30
26
34
4
22
60
46
1
3
9
25
30
191
114
30
152
8
84
44
54
47
548
1
31
81
9
48
1
9
4
32

1
1
-

15
38
-

1

3
1
1

27
1
25
58

9
1
34
19
15
107

474

428

301

1

5

56
13
23
9
10
3
14
9
25
12
22
9
-

unknown

123
45
76
191
4

Total
Proceeds
(US$m)
25.1
63.5
9.6
10.8
24.1
0.2
123.1
0.2
31.3
9.9
417.3
8.9
1.3
184.6
18.8
55.9
31.8
1.2
179.7
3.5
206.9
65.0
761.7
125.5
35.9
136.9
146.3
25.0

2,689

2,704.1

Source: World Bank data [as in UN- Economic Commission for Africa, 1999, p.33]
Notes: - Not available, Eritrea also started selling companies in 1997.
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Appendix Table A2-2. The Top 20 Transactions during 1990-1996.
Country
Name of enterprise
Year Government ownership Total sales
of
value
in percent
sale
Before sale After sale (US$M)
Ghana
Ashanti Goldfields
1994
55
30
316
South Africa Radio Stations
1996
100
0
129
Kenya
Kenya Airways
1996
100
20
74
Tanzania
Tanzania Cigarette Co. 1995
100
0
55
Senegal
SOCOCIM
1991
97
0
39
Zambia
Zambia Sugar Plc.
1995
100
0
37
Nigeria
Festae 77 Hotel Plc.,
1992
100
0
31
Benin
La Beninoise
1992
100
0
28
Uganda
Nile Hotel Complex
1995
100
41
27
Nigeria
Tourist Co. of Nigeria
1992
100
0
25
Tanzania
Tanzania Breweries
1992
50
50
23
Cote d’Ivoire SOGB
1995
95
35
22
Uganda
Hima Cement Factory
1994
100
0
21
Mozambique Cementos des Moza.
1994
100
49
20
Cape Verde
Cabo Verde Telecom
1995
100
60
20
Kenya
National Bank Kenya
1996
63
23
18
Ethiopia
Coca-Cola Bottling
1995
100
0
17
Nigeria
Nigeria Hotels Plc.
1992
47
0
16
Benin
Societe Nationale des
1991
100
0
16
Ciments
Ghana
Achimoto Brewery Co. 1991
100
0
16
Total
950
Source: World Bank data [quoted in UN-Economic Commission of Africa, 1999, p. 35]
Note: Excludes transactions prior to 1990.
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Appendices A3
Table A3-1 Summary of the Theoretical Background.
Theoretical
Foundation
Basic
Assumption

Property Rights Theory

Agency Theory

Incomplete Contracts Theory

Economics
The owner of property rights is
entitled to residual benefit.

Economics
All individuals act in their own self-interest.
Individuals are assumed to be rational and to have unlimited
computational ability. They can anticipate and assess the
probability of all possible future contingencies. The contracts are
assumed to be costlessly and accurately enforced by the courts. The
agent is assumed to have private information to which the principal
cannot costlessly gain access. The agent is work-averse and riskaverse.

Economics
The
model
assumes
that
the
incompleteness of contracts arises, not
because of bounded rationality, but
because some states of the world or
output, while jointly observable, are not
verifiable to outsiders and hence cannot
be contracted on.

Firm

Firm

Firm

Performance
Ownership distribution

Performance
Convergence of owner-manager interests

Performance
Degree of contract completion

- Berle and Means (1932)

- Jensen and Meckling (1976)

-

-

-

- The design of the ex-ante contract can
affect the ex-post renegotiations game
and can mitigate the ex-ante investment
inefficiency
arising
from
the
incompleteness of the contract.

Individuals are assumed to be
rational.

Level of Analysis
Dependent
Variables
Explanatory
variables
Relevant
Literature
Main
contribution

Concentrated
ownership
structures are more profitable
and are valued higher.

-

Main Criticism

-

-

Investors’
decision
is
influenced by other factors
such as size of the firm and
market stability [Demsetz and
Lehn [1985]
In the absence of transaction
costs ownership does not
matter [Coase, 1960].

-

It provides a coherent and useful framework within which we
can view management procedures and pose management
questions.
It emphasises on internal consistency, rational players and
optimal solutions that force the researcher to study the use of
management procedures within the context of models in which
the use of those procedures may give an optimal solution.
The elements in the models cannot be quantified easily.
It is a vast simplification of the real world relationships
between superiors and subordinates.
They disregard other factors that affect the relationship such as
achievements, responsibility needs and trust [Donaldson and
Davis, 1994; Baiman, 1990].

-

-

Hart (1995)

The sources and size of contracting
costs, while often used to motivate
the incompleteness of contracts are
imprecise.
One cannot assess the probability or
even foresee the contingencies for
which governance procedures will
be used.
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Appendix A3-2 Summary of Corporate Governance in Transition Economies of the Case Studies of Breda, Hess and Singh
[1996, p. 602]
Case of
Country
Business
Ownership
Role of
Privatisation
Agency

Findings

BRG
Hungary
Radio, telephones and telephone systems
66% of shares owned by the state and 33% of shares
owned by an Austrian investor
BRG, while seemingly independent, is accountable to
and run by the State Privatisation Agency. The Agency
actively manages companies and tries to find foreign
investors for its subsidiaries. However, it has limited
BRG from investing or restructuring. It did not provide
resources to management.
-

-

-

Despite difficulties, the management
has introduced some new products,
pursued exports to the former CMEA
(Council for Mutual Economic
Assistance) Markets.
However, improved sales did not result in
improved financial performance, because
the privatisation agency is using this
company as a cash cow and it is using
these funds to make other companies
attractive to investors.
The privatisation agency owns all the
property and machinery that are leased to
BRG. This prevented BRG from
obtaining loans because it cannot provide
a collateral against a bank loan.

UNIONTEX
Poland
A large textile company
100% of the shares owned by the state
The company is supervised by the Ministry of Industry
passively. The owner had abandoned any role in governance.
The Workers’ Council had extensive power of control and
governance and influenced management.

-

-

-

Unitex’s financial position has been deteriorating and
unlike firms, in which management takes an active role in
making cost cuts and investments, the management has
taken no action.
Management’s relations with the Workers’ council were
poor. Worker militancy and a proclivity to seek solutions
through labour actions and political protests continue to
undermine labour discipline. Management was forced to
maintain a high level of employment and to grant
generous wage increases, despite the firm’s poor financial
condition.
The management reorganised the company into profit
centres to identify profitable parts and split the firm into
two independent firms.

Syntex
Poland
Hosiery
100% of the shares owned
by the state
Solid support from an
effective and involved
Supervisory Board

-

-

-

The managing director
was given a four-year
contract to restructure
the firm. However, the
management
was
constrained both by the
terms of the contract
and by the need to
obtain approval of the
Supervisory Board for
many seemingly day-today decisions.
The management has
significantly improved
decision making within
the
firm,
reduced
employment
and
strengthened the firm’s
human resources.
There was managementlabour co-operation.
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Appendix A3-2 Summary of Corporate Governance in Transition Economies of the Case Studies of Breda, Hess and Singh
[1996, p. 604]
Case of
Country
Business
Ownership

CS-12
Czech Republic

POLFA
Poland

Generic drugs
100% of the shares owned by the state

Pharmaceuticals
100% of the shares owned by the state

Role of
Privatisation
Agency

There are Board members representing the owner,
but they exercise a passive, nominal role.

The Supervisory Board is extraordinarily active, meeting
monthly and working in various ways to promote the
interests of the firm. It provided effective governance.

Findings

-

-

-

-

The management exercises extensive
decision making authority.
The company is in good financial health, with
increasing profits as it proceeds with
upgrading of its products to Western
standards.
Management instituted a program of
restructuring even before the privatisation
proposal was approved. Restructuring
included reductions in the labour force and
changes in the product mix, cost cutting
measures and internal reorganisation of the
firm and a strengthening of the marketing
function, in part to increase exports.
Upgrading of quality and production methods
to meet international specifications plays a
role in the firm’s strategy.

-

-

The management is under no constraints other than
the need to obtain the approval of the Board for its
strategies and for major capital outlays. It enjoys full
freedom of activity in operational matters.
The management has developed a program to
restructure output, to develop a marketing
department and to make significant investments to
modernise the capital stock of the firm.
The fact that the company generated profits despite
difficult market conditions has contributed to
maintaining considerable autonomy.

DRUMET
Poland
Steel wire and rope
100% of the shares owned by the
state
The Supervisory Board of the
Ministry did not formulate any
guidelines and did not supervise
activities undertaken.
-

-

-

The company is profitable.
The management eliminated
unprofitable products and
developed a new marketing
strategy. A strong marketing
department was established.
The
Workers’
Council
exercised significant control
over management activities.
However, despite resistance,
the management reduced the
labour force by nearly 50%
and wages for the remaining
workers were both increased
and more differentiated.
Management has been able to
invest about $3 million per
year in new equipment, but a
more aggressive expansion
cannot be implemented until
the state decides how to
privatise the firm.
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Appendix A3-2 Summary of Corporate Governance in Transition Economies of the Case Studies of
Breda, Hess and Singh [1996, p. 606]
Case of
STOMIL-OLSZTYN
Country
Poland
A tire producer for trucks and tractors
Business
100% of the shares owned by the state
Ownership
There are Board members representing the owner, but they exercise a passive role, leaving
Role of
Privatisation management to institute changes.
Agency
- The management has instituted a restructuring program, streamlined the company and prepared
Findings
it for privatisation, ideally to strategic investors.
- The management tried to get rid of Workers’ Council interference in company management.
- Due to increased autonomy, management was able to spin-off non-core activities, introduce
modern accounting and information systems, seek new markets, and plan major investments to
expand the production of radial tires.
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Appendices A4
Figure A4-1. Copeland, Koller and Murrin’s Valuation Framework Model, the Key Value Drivers
Rate of return on invested
capital
r,
Amount of net new
investment

Value of growth
opportunities

Investment rate
k
Period of competitive
advantage, N

Value of the
business
Weighted average cost of
capital, WACC
Value of assets in
place
Level of NOPLAT

Net operating profit less adjusted
for taxes
NOPLAT

Rate of return on invested
capital,

Source: Copeland, Koller and Murrin [1990]
Invested capital in place
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Figure A4-2. Pentagon Framework for Assessing Restructuring Opportunities
Current Market
Value
Current perceptions
gap

Maximum raider
opportunity

Company value as is

Optimal restructured value

Restructuring
Framework

Strategic and operating
Opportunities
Potential value with internal improvements

Total company
opportunities
Potential value with external improvements

Disposal / acquisition
Opportunities
Source: Copeland, Koller and Murrin [1990, p. 37]

314

315

Figure A4-3 The Porter’s [1985] Generic Value Chain model
FIRM INFRASTRUCTURE

HUMAN RESOURCE DEVELOPMENT
TECHNOLOGY DEVELOPEMNT

MARGIN

PROCUREMENT
INBOUND OPERATIONS OUTBOUND MAARKETING SERVICE
LOGISTICS
LOGISTICS & SALES

N.B. The lower level bolded items are called primary activities.
The top levels, except the last level written in bold, are called support activities.
Figure A4-4. Porter’s [1985] Value System

SUPPLIER
VALUE CHAINS

FIRM
VALUE CHAIN

Figure A4-5. Rappaport’s Value Network Model.
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CHANNEL
VALUE CHAINS

BUYER
VALUE CHAINS
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CORPORATE
OBJECTIVE

VALUATION
COMPONENTS

VALUE
DRIVERS

SHAREHOLDER RETURN
. Dividends
. Capital Gains

CREATING
SHREHOLDER
VALUE

. Value
growth
duration

MANAGEMENT
DECISIONS

CASH FLOW FROM
OPERATIONS

. Sales Growth
. Operating Profit
Margin
. Income Tax Rate

DISCOUNT RATE

. Working Capital
Investment
. Fixed Capital
Investment

OPERATING

The Shareholders Value Network Model [Rappaport, 1986, p. 76]
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INVESTMENT

DEBT

. Cost of Capital

FINANCING
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Table A4-1 Summary of Some Relevant Articles on Privatisation and Restructuring (See also Megginson and Netter, 1999 and Martin and Parker,1997)
Study authors, [date] and title
Sample description, study period, and methodology
Summary of findings and conclusions
Estrin, Gelb & Singh [1993]: Compare 43 case studies of 3 countries, Poland (15), Hungary Document that most state-owned enterprises are making major
“Enterprises in Transition: Issues and (15) and the Czech republic (13). The project was undertaken adjustments in light of their new circumstances. Identified a close
in four phases during 1992 and observed how the reforms positive correlation between enterprise viability, long-run adjustment,
Method of analysis.”
have influenced firms and how firms are responding to the and privatisation. In Poland, there was poor initial macroeconomic
conditions and employees had power over enterprise decisions.
new market environment.
Pinto, Belka & Krajewski [1993]: Study a direct survey of 75 state-owned enterprises (SOEs) in Document that SOEs in Poland have been responsive than feared. It
“Transforming State Enterprises in Poland and from five different manufacturing sectors with shows that hard budgets and import competition can exert adjustment
Poland: Evidence on Adjustment by great diversity in product lines and locale. It covers three-year pressures even when changes in ownership and governance lag behind.
Manufacturing firms.”
period, June 1989 to June 1992: six months before the start of Privatisation has been the most successful in services and in retail trade.
the reform program and two-and-one-half years into it. Based SOEs shed labour and improved efficiency through investment. Firms
on financial indicators, the authors categorised the sample into have been cost-conscious and have improved efficiency of energy and
three groups: AAA (positive retained earnings and net profit material usage. Profitable companies are not prone to decapitalisation
for the six months starting in January-June 1992), AA and the wage setting process seems to be a bargaining solution between
(positive gross profit before taxes, but negative net profit) and workers and management. By contrast decapitalisation is pronounced in
A (negative gross profit before taxes and net profit). They firms suffering losses. These firms also heavily indebted, employ the
used financial performance measures (real sales, material and largest number of workers and experienced steady decline in sales.
energy, interest….) and non-financial (improving of
distribution, divestment of social assets…)
Aghion, Blanchard & Burgess Explore the behaviour of state firms pre-privatisation, the Document government measures such as hardening budget constraints,
[1994]: “The Behaviour of State incentives and the constraints facing managers and the nature financing of severance payments, and selective debt write-downs affect
Firms in Eastern Europe.”
and the power of the coalitions within the firms. They the distribution of gainers and losers and may be used to overcome
developed a theoretical model and supported their hypothesis blocking of coalitions and increase support for restructuring. Centralised
management structures, the presence of non-performing units and a
using enterprise case studies.
functional division of activities have all acted as serious constraints on
the unbundling/restructuring process whilst the removal of state
subsidies has been critical in forcing firms to rationalise production and
unbundle activities.
Carlin, Reenen & Wolfe [1995]: Examine individual case studies and survey 360 enterprises, Document there is little evidence of deep restructuring. The enterprises
“Enterprise restructuring in early Poland (198), the Czech Republic (21) and Russia (141). They did not make a significant increase in investments except those acquired
transition: the case study evidence evaluated the extent to which restructuring has been by foreign multinational. Many firms of “active” managerial behaviour
successful and determinants of the desire and ability to are not obviously compatible with a competitive market economy. There
from central and Eastern Europe.”
restructure, which is crucial to the people and policy-makers was little evidence that the privatised enterprises were more likely to
restructure than state-owned enterprises.
of the Central and Eastern Europe countries.
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Table A4-1 Summary of Some Relevant Articles on Privatisation and Restructuring
Study authors, [date] and title
Sample description, study period, and methodology
Estrin, Gelb & Singh [1995]: Using case study method analysed 43 firms in the Czech
“Shocks and Adjustment by Firms in Republic, Poland and Hungary on how companies react to
systemic changes between 1990 and 1992. They used
Transition: A comparative Study.”
accounting ratios of gross profit to sales, exports to sales and
employment. They have categorised the firms in to viable,
potentially viable and non-viable firms.
Martin
&
Parker
(1995):
“Privatisation
and
Economic
Performance Throughout the UK
Business Cycle”
Barberis, Boycko, Shleifer, and
Tsukanova [1996]: “How Does
Privatization Work? Evidence from
the Russian shops.”
Carlin
&
Aghion
[1996]:
“Restructuring Outcomes and the
Evolution of Ownership Patterns in
Central and Eastern Europe.”
Ramamurti [1997]: “Testing the
Limits of Privatization: Argentine
Railroads.”
LaPorta
and
Lopez-de-Silanes
[1997]: “Benefits of PrivatizationEvidence from Mexico.”

Claessens, Djankov, and Pohl
[1997]: “Ownership and corporate
Governance: Evidence from the
Czech Republic.”

Using return on capital employed and annual growth in valueadded per employee-hour examine whether 11 British firms
privatised during 1981-88 improved performance after
divestment and attempt to control for business cycle effects.
Surveys 452 Russian shops sold during the early 1990s. The
study evaluates the importance of privatisation methods
adopted and their impact on firms’ restructuring.
Differentiates the behaviour or performance of firms using
World Bank [1996] report and Kollo [1995]. They try to
answer what mechanism of restructuring is needed to
transform the state-owned enterprises in central and Eastern
Europe.
The author studied restructuring and privatisation of the
national railroad, in 1990. He examined whether productivity,
employment, and need for operating subsidies change
significantly after privatisation.
The authors assess whether performance of 218 SOEs
privatised throughout June 1992 improves after privatisation.
They compared performance with industry-matched firms, and
try to identify improvements between industries and firmspecific influences.
They studied performance improvements for a sample of 706
Czech firms privatised during 1992-1995. They used a
Tobins-Q measure, to test whether concentrated ownership
structure improves Q more than disbursed ownership.
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Summary of findings and conclusions
Many firms have successfully begun to transform themselves in all three
countries and restructure often prior to privatisation. However,
restructuring was hindered by low levels of viability and weak
management. The cases highlight the need for coherent privatisation
program as part of a successful transition strategy. While most firms
develop short-run plans, long-term enterprise strategy is intimately
related to privatisation.
Several firms improved prior to divestiture, indicating an initial “shakeout” effect upon privatisation announcement. Outright performance
improvements after privatisation were found in less than half of firmmeasures studied. It shows mixed results.
The authors found that the presence of new owners and managers raises
the likelihood of value-increasing restructuring. They document equity
incentives do not improve performance; instead points to the importance
of new human capital in economic transformation.
They find foreign owned privatised enterprise displayed a deep form of
restructuring engaging in major investment projects and in the strategic
reorganisation and reorientation of the firm. Foreign ownership meant
there was an active owner for the firm with the resources to finance
restructuring and to provide management expertise.
He documents a 370% improvement in labour productivity and a 78.7%
decline in employment (from 92,000 to 19,682). Services were expanded
and improved and delivered at lower cost to consumers. The need for
operating subsidies is reduced.
They find that the output of privatised firms increased, while
employment declines by half. Firms achieved a 40% percentage point
increase in profitability, eliminating need for subsidies equal to 12.7% of
GDP. Industry effects explain only 20% of improvement; productivity
gains due to better incentives account for 52%.
They document that privatised firms do restructure. They also found the
more concentrated the post-privatisation ownership structure the higher
the firms’ profitability and market valuation. Large stakes owned by
bank-sponsored funds and strategic investors are value enhancing.
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Table A4-1 Summary of Some Relevant Articles on Privatisation and Restructuring
Study authors, [date] and title
Sample description, study period, and methodology
Newberry and Pollitt [1997]: “The The authors conducted a cost-benefit analysis of the 1990
Restructuring and Privatisation of restructuring and privatisation of the Central Electricity
Generating Board (CEGB). They compared the actual
Britain’s CEGB-Was it Worth It?
performance of the privatised firms to a counter-factual
assuming CEGB had remained state-owned.
Galal, Jones, Tandom and Vogelsang The authors compare actual post-privatisation performance of
[1992]: “Welfare Consequences of 12 large firms in Britain, Chile, Malaysia and Mexico to
Selling Public Enterprises.”
predicted performance of these firms had they remained
SOEs.
Megginson,
Nash
and
van The authors compare 3-year average post-privatisation
Randenborgh [1994]: “The Financial financial and operating performance ratios to the 3-year preand Operating Performance of privatisation values for 61 companies from 18 countries and
Newly-Privatized Companies: An 32 industries over the period 1961-1989. They test for the
significance of median changes in ratio values in post versus
International Empirical Analysis.”
pre-privatisation period.
Frydman,
Gray,
Hessel
and The authors studied 218 firms, 90 of them state-owned and
Rapaczynski [1999]: “The Impact of 128 privatised firms in the Czech Republic, Hungary and
Private ownership on Corporate Poland during 1990-93. They examined performance changes
Performance in the Transition in revenues, costs, labour productivity and employment
among different types of privatised firms and firms which
Economies.”
remain SOEs.
Pohl, Anderson, Claessens, and The authors examined the extent of restructuring achieved by
Djankov [1997]: “Privatisation and over 6,300 private and state-owned firms in seven Eastern
Restructuring in Central and Eastern European countries during 1992-95. They used six measures
of performance improvements to examine which restructuring
Europe.”
strategies improve performance the most.
Boubakri and Cosset [1998]: “The They compared 3-year average post-privatisation financial and
Financial and Operating Performance operating performance ratios to the 3-year pre-privatisation
of Newly Privatised Firms: Evidence values for 79 companies from 21 developing countries and 32
from Developing Countries.”
industries over the period 1980-1992. The study tests for the
significance of median changes in ratio values in post versus
pre-privatisation period.
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Summary of findings and conclusions
They conclude that the restructuring and privatisation of CEGB was
“worth it” in that there is a permanent cost reduction of 5% per year.
Producers and shareholders capture all this benefit. Consumers and the
government lose. They also find that alternative fuel purchases involve
unnecessarily high costs and wealth flows out of the country.
Their study shows welfare gains in 11 of the 12 cases, which equal, on
average, 26% of the firms’ pre-divestiture sales. They find no case where
workers were made worse off, and 3 where workers were made
significantly better off.
The study shows economically and statistically significant postprivatisation increases in output (real sales), operating efficiency,
profitability, capital investment spending and dividend payments, as well
as significant decreases in leverage. No evidence of employment
declines after privatisation, but significant changes in firm directors.
They find strong evidence that the positive effects of privatisation on
corporate performance are not uniform across types of firms and
measures of performance. Private ownership increases revenue and
productivity of outsider-owned firms, but not of insiders controlled
firms.
Their study document that privatisation increased the probability of
restructuring and success. They found that firms privatised for 4 years
will increase productivity 3-5 times more than a similar SOE. They
document little difference in performance based on method of
privatisation, but ownership and financing effects impact restructuring.
The study documented significant post-privatisation increasing in output
(real sales), operating efficiency, profitability, capital investment
spending dividend payments, and employment as well as significant
decreases in leverage.
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Table A4-2 Case Studies of Restructuring of Enterprises in Transition
Case of
Szcecin Shipyard
Country
Poland
Business
Ship building
Title
How One Polish Shipyard Become a Market Competitor
Authors
Johnson, S., D. Kotchen, and G. Loveman [1996]
Findings
Operational
- Narrowed its product focus and defined a niche market in container
Restructuring
building and streamlined wasteful production operation.
- Formed market research team to analyse trends in the world ship
building industry and to identify a niche market for Szcecin.
- Reduced product cycle time from between 2-4 years to 11 months.
- In 1989, when the state-owned trade company Centromor lost its
monopoly, the company set up a marketing office and began courting
Western clients. The marketing managers were able to penetrate the
German market and the quality of company ships’ reputation also
helped the company to attract other customers.
- The management divested cash draining assets such as vehicles
Luxury automobiles, houses and many perquisites.
- In collaboration with the unions, the management laid off workers.
Investment and
Financial
- Cancellation of a third ($190 million) of the company’s debt as well
Restructuring
as an extended repayment schedule of the remaining for two years.
- In 1991, the interest rate on commercial loans was high (50% to 80%)
and shipyards could not afford it.
- The company collaborated with a Polish Development Bank to
finance working capital. Moreover, the customer is requested to
pay 65% in advance and the bank guaranteed the customer refund if
ship building company did not deliver the order.
Governance
Restructuring
- Appointed new managing director with skills and experience.
- Changed the compensation system from piece rate to hourly rate.
- Categorised workers by qualification and experience.
Lessons
Learned
- Success of the company originated from product focus on container
ships, rapid production cycle, the low cost of Polish labour and
visionary leadership.
- Enterprises embarking on restructuring must be able to price, market,
and sell their output; develop a sensible strategy based on analysis of
competitive positioning; establish profit-based incentives and
measurement system; improve operating efficiency, and manage their
finances in a professional way. Moreover, a managing director who
has a vision for integrating and directing reform is needed.
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Table A4-2 Case Studies of Restructuring of Enterprises in Transition
Case of
Gadansk Ship Yard
Country
Poland
Business
Ship building
Title
Meanwhile in Gdansk
Authors
Johnson, S., D. Kotchen, and G. Loveman [1996]
Findings
Operational
- The management showed little will to implement difficult reform.
- In 1990, its primary client, the Soviet Union disintegrated and the
authorities cancelled all orders for new ships forcing the yard to
abandon three nearly completed fishing vessels.
- Despite a lack of orders for new ships, the director continued to plan to
increase the size of his workforce from 9,000 to 15, 000, confident
that the government will never let the Gdansk shipyard fail.
- The shipyard’s vendors balked; the yard’s main source of engines
threatened to stop deliveries, and other suppliers filled suit.
- The shipyard was plagued by combative unions and to avoid strike,
the managing director announced a pay increase of $45 per month.
- Management announced losses of $10 million on $110 million sales
in 1993.
- Western clients were attracted by low Polish wages.
Investment and
Financial
- Refused to dispose off nonessential assets such as vacation resorts for
employees and chauffeured limousines.
- Losses increased and bankers denied the shipyard additional credit.
- The credit problems worried Western clients, who had begun refusing
to make advance payments due to unstable operations.
- The government stopped subsidies.
- In 1995, the suppliers softened their demand for payment and
cancelled 40% of their debt and since then the company borrowed $65
million in financing from Bank Handlowy and has purchased the raw
materials it needs to complete several ships slated for exports.
Governance
- In 1993, the managing director resigned growing weary of fighting a
losing battle.
- The search for the replacement of the outgoing management failed to
attract promising candidates due to the company’s poor financial
condition.
- After six months of search, a retired manager of the company during
the socialist period was brought back, which is a step backward.
Lessons
Learned
- A lack of implementing reforms made the company saddled with debt,
and at the verge of bankruptcy.
- The reform minded managing director is vital for implementing
restructuring programs.
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Table A4-2 Case Studies of Restructuring of Enterprises in Transition
Case of
Styl Clothing Factory
Country
Hungary
Business
Clothing Manufacturer
Title
Case Study of Privatisation: The Styl Clothing Factory
Authors
Katherine Marton ( Prepared for UNIDO) [1996]
Findings
Operational
- Its geographical location and subcontracting arrangements with firms
in the West helped the company to become financially profitable even
before privatisation.
- The sales and the workers of the company have increased steadily.
- The subcontractors provided all the material, designs and labels.
- It produces the highest quality clothing in Hungary.
- In the mid 1980s, the company lost its Middle East market, but the
company replaced it successfully by shifting to the western European
market.
- Low wages in Hungary in comparison to Western Europe attracted
the subcontractors because the clothing industry is labour intensive.
Investment and
Financial
- Invested in new technology and equipment and the company’s
technological capabilities were competitive and comparable with those
in the western Europe.
- The government helped the company in terms of access to foreign
exchange and imports of equipment.
- In the 1990-93, most of the profit was retained by the company and
reinvested. Self-financing was the major source of financing new
investments.
- The financial position of the company has been extremely sound.
- In the formation of the joint venture, the foreign company contributed
its share of investment in the form of advanced machinery and
equipment.
Governance
- The company was transformed into a joint stock company first and
then into a joint venture with a minority holding foreign investor.
- In 1992, the government sold the remaining shares partly to the foreign
partner and the foreigner became a majority shareholder.
- By law 10% of the shares are offered to the workers.
Lessons
Learned
Comparative advantage in labour cost and subcontracting arrangement
with customers in the Western Europe has helped the company to
improve its financial condition and upgrade its technology. Moreover,
the subcontracting agreement gave an opportunity for the foreign
investor to acquire the company at privatisation.
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Table A4-2 Case Studies of Restructuring of Enterprises in Transition
Case of
Textile/Cloth Hungartextile Holding
Country
Hungary
Business
Textile /clothing
Title
Hungartextile Holding : The fate of a textile giant.
Authors
Kiefer, M.[1995, p. 191]
Findings
Operational
- Sales declined due to falling demand on the domestic market and
decrease in exports sales.
- The share of the company’s exports in the former CMEA markets
dropped from 42.5% to 0%.
- In 1991 costs were nearly 90% higher than sales.
- The subsidiaries became loss-makers and thus, the holding company
was not collecting revenues.

Investment and
Financial

- Since the transformation in to a holding-based group, the financial
situation of the company had been deteriorating.
- The discouraging financial performance was caused by a lack of
Investment in technology.
- In 1991, the company leased a new production capabilities and this
made it possible to include higher-value-added products such as batste,
satin and balloon-cloth.

Governance
- The level of employment decreased and trade unions were relatively in
active in the declining industries.
- The managers were competent and trained but they were less
motivated. The State Property Agency’s increasing role in the firm’s
crisis management resulted in an almost total replacement of the upper
and middle levels of management.

Lessons
Learned

- Hungarian textile sector as a whole was faced with both a declining
industry, and disappearing markets.
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Table A4-2 Case Studies of Restructuring of Enterprises in Transition
Case of
Kanizsa Brewery
Country
Hungary
Business
Brewery
Title
Kanizsa Brewery: Privatisation Brewing?
Authors
Zsarrnay, J., [1995, p. 231]
Findings
Operational
- The stability of the brewing industry was the result of: widespread
modernisation of the industry, combined with the introduction
through license agreement of domestically brewed foreign brands.
- Output was sold only on domestic markets and was competing with
imported beers.
- Sales were distributed less through national wholesale channels than
directly to smaller local or regional retailers.

Investment and
Financial

- Credits to a host of small limited liability companies, mostly local
catering or retail firms, that subsequently did not pay their bills and
eventually went bankrupt.
- The company management was clearly focused on improving
performance at the firm’s central plant with special emphasis on
production. Ongoing technical modernisation was a key strategic
priority.
- Financing was available form banks and from investors.

Governance
- Labour relations were not a problem at the firm.
- The managing director and his deputies were trained up to masters
degree level.
- The company was finally privatised to its employees and managers
Lessons
Learned

- Despite Hungary’s overall industry decline during 1987-92, the
brewery industry remained exceptionally stable.
- The firm’s good product mix, its relatively high level of corporate
culture with stable labour relations and a more or less sound financial
situation made Kanizsa a good candidate for expansion. The long-term
survival of the firm could not be questioned at all.
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Table A4-2 Case Studies of Restructuring of Enterprises in Transition
Case of
Textiles/garments: CS-15
Country
The Czech Republic
Business
Textiles/garments
Title
CS-15: will inexpensive labour help us survive?
Authors
Matesova, J.,[1995, p. 48]
Findings
Operational
- The skilled labour, the low per unit labour costs of the Czech garment
producers, and the proximity to major markets for textile products
generated a competitive advantage for the industry.
- In 1991, when the demand for clothing on the domestic market
declined and the CMEA market collapsed, the Czech and Slovak
garment industry lost about 60% of its market.
- The proximity to West European markets helped in getting supply of
raw materials and sell the finished products. Moreover, it resulted in
low transportation costs and a short innovation cycle.
- Profit from sales increased due to the decrease in material costs.
- It was fashion and price that mattered not quality.
- Increased wages as financial condition improved.
- Opened a store attached to the main plant
- Distribution channels also changed significantly from wholesale and
retail chains to direct sales to final customers.
- Found new markets in the West Germany and selling labour intensive
products or the labour itself gave the company a competitive advantage
over West European firms.
Investment and
Financial
- In 1991 and 1992, there was a large increase in accounts receivable and
subsequently affected its liquidity.
- The firm also introduced credit management, which helped to improve
its financial stability. The company hired detectives to seek out
hidding debtors.
- Reconstructed its workshops
Governance
- In 1990 the acting managing director was removed from his position
because of self-enrichment at the firm’s expense and possible fraud.
- The new management tried to restructure the company.
- It was privatised in 1992 to its previous owner. The managing director
was retained after privatisation.
Lessons
Learned
- The case illustrates a situation in which an old business with a long
history gradually lost its markets. Its major competitive advantages
were skilled labour, which was inexpensive relative to Western
Europe, and proximity to the West European markets, which were
important in a business dependent on fashion.
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Table A4-2 Case Studies of Restructuring of Enterprises in Transition
Case of
Textile/Cloth: Veba Broumov
Country
The Czech Republic
Business
Clothing
Title
Veba Broumov, The king of a declining Industry
Authors
Matesova, J., [1995, p. 58]
Findings
Operational
- The demand for textiles declined and thus, management stressed on
quality. Product quality was the firm’s competitive advantage.
- Low per unit labour cost also gave Veba a comparative advantage over
the West European producers. Due to this the company exported 65%
to Germany and 20 % to the rest of EC countries.
- The company imported medium fibre cotton from Greece and Turkey
and long fibre cotton from Egypt, the USA and China.
- Cotton prices more than doubled after the removal of sate subsidies
and devaluation of the currency.
- Domestic distribution channels disintegrated and domestic sales
declined sharply.
- Competition with Asian textile products intensified.
- The company offered high quality at reasonable price.
Investment and
Financial
- The firm used advanced spinning and weaving technology from
Japanese, German, Swiss and Italian producers.
- Leased equipment to modernise its capital stock.
- Although profits were not a big problem, Veba’s cash flow
deteriorated.
- The management introduced control over cash.
Governance
- Management was encouraged to take part in management training
programs.
- Two boards-supervisory and managing-were appointed when the
company became a joint stock company.
- Management introduced new employee incentive system.

Lessons
Learned

- Veba’s management was active and approached changes as challenges,
rather than as problems. It was able to mange a firm in market
conditions, it supported human resources development.
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Table A4-2 Case Studies of Restructuring of Enterprises in Transition
Case of
Food Processing/ Chocolate and Sweets CS-07
Country
Slovakia
Business
Food processing
Title
CS-07: A firm’s adaptability in the transition period.
Authors
Galik, R., [1995, p. 88]
Findings
Operational
- Price liberalisation caused the prices of the firm’s products to increase
by an estimated average of 45%-50%.
- A marketing department was created.
- Decision-making power was divided such that a great deal of authority
was given to the production, marketing and sales managers, but other
powers were given to the general director.
- It tried to enter new niches of domestic markets and foreign markets
through direct sales and by co-operating with foreign firm.
- The management aimed at cost management.
- The firm adapted well to economic reform by cutting the prices of
goods.
- The firm innovated not only technologies but products and their
packaging as well.
Investment and
Financial
- The management restructured the size of the enterprise.
- The financial situation of the firm seemed satisfactory and enabled to
make investments from its retained funds.
- Purchased new equipment.

Governance

Lessons
Learned

- The management increased wages.
- The rigid behaviour of the managers became a constraint at the
beginning. Managerial methods have not changed quickly and
thus, improvements in the firm were occurring very slowly,
especially in sales, marketing, and market analysis.
- 40 employees were released from the general office
- Merged with a foreign company and this ensured the future strength of
the firm’s market position.

- The management was the most important element of the firm’s
transformation. Under its guidance, the firm was successful in
adopting to changes and challenges.
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Appendices A5
Table A5-1 List of State-Owned Enterprises, Year of Establishment, Year of Nationalisation and their Products
No.
Industry
Enterprise
Established Nationalised
Types of Products
1.
Alpha Food Products Factory 1901
1982
Bread and pasta
Foods
2.
Halay Sweet Factory
1966
1982
Sweets
3.
National Edible Oil Factory
1947
1975
Edible oil, cotton linter, expeller, husk and others
4.
Red Sea Flourmills
1970
1980
Wheat flour, gallate, corase bran
5.
Decemhare Flourmill
1947
1975
Wheat flour, gallate, corase bran
6.
Barka Canneries
1964
1975
Soup, foul Mesdames and tomato paste
7.
Asmara Brewery
1939
1975
Beer, liquor, alcohol, carbon dioxide and corks
Beverage
8.
National Soft Drinks Factory 1964
1975
Coca-Cola, Fanta and Sprite
9.
Asmara Wine and Liquor
1947
1982
Wine, liquors, syrup and aperitifs
10.
Gash Cigarette Factory
1922
1975
Cigarette and chewing-tobacco
Tobacco
11.
Asmara Match and Candle
1944
1975
Matches, candles and wrapping paper
12
Asmara Textile factory
1954
1975
Yarn, fabrics, blanket, knitwear and sanitary towels
Textile
13.
Eritrea Textile Factory
1968
1975
Yarn, knitwear, sanitary towels and plastic bags
14.
Mereb Textile Factory
1946
1975
Fabrics: poplin, flannel, twill, polyester, rayon
15.
Asmara Sweater Factory
1954
1975
Sweaters and leather jackets
16.
Lalmba Sack Factory
1960
1975
Sacks, twine and hessian cloth
17.
Asmara Pickling Tannery
1961
1975
Pickled sheepskins, wet blue goatskins and shoe lining
Leather
18.
Keih Bahri Tannery
1947
1975
Shoe upper, sole leather, wet blue and crust
19.
Dahlack Shoe Factory
1964
1975
Leather, canvas and plastic shoes and plastic utensils
Footwear
20.
Deluxe Shoe Factory
1963
1975
Leather, canvas and plastic shoes
21.
Eritrea Shoe Factory
1949
1975
Leather shoe and rubber
22.
Wina Aluminium
1956
1975
Dishes and frying pan
Metal,wood
23.
Himbol House Hold Utensils 1972
1982
Flat cover dishes, buckets and kettles
24.
Bizen House Hold Utensils
1956
1982
File cabinet, chairs and tables
25.
Eri-Bus Assembly
1946
1981
Bus (body construction)
26.
Sembel House Hold Utensils 1968
1975
Enamel, aluminium and tin plated ware
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Table A5-1 List of State-Owned Enterprises, Year of Establishment, Year of Nationalisation and their Products
No.
Industry
Enterprise
Established Nationalised
Types of Products
27.
Orota Metal Works
1948
1975
Nails, bedspring, galvanised wires
28.
Gurae Furniture
1961
1982
Chairs, beds and tables
29.
Barka Woods and plastic
1963
1979
Tables, chairs, plastics and shutter conduit
30.
1936
1975
Printed materials
Printing Press Adulis Printing Press
31.
Dogali Printing Press
1953
Newspaper and other printed materials
32.
Gajeret Carton
1963
1979
Carton and silicate
33.
1945
1982
Tiles and mosaics
Non-Metallic Asmara Ceramics
34.
Eritrea Cement Plant
1965
1975
Portland cement
35.
Denden Glass Work
1942
1975
Bottles and glasses
36.
Hadas Lime
1966
Lime
37.
Asmara Soap Factory
1946
1975
Laundry soap, glue bars and glue blue
Chemicals
38.
Red Sea Soap Factory
1972
1982
Laundry and toilet soaps and detergents
39.
Fana Oxygen and Acetylene
1937
1982
Oxygen and acetylene
40.
Massawa Salt Works
1904
1975
Salt
41.
Assab Salt Works
1922
1975
Salt
Source: Department of Industry [1993, p. 16]
Notes: Eritrea Steel Sheet factory and Hadas Lime Factory were closed for 20 years.
Dogali Printing Press was established by government.
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Appendix A5-2 Responses of Beverage Enterprises Managers to Operational Restructuring Activities Questionnaires
Relevance
Asmara Brewery
Asmara Wine
Red Sea Bottlers
OPERATIONS
GM FM PM MM TM GM FM PM MM GM FM
PM
MM
Revenue generatingactivities
1 Seek new markets
7
8 10
7
5
8
7
7
8
3
10
2
2 Increase export efforts
7
7 10
6
7
9
5
6
2
0
10
0
3 Drop product price
3
0
0
0
3
0
8
5
1
0
10
0
4 Increase product price
3
2
1
0
3
0
2
3
9
0
0
0
5 Create or strengthen marketing Dept
6
6
0
3
5
7
7
1 10
0
10
5
6 Establish sales office
0
0
0
0
3
0
6
1 10
10
10
5
7 Increase Advertising of products
9
9 10
5
8
8
8
5 10
10
10
5
Cost reduction activities
8 Reduce employment
0
2
0
3
2
8
8
7
7
0
10
0
9 Cut wages
0
0
0
0
0
4
2
5
0
0
0
0
10 Increase employment
0
0
0
3
3
0
2
5
7
0
0
0
11 Increase wages
5
7 10
5 10
8
8
6
8
5
10
5
12 Selectiveness towards suppliers
7
6
2
7
8
10
8
5
9
10
10
5
13 More effective use of productive
7
6
0
9 10
8
8
6 10
10
10
10
resources
Other operating activities
14 Change product quality
6
1
1
5
8
8
8
8
0
10
0
15 Change area of activity
0
0
0
5
9
7
3
0
0
16 Change of the production mix
0
0
5
4
0
7
5
0
0
17 Improve production efficiency
6
9 10
9 10
9
8
8 10
10
10
5
Legend: The various managers in the top of the table are indicated by two letters. GM, FM, PM and MM represent general, financial, production and marketing managers.
The cells of the table refer to the marks given by managers. The general manager of Asmara Wine factory did not return the questionnaire because of a busy work schedule.
The blank cells repressent missing data, which shows non-response, non-applicable or do not know.
Note: Appendix A5-2 shows an example the responses of beverage industry managers to operations questionnaires only. The beverage enterprises managers responses to
investment and financing, governance and problems questionnaires are not presented here to save space and they are available from the author. Moreover, the responses of
the food, footwear and leather and textile enterprises are also available from the author.
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Appendix A5-2 Responses of Beverage Enterprises Managers to Operational Restructuring Activities Questionnaires
Respondent's Influence
Asmara Brewery Asmara Wine
Red Sea Bottlers
OPERATIONS
GM FM PM MM TM GM FM PM MM
GM FM PM MM
Revenue generating activities
1 Seek new markets
10
3
5
8 0
8
3
8
10
0
5
5
2 Increase export efforts
10
3
5
6 0
7
2
6
3
0
3
3
3 Drop product price
5
7
0
0 0
0
3
5
2
0
5
5
4 Increase product price
5
7
5
0 0
0
2
4
10
0
0
0
5 Create or strengthen marketing dept.
8
2
0
5 0
5
4
2
10
1
6
6
6 Establish sales office
5
2
0
0 0
0
3
4
10
0
8
8
7 Increase advertising of products
7
5
5
7 0
8
2
7
10
2
8
8
Cost reduction activities
8 Reduce employment
5
7
0
0 0
6
6
5
8
0
4
4
9 Cut wages
0
7
0
0 0
3
2
3
0
0
0
0
10 Increase employment
0
7
0
3 0
0
2
4
8
0
5
5
11 Increase wages
5
3
5
5 0
6
6
6
9
0
7
7
12 Selectiveness towards suppliers
7
7
5
9 0
8
7
4
8
8
8
8
13 More effective use of productive
7
4
0
9 5
7
7
7
10
2
5
5
resources
Other operating activities
14 Change product quality
6
2
5
7 5
6
6
7
10
0
0
15 Change area of activity
2
0
0 0
6
4
3
0
0
16 Change of the production mix
2
0
8 0
0
5
5
0
0
17 Improve production efficiency
7
4
1 10 6
7
5
6
10
10
10
10
Legend: Same as previous table, except that instead of relevance this table shows respondents influence.
Note: Same as previous table.
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Appendix A5-2 Responses of Beverage Enterprises Managers to Operational Restructuring Activities Questionnaires
Company Management Empowerment
Asmara Brewery
Asmara Wine
Red Sea Bottlers
OPERATIONS
GM FM PM MM TM GM FM PM MM
GM
FM
PM
Revenue generating activities
1 Seek new markets
8
9
8
8 8
8
7
6
10
10
9
2 Increase export efforts
8
9
8
6 5
9
6
7
3
10
8
3 Drop product price
5
10
0
0 5
0
4
8
1
6
10
4 Increase product price
5
10
5
0 3
0
2
5
10
6
0
5 Create or strengthen marketing dept.
8
9
0
3 8
9
7
4
10
4
10
6 Establish sales office
5
9
0
0 8
0
5
5
10
10
10
7 Increase advertising of products
7
10 10
7 8
9
6
6
10
10
10
Cost reduction activities
8 Reduce employment
5
9
0
5 8
8
8
6
10
8
10
9 Cut wages
0
9
0
0 0
6
7
5
0
8
0
10 Increase employment
0
9
0
3 8
0
3
3
9
8
0
11 Increase wages
5
7
9
3 5
9
8
4
10
2
10
12 Selectiveness towards suppliers
7
10 10
9 10
10
7
4
10
10
10
13 More effective use of productive
7
10
9 8
9
8
7
10
10
10
resources
Other operating activities
14 Change product quality
6
10
5
9 8
8
8
7
0
10
15 Change area of activity
10
0
0 5
9
5
4
0
16 Change of the production mix
10
0
8 8
0
6
4
0
17 Improve production efficiency
7
10
1 10 7
9
5
6
10
10
10
Legend: Same as previous table, except that this table shows the company management’s team empowerment.
Note: Same as previous table.
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8
8
10
8
10
10
6
5
0
10
10
8
10

0
8
8
10
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Appendix A5-2 Responses of Beverage Enterprises Managers to Operational Restructuring Activities Questionnaires
Criticality in the
Past
Asmara Brewery
Asmara Wine
Rred Sea Bottlers
OPERATIONS
GM FM PM MM TM GM FM PM MM
GM
FM
PM
MM
Revenue generating activities
1 Seek new markets
2
3
1
2
3
2 Increase export efforts
3 1
3 Drop product price
2
4 Increase product price
5 Create or strengthen marketing dept
2
3
6 Establish sales office
7 Increase advertising of products
1
2
1
3
Cost reduction activities
8 Reduce employment
2
3
3
9 Cut wages
10 Increase employment
11 Increase wages
1
1
1
1 3
1
1
1
1
12 Selectiveness towards suppliers
3
2
3
13 More effective use of productive resources
3 2
2
2
3
2
Other operating activities
14 Change product quality
2
1
3
15 Change area of activity
16 Change of the production mix
1
1
17 Improve production efficiency
3
3
2
3
2
3
Legend: The various managers in the top of the table are indicated by two letters. GM, FM, PM and MM represent general, financial, production and marketing managers.
The cells of the table refer to criticality rank given by managers. A score of 3 indicates the highest critical, a score of 2 indicates the second and a score of 1 shows the third
critical activity. A few managers consider some activities of the same criticality rank and filled in more than three cells.
Note: Appendix A5-2 shows an example of the responses of beverage industry managers to operations questionnaires only. The beverage enterprises managers responses to
investment and financing, governance and problems questionnaires are not presented here to save space and they are available from the author. Moreover, the responses of
the food, footwear and leather and textile enterprises are also available from the author.
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Appendix A5-2 Responses of Beverage Enterprises Managers to Operational Restructuring Activities Questionnaires
Criticality in the Future
Asmara Brewery
Asmara Wine
Red Sea Bottlers
OPERATIONS
GM FM PM MM TM GM FM PM MM
GM
FM
PM
Revenue generating activities
1 Seek new markets
3
2
3
3
3
2
1
2 Increase export efforts
3
3
1
2
3
3 Drop product price
1
1
4 Increase product price
1
5 Create or strengthen marketing dept.
2
2
1
1
1
6 Establish sales office
3
1
7 Increase advertising of products
2
1
2
2
2
1
Cost reduction activities
8 Reduce employment
1
1
9 Cut wages
1
10 Increase employment
1
11 Increase wages
1 1
3
1
12 Selectiveness towards suppliers
1
2
1
13 More effective use of productive resources
3 2
1
2
2
Other operating activities
14 Change product quality
1
2
3
2
15 Change area of activity
16 Change of the production mix
2
2
17 Improve production efficiency
3
1
3 3
3
1
2
Legend: Same as previous table.
Note: Same as previous table.
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Table A5-3 Missing Data in the Returned Questionnaires
Relevance
Empowerment
Missing Total
% of
Missing Total
% of
Total
Total
Food Processing
Industry
Operations
0
204
0%
0
204
0%
Investment and financing
2
204
1%
1
204
0%
Governance and problems
4
228
2%
22
228
10%
Sub total
6
636
1%
23
636
4%
Beverage Producing Industry
Operations
7
204
3%
7
204
3%
Investment and financing
19
204
9%
20
204
10%
Governance and problems
14
240
6%
39
240
16%
Sub total
40
648
6%
66
648
10%
Footwear and Leather Industry
Operations
0
221
0%
0
221
0%
Investment and financing
9
221
4%
8
221
4%
Governance and problems
4
260
2%
8
260
3%
Sub total
13
702
2%
16
702
2%
Textile Industry
Operations
0
187
0%
18
187
10%
Investment and financing
0
187
0%
4
187
2%
Governance and problems
13
220
6%
31
220
14%
Sub total
13
594
2%
53
594
9%
Overall

72

2,580

335

3%

158

2,580

6%
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Appendix A5-4 Re-scaled Responses of Beverage Enterprises Managers to Operational Restructuring Activities Questionnaires
Relevance
Asmara Brewery
Asmara Wine
Red Sea Bottlers
OPERATIONS
GM FM PM MM TM
GM FM PM MM GM FM PM
MM N AVERAGE
Revenue generating activities
1 Seek new markets
2 3
3
2
1
3
2
2
3
1
3
1 12
2,17
2 Increase export efforts
2 2
3
2
2
3
1
2
1
1
3
1 12
1,92
3 Drop product price
1 1
1
1
1
1
3
1
1
1
3
1 12
1,33
4 Increase product price
1 1
1
1
1
1
1
1
3
1
1
1 12
1,17
5 Create or strengthen marketing dept.
2 2
1
1
1
2
2
1
3
1
3
1 12
1,67
6 Establish sales office
1 1
1
1
1
1
2
1
3
3
3
1 12
1,58
7 Increase advertising of products
3 3
3
1
3
3
3
1
3
3
3
1 12
2,50
Cost reduction activities
8 Reduce employment
1 1
1
1
1
3
3
2
2
1
3
1 12
1,67
9 Cut wages
1 1
1
1
1
1
1
1
1
1
1
1 12
1,00
10 Increase employment
1 1
1
1
1
1
1
1
2
1
1
1 12
1,08
11 Increase wages
1 2
3
1
3
3
3
2
3
1
3
1 12
2,17
12 Selectiveness towards suppliers
2 2
1
2
3
3
3
1
3
3
3
1 12
2,25
13 More effective use of productive
2 2
1
3
3
3
3
2
3
3
3
3 12
2,58
resources
Other operating activities
14 Change product quality
2 1
1
1
3
3
3
3
1
3
1 11
2,00
15 Change area of activity
1
1
1
1
3
2
1
1
1 9
1,33
16 Change of the production mix
1
1
1
1
1
2
1
1
1 9
1,11
17 Improve production efficiency
2 3
3
3
3
3
3
3
3
3
3
1 12
2,75
Legend: The various managers in the top of the table are indicated by two letters. GM, FM, PM and MM represent general, financial, production and marketing managers.
The cells of the table refer to the rescaled marks. A score of 3 indicates high relevance (rescaling of scores of 8, 9,and 10 in table A5-2) , a score of 2 means some relevance
(rescaling of scores 6 and 7 in table A5-2) and a score of 1 represents low relevance (rescaling of 0-5 in table A5-2). The general manager of Asmara Wine factory did not
return the questionnaire because of a busy work schedule. The blank cells represent missing data. The missing values are not included in calculating the mean score.
Note: Appendix A5-3 shows an example the rescaled responses of beverage industry managers to operations questionnaires only. The beverage enterprises managers
responses to investment and financing, governance and problems questionnaires are not presented here to save space and they are available from the author. Moreover, the
responses of the food, footwear and leather and textile enterprises are also available from the author.
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Appendix A5-4 Re-scaled Responses of Beverage Enterprises Managers to Operational Restructuring Activities Questionnaires
Company Management Empowerment
Asmara Brewery
Asmara Wine
Red Sea Bottlers
OPERATIONS
GM FM PM MM TM
GM FM PM MM GM FM PM
MM N AVERAGE
Revenue generating activities
1 Seek new markets
3 3
3
3
3
3
2
2
3
3
3
3 12
2,75
2 Increase export efforts
3 3
3
2
1
3
2
2
1
3
3
3 12
2,17
3 Drop product price
1 3
1
1
1
1
1
3
1
2
3
3 12
1,75
4 Increase product price
1 3
1
1
1
1
1
1
3
2
1
3 12
1,42
5 Create or strengthen marketing dept.
3 3
1
1
3
3
2
1
3
1
3
3 12
2,08
6 Establish sales office
1 3
1
1
3
1
1
1
3
3
3
3 12
1,92
7 Increase advertising of products
2 3
3
2
3
3
2
2
3
3
3
2 12
2,75
Cost reduction activities
8 Reduce employment
1 3
1
1
3
3
3
2
3
3
3
1 12
2,08
9 Cut wages
1 3
1
1
1
2
2
1
1
3
1
1 12
1,25
10 Increase employment
1 3
1
1
3
1
1
1
3
3
1
3 12
1,67
11 Increase wages
1 2
3
1
1
3
3
1
3
1
3
3 12
2,08
12 Selectiveness towards suppliers
2 3
3
3
3
3
2
1
3
3
3
3 12
2,67
13 More effective use of productive
2 3
3
3
3
3
2
3
3
3
3 11
2,73
resources
Other operating activities
14 Change product quality
2 3
1
3
3
3
3
2
1
3
1 11
2,09
15 Change area of activity
3
1
1
1
3
1
1
1
3 9
1,56
16 Change of the production mix
3
1
3
3
1
2
1
1
3 9
1,78
17 Improve production efficiency
2 3
1
3
2
3
1
2
3
3
3
3 12
2,58
Legend: The various managers in the top of the table are indicated by two letters. GM, FM, PM and MM represent general, financial, production and marketing managers.
The cells of the table refer to the rescaled marks. A score of 3 indicates high empowerment (rescaling of 8, 9, and 10 in table A5-2), a score of 2 means some relevance
(rescaling of 6 and 7 in table A5-2) and a score of 1 represents low relevance (rescaling of 0-5 in table A5-2). The general manager of Asmara Wine factory did not return the
questionnaire because of a busy work schedule. The blank cells represent missing data. The missing values are not included in calculating the mean score.
Note: Appendix A5-3 shows an example the rescaled responses of beverage industry managers to operations questionnaire only. The beverage enterprises managers
responses to investment and financing, governance and problems questionnaires are not presented here to save space and they are available from the author. Moreover, the
responses of the food, footwear and leather and textile enterprises are also available from the author.
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Appendix A5-4 Criticality Responses of Beverage Enterprises Managers to Operational Restructuring Activities Questionnaires
Criticality in the Future
Asmara
Asmara Wine
Red Sea Bottlers
Brewery
OPERATIONS
GM FM PM MM TM
GM FM PM MM GM FM PM
MM
Sum
Revenue generating activities
1 Seek new markets
3 2
3
3
3
2
1
17
2 Increase export efforts
3
3
1
2
3
12
3 Drop product price
1
1
3
5
4 Increase product price
1
2
3
5 Create or strengthen marketing dept.
2
2
1
1
1
7
6 Establish sales office
3
1
4
7 Increase advertising of products
2 1
2
2
2
1
10
Cost reduction activities
8 Reduce employment
1
1
1
3
9 Cut wages
1
1
10 Increase employment
1
1
11 Increase wages
1
1
3
1
6
12 Selectiveness towards suppliers
1
2
1
4
13 More effective use of productive
3
2
1
2
2
10
resources
Other operating activities
14 Change product quality
1
2
3
2
8
15 Change area of activity
0
16 Change of the production mix
2
2
4
17 Improve production efficiency
3
1
3
3
3
1
2
16
Legend: The various managers in the top of the table are indicated by two letters. GM, FM, PM and MM represent general, financial, production and marketing managers.
The cells of the table refer to criticality rank given by managers. A score of 3 indicates the highest critical, a score of 2 indicates the second and a score of 1 shows the third
critical activity. A few managers consider some activities of the same criticality rank and filled in more than three cells.
Note: Appendix A5-3 shows an example the response of beverage industry managers responses to operations questionnaires only. The beverage enterprises managers
responses to investment and financing, governance and problems questionnaires are not presented here to save space and they are available from the author. Moreover, the
responses of the food, footwear and leather and textile enterprises are also available from the author.
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Appendix A 5-5 Typology of Issues
Operating Issues
Revenue performance and restructuring
Sales decline
Sales growth
High competition in the industry
Set up marketing department
Enhanced distribution channels
Introduced new products
Attempted to find new markets
Introduced sales incentives
Promoted company products
Highly dependent on Ethiopian markets
Collaboration in setting up prices
Increased its market share locally
Contacted new foreign customers
Enhanced export efforts
Cost reduction
Low material cost as a percent of sales
Employment size above 400
Introduced major labour restructuring
Introduced energy saving measures
Depended on raw material supply from Ethiopia.
Typology of Investment Issues
High working capital to total assets ratio
High return on Assets (ROA)
Major capital investment programs
Minor investments in fixed assets
Split-offs and spin- offs to increase the independence of
enterprises
Low capacity utilisation
Accumulated finished goods
Acute shortage of cash
High receivables balance
Trained workers on advanced technology
Constraints
Operating losses of the company
Lack of access to credit
Government privatisation policy

Others
Improved profitability
Improved productivity
Changed production mix \ lines
Enhanced product quality
Increased production capacity
Constraints
Lack of marketing skill
Lack of available raw material
Non competitive prices of company products
High energy cost
Obsolete machinery
Lack of market
Loss of market share in Ethiopia

Typology of Financing Issues
High debt burden
Negative ownership equity
High bank overdraft balance
High inter enterprise loans
Long term loans
Debt cancellation by the Government
High overdue tax obligations
High dividend obligations
Reduced bank borrowings
Receiving government subsidy in terms of
Government loan guarantees
Financially self sufficient
Receives direct subsidy from Government
Constraints
Operating losses of the company
Dividend policy of the Government
Lack of equity financing
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Appendix A5-5 Typology of Governance Issues
Managers
Highly empowered managers
Change of general manager
Tried to build good relationship with workers
Unhappy about the present pay scale
Employees
Retrenched workers
Gave incentives to workers
Empowered workers
Powerful union
Higher salaried employees comparatively
Owner
lack of investments by the owner
No effective board to control managers
High dividend policy
Improved management autonomy
Customers
Developed good relationship with customers
Suppliers
Developed reliable suppliers
Monopoly in supply of raw material
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Appendices A6
Table A6-1 Approved Investment Projects in Eritrea during 1992-1997 (Amounts are in 1,000 Nakfa)
Sector

N

1992
Job
Capita

N

Job

1993
Capital

No

1994
Job
Capital

No

1995
Job
Capit

No

1996
Job
Capit

No

1997
Job
Capit

No

Total
Job
Capital

Agriculture

2

16

3,164

5

327

33,067

4

24

14,032

17

271

26,717

15

589

67,709

3

31

7,235

46

1,258

151,924

Fishing

1

0

0

3

248

96,675

17

556

93,283

9

87

23,477

3

111

21,149

1

20

107

34

1,022

234,691

Mining & Quarry

0

0

0

1

0

5

3

44

1,627

0

0

0

13

250

61,785

3

18

23,233

20

312

86,650

Manufacturing

7

381

41757

15

786

66,288

24

588

137,711

50

1,106

301,392

76

1,789

362,023

65

1,970

458,397

231

6,620

1367569

Electric, Gas &
water

2

0

0

1

0

0

2

40

2,645

2

0

80

3

38

10,724

0

0

0

10

78

13,449

Construction

2

0

0

3

532

38268

7

110

5,464

1

0

0

6

17

63,663

6

1,485

270,514

25

2,144

377,910

Repairs and
Service

0

0

0

0

0

0

3

14

0

7

80

5,914

14

143

12,702

5

22

3,230

29

259

21,846

Hotels &
Restaurants

1

31

1,781

5

92

14289

11

379

582,665

25

599

167,390

38

759

159,690

15

365

97,552

95

2,225

1023368

Transport, &
commun.

0

0

0

0

0

0

3

0

0

1

0

0

4

111

46,182

0

0

0

8

111

46,182

1

0

0

1

3

20

10,908

1

15

6

35

10,908

1

12

720

1

12

720

Real Estate,
Renting
Education
Health & Social
Work
Recreational

1

0

0

0

3

71

7,798

1

10

820

3

0
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980

1

55

6,860

3

88

10,921

5

143

17,781

3

86

18,171

4

108

15,320

14

275

43,089
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Service
Total

15

428

46702

36

2056

256391

76

1,765

838,247

117

2,143

525,950

179

3,968

841,568

107

4,134

887,229

530

14498

3396086

Source: based on information received on request by the courtesy of the Eritrean Investment Centre (EIC)
Table A6-2 Distribution of Public and Private Manufacturing Industries by Major Indicators (Amounts are in 1,000 Nakfa)
1992
Public

Number of
establishments
Number of
employees
Compensation
of employees1
Gross fixed
asset
formation2
Gross output3
Gross input4

Private

1993
Total

Public

Privat

1994
Total

Public

Privat

1995
Total

Public

Privat

1996
Total

Public

Privat

1997
Total

Public

Privat

Total

44

72

116

45

76

121

46

85

131

46

92

138

46

111

157

46

159

205

11,097

1,346

12,443

13,067

1,494

14,561

12,896

1,763

14,659

11,866

2,006

13,872

10,969

2,385

13,354

9,999

4,922

14,921

34,399

4,029

38,428

53,277

4,758

58,035

58,571

5,733

64,304

58,755

6,810

65,565

63,230

8,887

72,117

62,910

31,035

93,945

6,857

1,007

7,864

40,657

3,097

43,731

42,670

9,632

52,302

44,222

7,411

51,633

84,201

8,015

92,216

103219

121500

224,719

373,412

45,245

418,657

469,371

47,183

516,554

526,097

63,826

589,923

699,922

75,272

775,194

811275

110849

922124

759488

289626

1,049,114

130,677

26,768

157,445

218,516

32,260

250,776

270,553

39,840

310,393

337,991

47,634

385,625

466381

70,128

536509

453650

178676

632,326

Source: Ministry of Trade and Industry [1997, p. 13] census of manufacturing establishments 1992-1997
Notes: 1. Comprise wages and salaries and benefits.
2. (New assets + old assets – sales or disposal of fixed assets) = Gross fixed asset formation
3. (Revenue from sales plus revenue from other services or income).
4. (Cost of materials and supplies purchased +cost of fuels and electricity purchased + cost of repairs and maintenance – change in stock of materials and supplies)
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Table A6-3 Privatisation Progress of Public Enterprises in Eritrea
No

Enterprise

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

Fana Oxygen & Acetylene
Barka Woodworks & Plastic
Bizen Furniture Factory
Gurae Furniture factory
Eritrea Shoe Factory
Winna Household Utensils
Himbol Household Utensils
Sembel Household Utensils
Asmara Wine and Liquor
Halai Sweets Factory
Asmara Meat & Milk
Asmara Milk Factory
Ghejeret Cartone & Silicate
Asmara Soap Factory
Red Sea Soap Factory
Asmara Sweater Factory
Lalmba Sack Factory
Africa Match & Paper
Deluxe Shoe Factory
Dahlack Shoe Factory
National Edible Oil Factory
Hadas Lime Factory
Asmara Ceramics Factory
Asmara Scythe Factory
Doum Fibre Factory

#
employees
15
57
57
54
121
36
59
200
47
62
77
51
78
64
62
176
388
104
178
533
66
49
102
13

Times
auctioned
2
2
2
3
1
2
1
2
3
2
2
4
1
1
1
1
2
3
3
3
3
1
1

Number of bids
received each time
1, 7
-,3
-,1
-,1,3
1
2,2
2
-,1,-,6
-,2
2,?
1,1,3,?
2
2
1
1
-,-,-,1,-,2
1,1,?
-,1,?
1
-

343

Sales (offered) Price
(Million Nakfa)
2.7
7.5
3
2.6
5.4
3.7
5.1

Buyer type
National
National
National
National
“ & foreigner
National
National

8.8*
5*

National
National

6.5
8.7
14.76
3.2

National
National
National
National

Remarks

Partnership

US$2.05 million
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26
27
28
29
30.
31

Eri Bus Factory
Asmara Textile Factory
Mereb Textile Factory
Eritrea Textile Factory
Orota Iron & Steel Factory
Asmara Brewery Factory

63
1,815
555
310
109
382

2
1
1
1

-,1
1
?

1

4

2.4

National

12

National

Sales (offered) Price
(Million Nakfa)

Buyer type

Remarks

12.1
52.72

National
Foreigner

US$7.32 million

Table A6-3 Privatisation Progress of Public Enterprises in Eritrea
No

Enterprise

32
33
34
35
36
37
38
39

Alfa Food Products Factory
Eritrea Cement Factory
Asmara Pickling Tannery
Keih Bahri Tannery
Eritrea Steel Sheets Factory
Gash Cigarette & Tobacco
Assab Salt Works
Massawa Salt Works

#
employees
90
204
125
128
39
136

Times
auctioned
1

Number of bids
received each time
3

1
1
1
1

3
1
6
1

196

Source: based on information received on request by the courtesy of the NASPPE (On June 1999)
Notes: ? represents bids not yet submitted
* sales contract not yet signed
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Table A7-1 Operating Results of Food Processing Industry 1991/92-1997. [Amounts in 1,000 Nakfa]
Year
1992 (6m)9
1993
1994
1995
1996
1997
Annual Average10
1991/929
1
Sales
38,013
22,649
36,382
53,728
90,351
163,149
164,407
87,489
29,516
17,393
27,417
46,995
73,450
141,011
143,505
73,736
Cost of Sales2
Material Costs*
26,977
15,564
21,473
36,409
74,206
132,673
130,961
67,425
Labour costs
1,074
703
3,646
1,375
2,717
2,517
2,961
2,307
Power and water
1,309
666
3,592
2,962
2,246
2,177
2,302
2,347
Depreciation
1,205
592
1,293
1,285
874
765
843
1,055
Other production costs3
2,737
1,386
3,340
3,052
2,940
4,972
6,614
3,853
Other operating costs4
7,387
2,865
2,071
4,764
3,708
2,958
3,794
4,249
1,108
2,423
6,895
1,969
13,190
19,177
17,108
9,518
Operating profit5
1,524
1,171
828
1,232
1,001
1,091
1,123
1,226
Number of employees6
Ratios
3%
10%
19%
4%
14%
12%
10%
10%
Profit margin7
6
5
11
6
17
20
19
11
Value added per employee8
Source: based on annual accounts received on request by the courtesy of the companies
Notes: 1. Sales are net of sales taxes.
2. Cost of sales represents material, labour and other manufacturing costs incurred to process the goods sold.
* Materials show the cost of materials placed in production. It also includes material costs for those still in inventory and thus, materials and the other manufacturing
costs may not add up to the cost of sales.
3. Other production costs include manufacturing costs incurred, except material costs and labour costs.
4. Other operating costs include selling and distribution costs and general and administrative costs. It does not include financing costs such as interest.
5. Operating profit is the difference of sales and cost of sales and other operating costs.
6. Number of employees is an average number of employees for the year.
7. Profit margin is a ratio that compares the operating profits to sales (operating profits/sales).
8. Value added per employee is a measure of productivity of employees and is computed as 1. (sales-material cost)/ number of employees or
2. (sales-cost of sales)/number of employees. In this study, we are following the second method in order to find out the value added over the manufacturing costs in
the business studied.
9. The financial data of 1991/92 and the 2nd half of 1992 of Red Sea Flourmills was presented in one audited statement and we allocated it 1991/92 and 2nd half of
1992 based on 2:1 ratio. In addition, the 2nd half of 1992 data present six months data only because the Eritrean Government has changed the fiscal year which
was from July to June to the normal calendar year at the end of 1992.
10. The annual average is computed using 6.5 years (1991/92 to 1997 including 1/2 year of the second half of 1992)
Appendices A7-1 to A7-28 are show financial and questionnaire data analysed for chapter 7 only. The same data for chapters 8, 9 and 10 is available with the author.
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Table A7-2

Operating Activities Considered Relevant in Value Creation by General, Financial, Production
and Marketing Managers in the Eritrean Food Processing Industry
ALPHA FOODS
BARKA CANNERIES EDIBLE OIL
RED SEA FLOUR
FG1 FF1 FP1 FM1 FG2 FF2 FP2 FM2 FG3 FF3 FP3 FM3 FG4 FF4 FP4 FM4

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17

Revenue related activities
Seek new markets
Increase export efforts
Drop product price
Increase product price
Create or strengthen marketing
Establish sales office
Increase Advertising
Cost related activities
Reduce employment
Cut wages
Increase employment
Increase wages
Being selective to suppliers
More efficient use of resources
Other operating activities
Change product quality
Change area of activity
Change of the production mix
Improve production efficiency

MEAN

3
1
2
2
2
2
2

3
1
2
1
3
1
1

1
1
3
1
2
2
1

0
0
0
0
0
0
0

3
1
1
1
3
1
3

3
3
1
3
3
3
3

3
3
1
1
3
3
3

2
1
3
1
1
1
1

0
0
0
0
0
0
0

2
2
3
3
3
3
1

0
0
0
0
0
0
0

2
3
1
1
1
1
2

0
0
0
0
0
0
0

1
1
1
1
1
1
1

1
1
3
1
1
1
1

1
1
1
1
1
1
1

2.1
1.6
1.8
1.4
2.0
1.7
1.7

1
1
3
3
2
3

1
1
1
2
2
3

3
2
1
2
2
1

0
0
0
0
0
0

3
1
1
1
3
3

3
1
1
3
3
3

1
1
1
3
1
3

3
1
1
2
2
1

0
0
0
0
0
0

1
1
1
1
2
1

0
0
0
0
0
0

1
1
1
1
3
2

0
0
0
0
0
0

1
1
1
2
1
1

1
1
3
3
3
3

1
1
1
1
1
2

1.7
1.1
1.3
2.0
2.1
2.2

3
3
2
3

3
2
2
3

3
3
1
2

0
0
0
0

3
1
3
3

3
1
3
3

3
1
1
3

2
1
2
3

0
0
0
0

1
1
1
2

0
0
0
0

1
1
1
3

0
0
0
0

3
1
2
3

3
2
3
3

2
1
2
2

2.5
1.5
1.9
2.8

Legends: The various managers in the top of the table (FG1, FF1, …) are indicated by two letters and a number. The cells of the table refer to the classification of the marks
given by managers on relevance. The first letter referring to the managers indicates the industry, the second letter the type of manager and the number the company in which
the managers work. The first letter F indicates Food Processing Industry. The second letter refers to the general manager (G), the financial manager (F), the marketing
manager (M) or the production manager (P). The companies in the Food Processing Industry are numbered 1-4. The scores in the cells indicate whether an activity is
considered to be relevant by the manager. A score of 3 indicates high relevance, a score of 2 means some relevance and a score of 1 represents low relevance. Scores of 0
mean non-response, non-applicable or do not know. These missing data are not included in calculating the mean score. FG4 and FP3 did not return the questionnaire because
of a busy work schedule. FM1 and FG3 were vacant.
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Table A7-3

The Respondents Influence and the Company Management Team's Influence on Operating Activities according to
General, Financial, Production and Marketing Managers in the Eritrean Food Processing Industry.
Alpha Food Products
Barka Canneries
National Edible Oil
Red Sea Flourmills
FG1 FF1 FP1 FM1 FG2 FF2 FP2 FM2 FG3 FF3 FP3 FM3 FG4 FF4 FP4 FM4

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17

Revenue related activities
Seek new markets
Increase export efforts
Drop product price
Increase product price
Create or strengthen marketing
Establish sales office
Increase Advertising
Cost related activities
Reduce employment
Cut wages
Increase employment
Increase wages
Being selective to suppliers
More efficient use of resources
Other operating activities
Change product quality
Change area of activity
Change of the production mix
Improve production efficiency

MEAN

2/2
1/1
3/2
2/2
2/2
2/2
3/2

1/1
1/2
3/3
2/3
1/1
1/1
2/2

1/3
1/1
1/3
1/1
1/3
1/3
1/3

0/0
0/0
0/0
0/0
0/0
0/0
0/0

3/2
1/1
3/3
3/3
3/3
3/3
3/3

½
1/1
1/1
1/1
2/3
2/1
1/3

1/3
2/3
1/3
1/1
1/3
1/3
1/3

3/2
1/1
3/2
1/1
1/1
1/1
1/1

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/3
1/3
1/3
1/3
1/3
1/3
1/1

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/2
2/3
1/1
1/1
1/2
1/1
1/2

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/1
1/2
1/1
1/1

3/3
3/3
3/2
1/3
1/3
1/1
1/3

1/1
1/1
1/1
1/1
1/1
1/1
1/1

1.6/2.1
1.3/1.8
1.8/2.1
1.3/1.8
1.3/2.3
1.3/1.8
1.4/2.1

2/1
1/1
3/3
3/2
3/2
3/3

2/3
1/1
1/1
2/3
1/2
1/3

2/3
1/3
1/1
1/3
1/3
1/2

0/0
0/0
0/0
0/0
0/0
0/0

3/3
1/1
3/1
3/3
3/3
3/3

2/1
1/1
½
2/2
1/1
½

1/1
1/1
1/1
13
1/1
2/3

3/3
1/1
1/1
2/2
2/2
1/1

0/0
0/0
0/0
0/0
0/0
0/0

1/3
1/3
1/3
1/3
1/3
1/1

0/0
0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/1
2/3
1/1

0/0
0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
2/3
1/1
1/2

1/3
1/1
2/2
2/2
3/3
3/2

1/1
1/1
1/1
1/1
1/3
1/3

1.7/2.0
1.0/1.3
1.4/1.5
1.8/2.3
1.7/2.3
1.6/2.2

3/3
2/3
1/1
2/2

1/3
1/0
1/2
2/3

3/3
1/2
1/3
1/2

0/0
0/0
0/0
0/0

3/3
1/1
3/3
3/3

½
½
1/3
2/3

3/3
1/1
1/1
3/3

2/2
1/1
2/2
3/3

0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/2

0/0
0/0
0/0
0/0

1/1
1/1
1/1
2/3

0/0
0/0
0/0
0/0

1/3
1/1
1/3
3/3

3/3
3/3
3/3
3/2

2/3
1/1
2/3
2/3

2.0/2.5
1.3/1.4
1.5/2.2
2.3/2.7

Legends: The various managers in the top of the table (FG1, FF1, …) are indicated by two letters and a number. The cells of the table refer to the classification of the marks
given by managers on influence. The first letter referring to the managers indicates the industry; the second letter the type of manager and the number the company in which
the managers' work. The first letter F represents Food Processing Industry. The second letter refers to the general manager (G), the financial manager (F), the marketing
manager (M) or the production manager (P). The companies in the Food Processing Industry are numbered 1-4. The scores in the cells indicate whether the manager
considers to have an influence on that activity (the score before the slash) and whether that manager considers the management team to have influence on that activity (after
the slash). A score of 3 indicates high influence, a score of 2 means some influence and a score of 1 represents low influence. Scores of 0 mean non-response, non-applicable
or do not know. Missing values are not included in calculating the mean. Managers FG4 and FP3 did not return the questionnaire because of a busy work schedule. The
positions of managers FM1 and FG3 were vacant.
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Table A7-4

Operating Activities Considered Critical (past/future) in Value Creation by General, Financial, Production and
Marketing Managers in the Eritrean Food Processing Industry.
Alpha Food Products
Barka Canneries
National Edible Oil
Red Sea Flourmills
FG1 FF1 FP1 FM1 FG2 FF2 FP2 FM2 FG3 FF3 FP3 FM3 FG4 FF4 FP4 FM4

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17

Revenue related activities
Seek new markets
Increase export efforts
Drop product price
Increase product price
Create or strengthen marketing
Establish sales office
Increase Advertising
Cost related activities
Reduce employment
Cut wages
Increase employment
Increase wages
Being selective to suppliers
More efficient use of resources
Other operating activities
Change product quality
Change area of activity
Change of the production mix
Improve production efficiency

SUM

-/1
-/-/-/1/-/-/-

-/2
-/1/-/-/-/-/-

3/1
-/-/-/-/3
1/2/2

0/0
0/0
0/0
0/0
0/0
0/0
0/0

-/3
-/2
-/-/-/1
-/-/-

3/3
-/2
-/-/-/-/-/-

3/2
2/3
-/-/1/1
-/-/-

2/2
1/1
3/3
-/-/-/-/-

0/0
0/0
0/0
0/0
0/0
0/0
0/0

-/-/-/-/-/-/-/-

0/0
0/0
0/0
0/0
0/0
0/0
0/0

-/-/-/-/-/-/-/-

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/2
2/
/1
-/3/3
-/-/-

1/1/1/3
-/-/-/-/-

-/-/-/-/-/-/-/-

11/16
5/8
7/7
1/5/8
1/2/2

-/-/-/-/-/3/2

-/-/-/2/-/-/3

3/2/-/-/1
-/2
1/3

0/0
0/0
0/0
0/0
0/0
0/0

-/1
-/-/2/1/2
3/3

2/-/1
-/-/1/-/-

-/1/1
-/-/3/3
2/2

3/-/1/2
2/3
-/-/1

0/0
0/0
0/0
0/0
0/0
0/0

-/-/-/1/-/-/-

0/0
0/0
0/0
0/0
0/0
0/0

-/-/-/-/1/1
3/3

0/0
0/0
0/0
0/0
0/0
0/0

1/-/-/1
3/2
-/2/3

-/-/-/3/3
1/2
2/2

-/-/-/-/2
1/1
-/-

9/1
3/2
1/3
13/11
8/11
16/22

2/3
-/-/-/-

3/-/-/-/-

3/1/1
-/2/-

0/0
0/0
0/0
0/0

3/3
-/2
2/1/1

2/3
-/½
3/1

-/2/2
1/1
3/3

1/2
-/2/1
3/3

0/0
0/0
0/0
0/0

-/-/-/-/-

0/0
0/0
0/0
0/0

-/-/-/3/3

0/0
0/0
0/0
0/0

1/2
-/2/1
3/3

2/2
-/2/3
1/3

2/-/-/3/3

19/18
3/6
10/8
22/22

Legends: The various managers in the top of the table (FG1, FF1, …) are indicated by two letters and a number. The cells of the table refer to the classification of the marks
given by managers on criticality. The first letter referring to the managers indicates the industry, the second letter the type of manager and the number the company in which
the managers' work. The first letter F represents Food Processing Industry. The second letter refers to the general manager (G), the financial manager (F), the marketing
manager (M) or the production manager (P). The companies in the Food Processing Industry are numbered 1-4. The scores in the cells indicate whether the manager
considers the activity had been critical in the past (the score before the slash) and whether that manager considers the activity will be critical in the future (after the slash). A
score of 3 indicates high criticality, a score of 2 means some criticality, a score of 1 represents low criticality and - represents non-critical. Scores of 0 mean non-response,
non-applicable or do not know. Missing values are not included in calculating the sum. Managers FG4 and FP3 did not return the questionnaire because of a busy work
schedule. The positions of managers FM1 and FG3 were vacant.
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Table A7-5 Operating Results of Alpha Food Products 1991/92-1997. [Amounts in 1,000 Nakfa]
Year
1991/92
1992 (6m)
1993
1994
1995
2,723
1,061
2,220
2,978
4,137
Sales1
1,976
789
1,842
2,440
3,347
Cost of Sales2
Material Costs
1,431
533
1,070
1,561
2,339
Labour costs
195
83
217
269
356
Power and water
62
43
189
166
141
Depreciation
6
2
88
75
71
Other production costs3
273
119
289
300
383
Other operating costs4
197
86
198
281
381
549
186
179
256
409
Operating profit5
93
93
95
113
99
Number of employees6
Ratios
20%
18%
8%
9%
10%
Profit margin7
8
3
4
5
8
Value added per employee8
Source: based on annual accounts received on request by the courtesy of the companies
Notes: (Refer to TableA7-1)
Table A7-6 Operating Results of Barka Canneries 1991/92-1997. [Amounts in 1,000 Nakfa]
Year
1991/929
1992 (6m)9
1993
1994
1995
1
Sales
2,285
5,092
898
4,253
33,690
2
1,932
3,803
602
3,034
23,465
Cost of Sales
Material Costs
3,680
4,098
378
1,818
20,175
Labour costs
380
371
228
205
1,234
Power and water
69
34
6
18
142
Depreciation
188
83
36
37
208
Other production costs3
1,111
452
2,541
166
1,706
Other operating costs4
6,577
2,454
811
3,251
1,379
5
-6,224
-1,132
-514
-2,031
8,845
Operating profit
6
995
600
290
670
519
Number of employees
Ratios
-300%
-22%
-57%
-48%
26%
Profit margin7
8
0.4
2
1
2
20
Value added per employee
Source: based on annual accounts received on request by the courtesy of the companies
Notes: (Refer to table A7-1)
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1996
4,584
3,510
2,643
342
197
70
281
395
678
87

1997
4,117
3,398
2,478
398
145
69
275
377
341
84

Annual Average10
3357
2,662
1,855
286
145
59
295
295
400
102

15%
12

8%
9

12%
7

1996
43,148
30,872
32,293
1,325
135
261
3,262
1,188
11,088
668

1997
51,576
36,749
30,213
1,501
137
356
4,542
2,670
12,157
699

Annual Average10
21,683
15,455
12,308
807
83
180
2,077
2,815
3,413
683

26%
18

24%
21

15%
9
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Table A7-7 Operating Results of National Edible Oil Factory 1991/92-1997. [Amounts in 1,000 Nakfa]
Year
1991/929
1992 (6m)9
1993
1994
1995
1
Sales
24
5
442
3,958
5,769
17
4
373
3,704
3,677
Cost of Sales2
Material Costs
0
0
187
640
2,434
Labour costs
0
0
2,526
239
406
Power and water
0
0
389
181
244
Depreciation
0
0
2
2
3
Other production costs3
0
0
208
1,939
364
Other operating costs4
135
87
290
316
898
-128
-87
-220
-63
1,192
Operating profit5
117
159
159
160
174
Number of employees6
Ratios
-518%
-1740%
-50%
-2%
21%
Profit margin7
0
0
0.4
2
12
Value added per employee8
Source: based on annual accounts received on request by the courtesy of the companies
Notes: (Refer to table A7-1)
Table A7-8 Operating Results of Red Sea Flourmills 1991/92-1997. [Amounts in 1,000 Nakfa]
Year
1991/929
1992 (6m)9
1993
1994
1995
1
32,979
16,489
32,820
42,538
46,754
Sales
2
25,590
12,795
24,597
37,815
42,960
Cost of sales
Material costs
21,865
10,932
19,835
32,389
44,580
Labour costs
498
249
674
660
719
Power and water
1,177
588
3,006
2,595
1,718
Depreciation
1,011
505
1,165
1,170
591
Other production costs3
1,629
814
301
645
485
Other operating costs4
476
238
771
916
1,049
5
6,912
3,456
7,451
3,807
2,744
Operating profit
6
319
319
287
289
209
Number of employees
Ratios
21%
21%
23%
9%
6%
Profit margin7
8
24
12
29
16
18
Value added per employee
Source: based on annual accounts received on request by the courtesy of the companies
Notes: (Refer to table A7-1)
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1996
6,943
4,425
4,272
212
334
3
788
341
2,175
144

1997
8,211
6,076
3,871
241
288
3
1,033
443
1,690
156

Annual Average10
3,900
2,812
1,754
558
221
2
666
386
701
164

31%
18

21%
14

17%
7

1996
108,473
102,202
93,464
637
1,509
429
640
1,033
5,235
192

1997
101,388
97,280
93,605
820
1,731
413
762
1,189
2,918
184

Annual Average10
58,683
52,806
48,718
655
1,896
813
812
873
5,003
277

5%
33

3%
22

9%
22
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Table A7-9 Investments Results of Food Processing Industry 1991/92-1997. [Amounts in 1,000 Nakfa]
Year
Total assets1
Short term assets2
Trade debtors
Other quick assets
Finished goods inventory
Other Inventory

1991/924
70,718
64,830
6,116
42,802
4,072
11,840

1992 (6m)5
60,795
57,248
3,784
41,354
2,550
9,560

1993
81,047
73,394
5,273
51,563
6,655
9,902

1994
76,986
69,970
2,397
48,149
1,220
18,203

1995
93,543
87,179
634
33,622
8,263
44,659

1996
126,726
120,198
33,868
48,900
6,681
30,749

1997
94,223
86,517
13,999
56,064
2,369
14,085

5,891
3,536
7,653
7,015
6,363
6,527
Fixed assets3
New investment4
786
393
1,764
930
844
1,228
1,500
Ratios
Short-term assets as % of total
91%
94%
91%
91%
93%
95%
Return on investment (ROI)
2%
4%
9%
3%
14%
15%
Current ratio
187%
198%
167%
189%
169%
165%
New investment as a % sales
2%
2%
5%
2%
1%
1%
Source: based on annual accounts received on request by the courtesy of the companies

Annual Average6
92,927
86,050
11,313
48,505
4,894
21,338

7,706

6,877
1,145

92%
18%
272%
1%

93%
10%
186%
1%

Notes: 1.Total assets include short term and fixed assets.
2. Short term assets include cash, receivables, inventories and other prepayments.
3. Fixed assets include machinery and equipment, buildings, land and other long term investments. The Fixed asset balance shows net fixed assets after deducting
accumulated deprreciation balances.
4. New investment shows the balance of new fixed assets (mainly machinery and equipment) purchased during the period.
5. The financial data of 1991/92 and the 2nd half of 1992 of Red Sea Flourmills was presented in one audited statement and we allocated it to 1991/92 and 2nd half
of 1992 based on 2:1 ratio. In addition, the 2nd half of 1992 data present six months data only because the Eritrean Government has changed the fiscal year which
was from July to June to the normal calendar year at the end of 1992.
6. The annual average is computed using 6.5 years (1991/92 to 1997 including 1/2 year of the second half of 1992)
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Table A7-10 Investment and Financing Activities Considered Relevant in Value Creation by General, Financial, Production and
Marketing Managers in the Eritrean Food Processing Industry
ALPHA FOODS
BARKA CANNERIES EDIBLE OIL
RED SEA FLOUR
FG1 FF1 FP1 FM1 FG2 FF2 FP2 FM2 FG3 FF3 FP3 FM3 FG4 FF4 FP4 FM4
1
2
3
4
5
6
7
8
1
2
3
4
5
6
7
8
9

Investment activities
New Investment in equipment
Upgrading technology
Disposing off of fixed assets
Control of capital expenditures
Reduce collection period of
receivables
Increase payment period of
payables
Implement cash control
Change in inventory policy
Financing activities
Obtain new loans from banks
Reschedule old loans
Reduce of inter-enterprise loans
Reduction of subsidy
Elimination of subsidies
Develop relation with creditors
Improve communication with
customers and suppliers
Issue new financial instruments
Seek foreign investors

MEAN

3
3
2
3
3

3
3
3
3
1

3
3
3
2
1

0
0
0
0
0

3
3
3
1
3

3
3
3
3
3

3
3
3
1
3

3
3
2
1
1

0
0
0
0
0

1
1
1
3
3

0
0
0
0
0

1
1
1
1
1

0
0
0
0
0

3
3
1
1
3

3
3
1
3
3

2
2
1
2
1

2.6
2.6
2.0
2.0
2.2

3

1

1

0

1

3

3

2

0

3

0

1

0

3

1

1

1.9

3
2

1
1

3
1

0
0

1
1

3
2

1
1

0
3

0
0

3
1

0
0

3
1

0
0

3
2

1
2

2
2

2.0
1.6

3
1
1
2
2
3
3

3
1
1
1
1
2
3

3
1
1
3
3
1
2

0
0
0
0
0
0
0

1
1
1
1
1
1
3

1
1
1
1
1
3
3

1
1
2
1
1
3
3

1
1
1
1
1
1
1

0
0
0
0
0
0
0

1
3
1
1
1
3
3

0
0
0
0
0
0
0

1
1
1
1
1
3
2

0
0
0
0
0
0
0

1
1
1
3
3
3
3

2
3
2
3
3
3
3

1
1
1
1
1
1
1

1.6
1.8
1.2
1.6
1.6
2.3
2.5

1
3

1
3

1
3

0
0

0
3

1
1

2
3

2
3

0
0

1
3

0
0

1
1

0
0

1
1

3
1

1
1

1.3
2.2

Legends: The various managers in the top of the table (FG1, FF1, …) are indicated by two letters and a number. The cells of the table refer to the classification of the marks
given by managers on relevance. The first letter referring to the managers indicates the industry, the second letter the type of manager and the number the company in which
the managers work. The first letter F indicates Food Processing Industry. The second letter refers to the general manager (G), the financial manager (F), the marketing
manager (M) or the production manager (P). The companies in the Food Processing Industry are numbered 1-4. The scores in the cells indicate whether an activity is
considered to be relevant by the manager. A score of 3 indicates high relevance, a score of 2 means some relevance and a score of 1 represents low relevance. Scores of 0
mean non-response, non-applicable or do not know. Missing data are not included in calculating the mean score. FG4 and FP3 did not return the questionnaire because of a
busy work schedule. FM1 and FG3 were vacant.
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Table A7-11 The Respondents Influence and the Company Management Team's Influence on Investment and Financing Activities
according to General, Financial, Production and Marketing Managers in the Eritrean Food Processing Industry.
ALPHA FOODS
BARKA CANNERIES EDIBLE OIL
RED SEA FLOUR
FG1 FF1 FP1 FM1 FG2 FF2 FP2 FM2 FG3 FF3 FP3 FM3 FG4 FF4 FP4 FM4
1
2
3
4
5
6
7
8
1
2
3
4
5
6
7
8
9

Investment activities
New Investment in equipment
Upgrading technology
Disposing off of fixed assets
Control of capital expenditures
Reduce collection period of
receivables
Increase payment period of
payables
Implement cash control
Change in inventory policy
Financing activities
Obtain new loans from banks
Reschedule old loans
Reduce of inter-enterprise loans
Reduction of subsidy
Elimination of subsidies
Develop relation with creditors
Improve communication with
customers and suppliers
Issue new financial instruments
Seek foreign investors

MEAN

2/2
2/2
2/1
3/2
3/3

1/1
1/1
1/1
1/1
3/3

1/1
1/1
1/1
1/3
1/3

0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
3/1
3/1

2/2
1/2
3/2
2/1
3/3

1/3
2/3
1/3
1/1
3/3

2/3
3/3
2/2
1/1
1/1

0/0
0/0
0/0
0/0
0/0

1/3
1/1
1/2
3/3
1/3

0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/1
1/1

0/0
0/0
0/0
0/0
0/0

3/3
3/3
1/1
2/2
3/3

3/3
3/3
2/2
3/3
1/3

1/3
1/3
1/2
1/3
1/3

1.6/2.2
1.7/2.0
1.4/1.6
1.8/1.8
2.0/2.5

2/2

2/3

1/1

0/0

1/1

3/2

1/3

2/1

0/0

1/3

0/0

1/1

0/0

3/3

1/3

1/1

1.6/2.0

2/3
2/2

1/3
1/1

1/3
1/3

0/0
0/0

3/3
1/1

2/1
3/1

1/1
1/1

0/0
2/3

0/0
0/0

3/3
1/3

0/0
0/0

2/3
1/1

0/0
0/0

3/3
2/3

1/3
1/2

2/3
2/3

1.8/2.4
1.5/2.0

2/2
1/1
1/1
1/1
1/1
3/2
2/2

1/1
1/1
1/1
1/1
1/1
1/2
2/3

1/1
1/1
1/3
1/1
1/1
1/1
1/3

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/1
1/1
3/3
3/1

1/1
1/1
1/1
1/1
1/1
2/1
2/2

1/1
1/2
1/2
1/1
1/1
2/3
3/3

1/1
1/1
1/1
1/1
1/1
1/1
2/2

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/3
2/3
1/1
1/1
1/1
3/3
2/3

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/1
1/1
1/3
1/3

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
3/3
3/3
3/3
3/3

1/3
1/3
1/3
1/3
2/3
1/3
2/3

1/3
1/1
1/1
1/1
1/1
1/1
2/3

1.1/1.6
1.1/1.3
1.0/1.4
1.2/1.3
1.3/1.3
1.8/2.2
2.1/2.6

1/1
2/1

1/1
1/1

1/1
1/1

0/0
0/0

1/1
3/1

1/1
1/1

1/2
2/3

2/2
2/3

0/0
0/0

2/3
1/1

0/0
0/0

1/1
1/1

0/0
0/0

1/1
1/1

1/2
1/2

1/1
1/1

1.2/1.4
1.4/1.4

Legends: The cells of the table refer to the classification of the marks given by managers on influence. The first letter referring to the managers indicates the industry, the
second letter the type of manager and the number the company in which the managers' work. The first letter F represents Food Processing Industry. The second letter refers to
the general manager (G), the financial manager (F), the marketing manager (M) or the production manager (P). The companies in the Food Processing Industry are numbered
1-4. The scores in the cells indicate whether the manager considers to have an influence on that activity (the score before the slash) and whether that manager considers the
management team to have influence on that activity (after the slash). A score of 3 indicates high influence, a score of 2 means some influence and a score of represents low
influence. Scores of 0 mean non-response, non-applicable or do not know. These missing values are not included in calculating the mean. Managers FG4 and FP did no1t
return the questionnaire because of a busy work schedule. The positions of managers FM1 and FG3 were vacant.
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Table A7-12 Investment and Financing Activities Considered Critical (past/future) in Value Creation by General, Financial,
Production and Marketing Managers in the Eritrean Food Processing Industry.
ALPHA FOODS
BARKA CANNERIES EDIBLE OIL
RED SEA FLOUR
FG1 FF1 FP1 FM1 FG2 FF2 FP2 FM2 FG3 FF3 FP3 FM3 FG4 FF4 FP4 FM4
1
2
3
4
5
6
7
8
1
2
3
4
5
6
7
8
9

Investment activities
New Investment in equipment
Upgrading technology
Disposing off of fixed assets
Control of capital expenditures
Reduce collection period of
receivables
Increase payment period of
payables
Implement cash control
Change in inventory policy
Financing activities
Obtain new loans from banks
Reschedule old loans
Reduce of inter-enterprise loans
Reduction of subsidy
Elimination of subsidies
Develop relation with creditors
Improve communication with
customers and suppliers
Issue new financial instruments
Seek foreign investors

SUM

1/3
-/1
-/2/3/-

3/3
2/2
1/1
-/-/-

2/3
3/1
1/2
-/-/-

0/0
0/0
0/0
0/0
0/0

-/3
-/2
1/1
3/-/-

-/2
3/3
-/1
-/-/-

2/2
3/3
-/-/-/-

1/1
3/3
2/2
-/-/-

0/0
0/0
0/0
0/0
0/0

-/-/-/-/-/-

0/0
0/0
0/0
0/0
0/0

-/-/-/-/-/-

0/0
0/0
0/0
0/0
0/0

3/-/-/-/2
2/-

-/3
1/2
-/1/-/-

1/2
2/3
-/-/-/-

13/22
17/20
5/10
6/2
5/2

-/2

-/-

-/-

0/0

-/-

-/-

-/-

-/-

0/0

-/-

0/0

2/1

0/0

1/-

-/-

-/-

3/4

-/-/-

-/-/-

-/-/-

0/0
0/0

2/-/-

1/2/-

-/-/-

-/-/-

0/0
0/0

-/-/-

0/0
0/0

-/-/-

0/0
0/0

-/-/-

-/-/-

-/3/1

3/0
5/1

-/1
-/2/-/-/1/3/2

-/-/-/-/-/-/-/-

3/-/-/2/1/2
-/-/1

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/1
3/-/-/-/-/2/2

-/-/-/-/-/-/-/-

-/-/-/-/-/2/3
1/2

-/-/-/-/-/-/1/1

0/0
0/0
0/0
0/0
0/0
0/0
0/0

-/-/-/-/-/-/-/-

0/0
0/0
0/0
0/0
0/0
0/0
0/0

-/-/1/1
-/-/-/-/-

0/0
0/0
0/0
0/0
0/0
0/0
0/0

-/1
-/-/1/3/2
2/3
-/-

-/-/2/-/1
-/1/2
-/3

-/-/-/-/-/-/2/3

4/3
3/0
5/1
3/1
4/4
6/8
9/14

-/-/3

-/2/-

-/-/3

0/0
0/0

-/-/3

-/-/-

-/3/1

2/2
3/3

0/0
0/0

-/-/-

0/0
0/0

-/-/2

0/0
0/0

-/-/-

-/-/-

-/-/-

2/2
8/15

Legends: The cells of the table refer to the classification of the marks given by managers on criticality. The first letter referring to the managers indicates the industry, the
second letter the type of manager and the number the company in which the managers' work. The first letter F represents Food Processing Industry. The second letter refers
to the general manager (G), the financial manager (F), the marketing manager (M) or the production manager (P). The companies in the Food Processing Industry are
numbered 1-4. The scores in the cells indicate whether the manager considers the activity had been critical in the past (the score before the slash) and whether that manager
considers the activity will be critical in the future (after the slash). A score of 3 indicates high criticality, a score of 2 means some criticality, a score of 1 represents low
criticality and - represents non-critical. Scores of 0 mean non-response, non-applicable or do not know. These missing values are not included in calculating the sum.
Managers FG4 and FP3 did not return the questionnaire because of a busy work schedule. The positions of managers FM1 and FG3 were vacant.
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Table A7-13 Investment Results of Alpha Food Products 1991/92-1997. [Amounts in 1,000 Nakfa]
Year

1992 (6m)5

1991/92

1993

1994

1995

1996

1997

Annual
Average6

Total assets1

1,916

1,793

1,957

1,635

1,535

2,080

2,203

2,018

Short term assets2

1,882

1,764

1,460

1,212

1,075

1,715

1,933

1,699

Trade debtors

286

109

127

108

77

82

115

135

Other quick assets

1,359

913

983

686

564

1,109

1,430

1,088

Finished goods inventory

24

23

58

25

3

64

50

38

Other Inventories

213

719

292

393

430

460

337

437

Fixed assets3

33
4

New investment

0

28
0

496
496

422
3

459
135

365
4

270
1

319
108

Ratios
Short-term assets as % of total

98%

98%

75%

74%

70%

82%

88%

84%

Return on Assets (ROA)

29%

10%

9%

16%

27%

33%

16%

20%

142%

164%

137%

365%

352%

312%

520%

220%

0%

0%

25%

0%

3%

0%

0%

3%

Current ratio
New investment as a % sales

Source: based on annual accounts received on request by the courtesy of the company
Notes: (Same as Table A7-9)
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Table A7-14 Investment Results of Barka Canneries 1991/92-1997. [Amounts in 1,000 Nakfa]
Year

1992 (6m)5

1991/92

1993

1994

1995

1996

1997

Annual
Average6

Total assets1

42,074

40,788

39,787

26,937

31,591

46,995

51,580

43,039

Short term assets2

40,774

39,583

38,761

25,969

30,606

45,199

48,011

41,370

Trade debtors

590

708

1,465

949

95

63

12,094

2,456

Other quick assets

31,348

32,261

31,305

14,223

12,891

18,187

24,564

25,351

Finished goods inventory

3,450

2,230

4,714

385

2,660

5,778

2,107

3,281

Other inventories

5,386

4,383

1,276

10,411

14,960

21,170

9,246

10,281

Fixed assets3

1,300
4

New investment

0

1,205
0

1,026
1

968
159

984
692

1,796
1,133

3,568
1,460

1,669
530

Ratios
Short-term assets as % of total

97%

97%

97%

96%

97%

96%

93%

96%

Return on Asset (ROA)

-15%

-3%

-1%

-8%

28%

24%

24%

8%

Current ratio

425%

4235

409%

433%

575%

339%

582%

407%

0%

0%

0%

4%

2%

3%

3%

2%

New Investment as a % sales

Source: based on annual accounts received on request by the courtesy of the companies
Notes: (Same as table A7-9)
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Table A7-15 Investment Results of National Edible Oil Factory 1991/92-1997. [Amounts in 1,000 Nakfa]
Year

1992 (6m)5

1991/92

1993

1994

1995

1996

1997

Annual
Average6

Total assets1

5,395

7,546

9,028

3,700

4,463

5,953

6,763

6,592

Short term assets2

5,336

7,483

8,979

3,660

4,420

5,916

6,731

6,542

Trade debtors

691

691

691

79

140

95

0

469

Other quick assets

3,205

2,935

2,876

885

2,436

3,147

4,398

2,957

Finished goods inventory

5

0

1,120

400

56

816

137

390

Other inventories

1,435

3,857

4,292

2,295

1,786

1,857

2,196

2,402

Fixed assets3

58
4

New investment

0

63
0

49
0

40
0

43
0

37
0

31
0

50
0

Ratios
Short-term assets as % of total

99%

99%

99%

99%

99%

99%

100%

99%

Return on investment (ROI)

-2%

-1%

-2%

-2%

27%

37%

25%

11%

Current ratio

62%

68%

69%

119%

131%

176%

183%

93%

0%

0%

0%

0%

0%

0%

0%

0%

New investment as a % sales

Source: based on annual accounts received on request by the courtesy of the company
Notes: (Same as table A7-9)
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Table A7-16 Investment Results of Red Sea Flourmills 1991/92-1997. [Amounts in 1,000 Nakfa]
1991/924

Year
Total assets1
2

Short term assets

1992 (6m)5

1993

1994

1995

1996

1997

21,333

10,668

30,274

44,712

55,952

71,695

33,676

Annual
Average6
41,278

16,838

8,418

24,192

39,128

51,076

67,366

29,840

35,439

Trade debtors

4,549

2,274

2,990

1,260

1

33,307

9,248

8,251

Other quick assets

6,891

3,445

16,398

32,355

18,049

26,775

18,213

17,957

Finished goods inventory

592

296

762

409

5,543

21

74

1,184

Other inventories

4,806

2,403

4,042

5,103

27,483

7,263

2,305

8,216

Fixed assets3

4,499
4

New investment

786

2,249
393

6,081
1,203

5,584
768

4,875
15

4,328
91

3,835
39

4,839
507

Ratios
Short-term assets as % of total

75%

75%

80%

88%

91%

94%

89%

88%

Return on investment (ROI)

39%

39%

25%

9%

5%

7%

9%

12%

100%

100%

118%

142%

119%

121%

153%

124%

2%

2%

4%

2%

0%

0%

0%

1%

Current ratio
Capital expenditure as a % sales

Source: based on annual accounts received on request by the courtesy of the companies
Notes: (Same as table A7-9)
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Table A7-17 Financing Results of Food Processing Industry 1991/92-1997. [Amounts in 1,000 Nakfa]
Year
Total debts and ownership equity
Short term debts1
Bank overdraft
Associated enterprises2
Trade creditors3
Taxes payable
Other short term debts
Long term debts
Ownership equity
State Capital
Retained earnings

1992 (6m)5
1991/925
70,718
60,792
32,719
28,026
0
0
16,688
14,422
2,830
3,216
7,636
5,466
5,567
4,921
869
434
37,131
32,332
9,191
6,643
27,940
25,689

1993
81,041
43,990
0
21,649
3,617
8,785
9,937
597
36,455
6,074
30,381

1994
76,982
36,975
0
726
25,678
2,617
7,804

1995
93,541
51,622
0
147
39,537
6,071
6,168

1996
126,723
73,014
0
5,561
16,575
8,346
42,532

1997
94,221
31,834
0
0
13,999
8,292
9,543

Annual Average4
92,924
45,871
0
8,456
15,065
6,745
12,353

0
0
0
0
40,006
41,917
53,709
62,384
6,074
6,169
6,074
7,940
6,881
33,932
35,748
47,635
54,445
39,877

Ratios
Debt to total assets
47%
47%
55%
48%
Return on equity
-8%
1%
6%
-7%
Source: based on annual accounts received on request by the courtesy of the companies
Notes: 1. Short term debts include liabilities maturing in a year or less than.

55%
21%

58%
23%

34%
18%

292
46,758

50%
10%

2. Debts payable to other sister plants in the FPI and other state owned enterprises.
3. Debts payable to suppliers of materials.
4. The annual average is computed using 6.5 years (1991/92 to 1997 including 1/2 year of the 2nd half of 1992).
5.

The financial data of 1991/92 and the 2nd half of 1992 of Red Sea flourmills was presented in one audited statement and we allocated it to 1991/92 and the 2nd
half of 1992 based on 2:1 ratio.
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Table A7-18 Financing Results of Alpha Food Products Factory 1991/92-1997. [Amounts in 1,000 Nakfa]
Year

1991/92

1992 (6m)

1993

1994

1995

1996

Annual Average5

1997

Total debts and ownership equity

1,916

1,790

1,955

1,633

1,535

2,080

2,203

2,017

Short term debts1

1,321

1,075

1,064

332

305

549

371

771

Bank overdraft

0

0

0

0

0

0

0

0

Associated enterprises

565

568

564

0

0

0

0

242

Trade creditors3

164

175

142

77

77

77

77

113

Taxes payable

468

227

223

155

160

222

138

228

Other short term debts

122

103

134

99

68

249

155

133

2

Long term debts
Ownership equity

0

0

0

0

0

0

0

593

715

891

1,301

1,229

1,531

1,831

1,244

State Capital

204

204

204

204

204

204

204

204

Retained earnings

389

511

687

1,097

1,024

1,326

1,626

854

Ratios
Debt to total assets

73%

77%

57%

22%

20%

26%

17%

40%

Return on equity

55%

38%

22%

21%

27%

31%

17%

28%

Source: based on annual accounts received on request by the courtesy of the company
Notes: (Refer to table A7-17)
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Table A7-19 Financing Results of Barca Canneries Factory 1991/92-1997. [Amounts in 1,000 Nakfa]
Year

1991/92

Total debts and ownership equity
Short term debts1
Bank overdraft

1992 (6m)

1993

1994

1995

1996

Annual Average5

1997

42,074

40,788

39,787

26,937

31,591

46,995

51,580

43,038

9,601

9,358

9,472

5,991

5,018

13,342

8,242

9,388

0

0

0

0

0

0

0

0

Associated enterprises

5,121

5,174

5,171

720

0

0

0

2,312

Trade creditors3

1,167

146

73

0

551

46

76

294

Taxes payable

2,130

2,130

2,130

0

3,496

4,367

5,479

2,819

Other short term debts

1,183

1,907

2,097

5,271

1,272

8,928

2,687

3,313

2

Long term debts
Ownership equity

0

0

0

0

0

0

0

0

32,473

31,430

30,314

20,946

26,572

33,652

43,337

33,649

State Capital

1,000

1,000

1,000

1,000

1,000

1,000

2,843

1,276

Retained earnings

31,473

30,430

29,314

19,946

25,572

32,652

40,494

32,373

Ratios
Debt to total assets
Return on equity

23%

23%

245

22%

17%

285

16%

22%

-19%

-3%

-4%

-25%

21%

20%

18%

3%

Source: based on annual accounts received on request by the courtesy of the company
Notes: (Same as table A7-17)
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Table A7-20 Financing Results of National Edible Oil Factory 1991/92-1997. [Amounts in 1,000 Nakfa]
Year

1991/92

1992 (6m)

1993

1994

1995

1996

Annual Average5

1997

Total debts and ownership equity

5,395

7,546

9,028

3,700

4,463

5,953

6,763

6,592

Short term debts1

8,563

10,975

12,924

3,066

3,378

3,367

3,679

7,069

Bank overdraft

0

0

0

0

0

0

0

0

Associated enterprises

6,355

6,356

6,249

1

147

147

0

2,751

Trade creditors3

245

2,268

938

945

408

50

0

693

Taxes payable

1,180

1,180

1,180

0

591

1,038

727

841

Other short term debts

782

1,170

4,555

2,120

2,232

2,137

2,952

2,280

2

Long term debts
Ownership equity

0

0

0

0

0

0

0

0

-3,168

-3,429

-3,895

633

1,085

2,586

3,083

-477

State Capital

2,890

2,890

2,890

2,890

2,890

2,890

2,890

2,890

Retained earnings

-6,058

-6,319

-6,785

-2,256

-1,804

-303

193

-3,333

Ratios
Debt to total assets
Return on equity

159%

145%

143%

83%

76%

57%

54%

107%

12%

8%

12%

-38%

59%

58%

25%

-54%

Source: based on annual accounts received on request by the courtesy of the company
Notes: (Refer to table A7-17)
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Table A7-21 Financing Results of Red Sea Flourmills Factory 1991/92-1997. [Amounts in 1,000 Nakfa]
Year
Total debts and ownership equity

1991/92
21,333

1992 (6m)
10,668

1993
30,271

1994
44,712

1995
55,952

1996
71,695

1997
33,675

Annual Average5
41,277

13,234

6,617

20,529

27,586

42,921

55,756

19,542

28,643

Short term debts1
Bank overdraft

0

0

0

0

0

0

0

0

Associated enterprises

4,645

2,322

9,664

4

0

5,414

0

3,150

Trade creditors3

1,253

626

2,463

24,655

38,500

16,401

13,200

13,963

Taxes payable

3,856

1,928

5,251

2,462

1,822

2,722

1,948

2,856

Other short term debts

3,478

1,741

3,151

464

2,599

31,219

4,394

6,629

2

Long term debts
Ownership equity

869

434

597

0

0

0

0

292

7,233

3,616

9,145

17,126

13,031

15,939

14,133

12,342

State Capital

5,109

2,554

1,979

1,979

1,979

1,979

2,001

2,509

Retained earnings

2,124

1,062

7,165

15,146

11,051

13,959

12,131

8,948

Ratios
Debt to total assets

65%

65%

70%

62%

77%

78%

58%

69%

Return on equity

44%

44%

42%

14%

16%

22%

14%

25%

Source: based on annual accounts received on request by the courtesy of the company
Notes: (Refer to table A7-17)
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Table A7-22 Governance Activities and Assessment of Problems Considered to be Relevant in Value Creation by General, Financial,
Production and Marketing Managers in the Eritrean Food Processing Industry
ALPHA FOODS
BARKA CANNERIES EDIBLE OIL
RED SEA FLOUR
FG1 FF1 FP1 FM1 FG2 FF2 FP2 FM2 FG3 FF3 FP3 FM3 FG4 FF4 FP4 FM4
1
2
3
4
5
1
2
3
4
5
6
7
8
9
10
11
12
13
14

Governance activities
Change of incentive system
Change of power of stakeholders
Change of management
Change of ownership
Change of privatisation method
Assessment of problems
Absence of orders, contracts
Lack of cash
Non paying debtors
Disturbances of materials supply
High bank debt
High trade liabilities
Irregularity of production
operation
Irregularity in energy supply
Irregularity in fuel supply
Energy cost (electricity)
Poor work discipline
Staffing by management
Operating losses of the company
Employment lay off

MEAN

3
3
3
3
3

3
0
3
3
2

1
3
3
3
1

0
0
0
0
0

1
1
1
1
1

3
1
2
1
1

3
1
1
3
0

2
1
1
3
3

0
0
0
0
0

1
1
1
3
3

0
0
0
0
0

1
1
1
3
1

0
0
0
0
0

3
1
1
1
1

3
3
3
3
3

1
1
1
1
1

2.3
1.7
1.7
1.7
1.7

1
1
1
1
1
1
1

1
1
1
3
1
1
1

1
1
1
3
1
1
3

0
0
0
0
0
0
0

1
1
1
3
1
1
3

3
3
2
3
1
1
3

3
3
3
3
2
2
3

1
1
1
3
1
1
1

0
0
0
0
0
0
0

1
1
1
3
1
1
3

0
0
0
0
0
0
0

1
1
1
3
1
1
3

0
0
0
0
0
0
0

1
1
1
1
1
1
1

3
3
3
3
1
3
2

1
1
1
1
1
1
1

1.5
1.5
1.4
2.5
1.1
1.3
2.1

1
1
3
1
1
2
1

1
1
1
1
2
1
2

1
1
3
1
1
1
1

0
0
0
0
0
0
0

3
1
1
1
1
1
1

3
3
2
3
0
2
1

3
3
3
3
0
3
1

1
1
1
1
1
1
1

0
0
0
0
0
0
0

1
1
1
1
1
1
1

0
0
0
0
0
0
0

1
1
3
1
1
1
1

0
0
0
0
0
0
0

1
1
1
1
1
1
1

1
1
2
3
3
2
1

1
1
1
1
1
1
1

1.5
1.3
1.8
1.5
1.1
1.4
1.1

Legends: The various managers in the top of the table (FG1, FF1, …) are indicated by two letters and a number. The cells of the table refer to the classification of the marks
given by managers on relevance. The first letter referring to the managers indicates the industry, the second letter the type of manager and the number the company in which
the managers work. The first letter F indicates Food Processing Industry. The second letter refers to the general manager (G), the financial manager (F), the marketing
manager (M) or the production manager (P). The companies in the Food Processing Industry are numbered 1-4. The scores in the cells indicate whether an activity is
considered to be relevant by the manager. A score of 3 indicates high relevance, a score of 2 means some relevance and a score of 1 represents low relevance. Scores of 0
mean non-response, non-applicable or do not know. Missing data are not included in calculating the mean score. FG4 and FP3 did not return the questionnaire because of a
busy work schedule. FM1 and FG3 were vacant.
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Table A7-23 The Respondents Influence and the Company Management Team's Influence on Governance Activities and Problems
according to General, Financial, Production and Marketing Managers in the Eritrean Food Processing Industry.
ALPHA FOODS
BARKA CANNERIES EDIBLE OIL
RED SEA FLOUR
FG1 FF1 FP1 FM1 FG2 FF2 FP2 FM2 FG3 FF3 FP3 FM3 FG4 FF4 FP4 FM4
1
2
3
4
5
1
2
3
4
5
6
7
8
9
10
11
12
13
14

Governance activities
Change of incentive system
Change of power of stakeholders
Change of management
Change of ownership
Change of privatisation method
Assessment of problems
Absence of orders, contracts
Lack of cash
Non paying debtors
Disturbances of materials supply
High bank debt
High trade liabilities
Irregularity of production
operation
Irregularity in energy supply
Irregularity in fuel supply
Energy cost (electricity)
Poor work discipline
Staffing by management
Operating losses of the company
Employment lay off

MEAN

3/3
2/2
2/1
1/1
1/1

2/3
1/1
1/1
1/1
1/1

1/3
1/1
1/1
1/1
1/1

0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/1
1/1

2/3
1/1
2/2
1/1
1/1

3/3
1/1
1/1
2/1
0/0

2/3
1/2
1/1
2/3
2/2

0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/1
1/1

0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/1
1/1

0/0
0/0
0/0
0/0
0/0

3/3
1/1
1/1
1/1
0/0

3/2
3/2
3/1
3/1
2/0

1/1
1/1
1/1
1/1
1/1

1.9/2.3
1.3/1.3
1.3/1.1
1.3/1.2
1.0/0.8

1/1
1/1
2/1
1/1
1/1
1/1
1/1

1/1
1/1
1/1
1/1
1/1
1/1
1/2

1/3
1/1
1/3
1/1
1/1
1/3
1/3

0/0
0/0
0/0
0/0
0/0
0/0
0/0

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/1
2/1
2/1
1/1
1/1
1/1
1/2

3/3
3/3
2/3
3/3
1/2
1/1
3/3

1/1
1/1
1/1
3/3
1/1
1/1
1/1

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/3
1/1
1/1
1/3

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/2
1/1
1/1
1/2

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/1
1/1
1/1
1/1

1/3
2/3
1/3
3/3
1/3
1/3
1/2

1/1
1/1
1/1
1/3
1/1
1/1
1/2

1.2/1.6
1.4/1.4
1.3/1.6
1.6/2.0
1.0/1.3
1.0/1.4
1.2/2.0

1/1
1/1
1/1
2/2
3/2
1/1
2/2

1/1
1/1
1/1
1/1
1/1
1/1
1/1

1/1
1/1
1/1
1/3
1/3
1/3
1/3

0/0
0/0
0/0
0/0
0/0
0/0
0/0

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/2
1/2
1/3
2/2
0/0
2/3
0/0

3/3
3/3
1/3
3/3
0/0
2/3
0/1

1/1
1/1
1/2
1/1
1/0
1/1
1/1

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/3
1
1/3
1/3

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/2
1/2
1/1
1/1
1/1
1/1
1/1

0/0
0/0
0/0
0/0
0/0
0/0
0/0

1/1
1/1
1/1
1/1
1/1
1/1
1/1

1/1
1/1
3/2
1/3
1/3
1/2
1/1

1/1
1/1
1/1
1/3
1/3
1/0
1/1

1.2/1.4
1.2/1.4
1.2/1.6
1.4/2.1
1.0/1.4
1.2/1.7
0.9/1.4

Legends: The cells of the table refer to the classification of the marks given by managers on influence. The first letter referring to the managers indicates the industry, the
second letter the type of manager and the number the company in which the managers' work. The first letter F represents Food Processing Industry. The second letter refers to
the general manager (G), the financial manager (F), the marketing manager (M) or the production manager (P). The companies in the Food Processing Industry are numbered
1-4. The scores in the cells indicate whether the manager considers to have an influence on that activity (the score before the slash) and whether that manager considers the
management team to have influence on that activity (after the slash). A score of 3 indicates high influence, a score of 2 means some influence and a score of 1 represents low
influence. Scores of 0 mean non-response, non-applicable or do not know. These missing values are not included in calculating the mean. Managers FG4 and FP did no1t
return the questionnaire because of a busy work schedule. The positions of managers FM1 and FG3 were vacant.
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Table A7-24 Governance Activities and Problems Considered Critical (past/future) in Value Creation by General, Financial,
Production and Marketing Managers in the Eritrean Food Processing Industry.
ALPHA FOODS
BARKA CANNERIES EDIBLE OIL
RED SEA FLOUR
FG1 FF1 FP1 FM1 FG2 FF2 FP2 FM2 FG3 FF3 FP3 FM3 FG4 FF4 FP4 FM4
1
2
3
4
5
1
2
3
4
5
6
7
8
9
10
11
12
13
14

Governance activities
Change of incentive system
Change of power of stakeholders
Change of management
Change of ownership
Change of privatisation method
Assessment of problems
Absence of orders, contracts
Lack of cash
Non paying debtors
Disturbances of materials supply
High bank debt
High trade liabilities
Irregularity of production
operation
Irregularity in energy supply
Irregularity in fuel supply
Energy cost (electricity)
Poor work discipline
Staffing by management
Operating losses of the company
Employment lay off

SUM

3/2
2/1
1/
-/-/3

3/-/2/2
1/3
-/1

1/1
-/2/2
3/3
-/-

0/0
0/0
0/0
0/0
0/0

3/3
-/2/1/-/-

2/-/1
1/-/-/-

-/-/-/-/-/-

2/2
-/-/3
3/1/1

0/0
0/0
0/0
0/0
0/0

-/-/-/-/-/-

0/0
0/0
0/0
0/0
0/0

-/-/-/-/2
-/-

0/0
0/0
0/0
0/0
0/0

3/2
23
-/1/1
-/-

2/2
-/1/2
-/2
-/-

2/3
-/-/-/-/-

21/15
4/5
9/9
9/11
1/5

-/-/-/3/2
-/-/-/-

-/-/1
-/3/-/-/1/2

-/-/-/3/3
-/-/3/3

0/0
0/0
0/0
0/0
0/0
0/0
0/0

3/3
-/-/-/2
-/-/-/-

-/-/-/-/-/3/2
-/-

-/-/-/3/3
-/-/2/2

-/-/-/3/2
-/-/2/1

0/0
0/0
0/0
0/0
0/0
0/0
0/0

-/-/-/1/1
-/-/-/-

0/0
0/0
0/0
0/0
0/0
0/0
0/0

-/-/-/3/3
-/-/2/2

0/0
0/0
0/0
0/0
0/0
0/0
0/0

-/-/-/2/1
-/-/2
-/3

2/1
3/1
2/1
2/2
3/1
3/1
1/1

-/-/-/3/1
-/-/2/1

5/4
3/2
2/1
26/20
3/1
6/5
13/15

-/-/1/3
-/-/2/1
-/-

-/-/-/3
-/-/-/2/-

-/-/1/1
-/-/-/-/-

0/0
0/0
0/0
0/0
0/0
0/0
0/0

-/-/-/1
1/2/-/-/-

-/-/-/1/-/2/-/-

-/-/1/1
-/-/-/-/-

-/-/1/1
-/-/-/-/-

0/0
0/0
0/0
0/0
0/0
0/0
0/0

3/3
-/-/-/-/-/-/-

0/0
0/0
0/0
0/0
0/0
0/0
0/0

-/-/1/1
-/-/-/-/-

0/0
0/0
0/0
0/0
0/0
0/0
0/0

-/-/-/-/-/-/-/-

1/1
0/0
3/2
2/1
2/1
1/1
1/0

-/-/-/-/-/-/-/-

4/4
3/0
8/13
5/1
4/1
5/2
3/0

Legends: The cells of the table refer to the classification of the marks given by managers on criticality. The first letter ref1erring to the managers indicates the industry, the
second letter the type of manager and the number the company in which the managers' work. The first letter F represents Food Processing Industry. The second letter refers
to the general manager (G), the financial manager (F), the marketing manager (M) or the production manager (P). The companies in the Food Processing Industry are
numbered 1-4. The scores in the cells indicate whether the manager considers the activity had been critical in the past (the score before the slash) and whether that manager
considers the activity will be critical in the future (after the slash). A score of 3 indicates high criticality, a score of 2 means some criticality, a score of 1 represents low
criticality and - represents non-critical. Scores of 0 mean non-response, non-applicable or do not know. These missing values are not included in calculating the sum.
Managers FG4 and FP3 did not return the questionnaire because of a busy work schedule. The positions of managers FM1 and FG3 were vacant.
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Table A7-25 Value Creation (Destruction) at a Glance of Food Processing Industry for 1991/92-1997. [Amounts in 1,000 Nakfa]
Year
Net Sales
Net operating profit adjusted for
taxes (NOPAT)

1991/92
38,013

1992 (6m)
22,649

1993
36,382

1994
53,728

1995
90,351

1996
163,149

1997
164,407

Annual Average5
87,489

7,299

538

5,500

-2,523

12,505

14,349

13,739

7,909

61,228

55,448

73,394

69,970

87,178

120,198

86,517

85,220

5,891

3,546

7,653

7,015

6,363

6,527

7,706

6,877

1

Working capital
Fixed capital
Return on total capital(ROTC)2

11%

1%

8%

-3%

15%

13%

12%

9%

3

11%

5.5%

11%

11%

11%

11%

11%

11%

Economic value added (lost)4

279

-2,929

-2,201

-11,215

3,126

2,235

1,587

-2,027

727

-9,014

14,342

-891

-647

434

Cost of capital

Change in economic value added

Source: Computed from annual accounts received on request by the courtesy of the company
Notes : 1. Net operating profit adjusted for taxes (NOPAT) is computed by deducting taxes paid (rather than estimated taxes) during the year from the operating profit.
2. Return on total capital (ROTC) is computed by dividing NOPAT to average operating capital (average of working capital and fixed capital investments).
3. The cost of capital is an estimate of consultants in Eritrea. There is no capital market and thus, computation of the cost of capital using the usual method of capital
asset pricing models and others is not possible. The consultants use the banks lending rate as a proxy and adjust it for industry risk in evaluating cash flows. The
industry lending rate of banks in Eritrea to state owned enterprises is 8.5% and there is insurance cost of the loan of 0.5% and then they add additional risk
premium depending on the industry. The cost of capital estimate of the food industry is 11%. In addition, I have consulted the financial mangers of the company
if they think this rate is excessive or low.
4. The economic value added (lost) is computed as follows: {NOPAT- (average operating capital x cost of capital)}
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Table A7-26 Value Creation (Destruction) at a Glance of Alpha Food Products for 1991/92-1997. [Amounts in 1,000 Nakfa]
1991/92
2723

1992 (6m)
1,061

1993
222

1994
2,978

1995
4,137

1996
4,584

1997
4,117

Annual Average5
3,357

594

-204

34

109

257

515

116

218

1,882

1,764

1,460

1,212

1,075

1,715

1,933

1,699

33

28

496

422

459

365

270

319

Return on total capital(ROTC)

18%

-11%

2%

6%

16%

28%

5%

10%

Cost of capital3

11%

5.5%

11%

11%

11%

11%

11%

11%

228

-306

-172

-87

82

316

-118

11

-534

134

84

170

233

-435

19

Year
Net Sales
Net operating profit (NOPAT)1
Working capital
Fixed capital
2

Economic value added (lost)

4

Change in economic value added

Source: Computed from annual accounts received on request by the courtesy of the company
Notes: Refer to table A7-25.
Table A7-27 Value Creation (Destruction) at a Glance of Barka Canneries for 1991/92-1997. [Amounts in 1,000 Nakfa]
1991/92
2,285

1992 (6m)
5,092

1993
898

1994
4,253

1995
33,690

1996
43,148

1997
51,576

Annual Average5
21,683

-240

1,003

-255

-3,131

9,118

7,944

13,021

4,224

40,774

39,583

38,761

25,969

30,605

45,199

48,011

41,370

1,300

105

1,026

968

984

1,796

3,568

1,669

Return on total capital(ROTC)

-1%

2%

-1%

-9%

31%

20%

26%

11%

3

11%

11%

11%

11%

11%

11%

11%

11%

-4,388

-1,275

-4,687

-6,801

5,899

3,621

7,599

-1,387

3,113

-3,412

-2,114

12,700

-2,277

3,977

1,780

Year
Net Sales
Net operating profit (NOPAT)1
Working capital
Fixed capital
2

Cost of capital

Economic value added (lost)4
Change in economic value added

Source: Computed from annual accounts received on request by the courtesy of the company
Notes: Refer to table A7-25.
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Table A7-28 Value Creation (Destruction) at a Glance of National Edible Oil Factory for 1991/92-1997. [Amounts in 1,000 Nakfa]
24

1992 (6m)
5

1993
442

1994
3,958

1995
5,769

1996
6,943

1997
8,211

Annual Average5
3,900

-389

-260

-310

-146

1,679

1,936

-306

338

5,336

7,483

8,979

3,660

4,420

5,916

6,731

6,542

58

63

49

40

43

37

31

50

Return on total capital(ROTC)

-7%

-4%

-4%

-2%

41%

37%

-5%

5%

Cost of capital3

11%

11%

11%

11%

11%

11%

11%

11%

-1,008

-616

-1,222

-847

1230

1,363

-1,005

-199

391

-605

375

2,077

132

-2,369

527

Year
Net Sales

1991/92

Net operating profit (NOPAT)

1

Working capital
Fixed capital
2

Economic value added (lost)

4

Change in economic value added

Source: Computed from annual accounts received on request by the courtesy of the company
Notes: Refer to table A7-25.
Table A7-29 Value Creation (Destruction) at a Glance of Red Sea flourmills for 1991/92-1997. [Amounts in 1,000 Nakfa]
1991/92
32,979

1992 (6m)
10,993

1993
32,820

1994
42,538

1995
46,754

1996
108,473

1997
101,388

Annual Average5
57,838

4,889

2,444

6,032

644

1,450

3,953

907

3,126

13,234

6,617

24,192

39,128

51,076

67,366

29,840

33,574

4,499

2,249

6,081

5,584

4,875

4,328

3,835

4,839

Return on total capital(ROTC)

26%

17%

35%

2%

3%

6%

2%

8%

3

11%

5.5%

11%

11%

11%

115

11%

11%

2,805

1,646

4,119

-3,479

-4,086

-3,066

-4,887

-506

-1,886

2,473

-7,599

-606

1,019

-1,820

-1,304

Year
Net Sales
Net operating profit (NOPAT)1
Working capital
Fixed capital
2

Cost of capital

Economic value added (lost)4
Change in economic value added

Source: Computed from annual accounts received on request by the courtesy of the company
Notes: Refer to table A7-25.
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Figure A9-1 Structure of the Tanning Industry
Raw Materials
Small Skins
(Sheep and goats)

Collection and Preservation

Hides
(Bovine)

Collection and Preservation

Tanning

Pickle

Wet Blue

Crust

Export

{Pickle }
{Wet Blue}
{Crust }

Tanning

Finished

Wet Blue

Local Manufacturer

Export

Crust

Finished Splits

Local Manufacturer

{Wet Blue}
{Crust }to Tanneries

to Tanneries

{finished}

Shoe uppers

Leather goods
Clothing
Shoe uppers (ladies)
Lining for shoes
Gloving

{Industrial }
{clothing}
{gloving}

Shoe uppers
(minors use)

Leather goods
Clothing
Industrial
Shoe uppers (ladies)
gloving
Linings for shoe
Source: [Ministry of Trade and Industry, 1997, p. 58]
Pickled = the stage of tanning where the hair is removed usually for sheepskins.
Wet Blue = the next stage when lime is added to preserve the skin.
Crust
= the third stage when the remaining flesh and fat proteins are removed.
Finished = the final stage when the skin is dyed and finished using chrome sulphate
and is converted to processed leather.
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Appendix A10-1 Cost Analysis of Eritrea Textile Factory For 1994 and 1st half of 1995. [Amounts are in Nakfa]
Major Products
1994
‘95 (6 m) 1994
’95 (6m)
1994
’95 (6m)
1994
Qty
Qty
Sales
Sales
Gross
Gross
Margin
Profit(loss)
Profit(loss)
(,000)
(,000)
(,000)
(,000)
(,000)
(,000)
% sales

’95 (6m)
Margin
% sales

1994
Contribution
Margin 1
(,000)

’95 (6 m)
Contribution
Margin1
(,000)

Yarn

Grey Yarn 21/1

Kg

356

94

5,374

1,531

100

-140

2%

-9%

266

Knitwear

7CB/W
7CL Export
4MS
5MS
Nonato
4Z
1C
10C
8BB
8B
11MS
N3 Plush
7E
7F
7EL
1A
003UT

Pcs
Pcs
Pcs
Pcs
Pcs
Pcs
Pcs
Pcs
Pcs
Pcs
Pcs
Pcs
Pcs
Pcs
Pcs
Pcs
pcs

64
42
11
2
0.2
66
54
16
9
57
3
2
26
6
3
7
59

52
2
6
16
0.2
8
28
4
44
32
7
23
39
33
4
20
35

186
299
21
3
0.3
163
174
86
24
300
36
4
78
13
17
22
208

156
15
8
30
0.4
21
94
26
130
180
87
60
130
83
26
67
135

-124
-170
-42
-8
-0.3
-83
-82
-93
-14
-180
-25
-5
-73
-11
-7
-13
-61

-32
-5
-15
-34
-0.3
-9
-2
-16
-10
-48
-47
-3
-77
-20
0.8
-5
-35

-67%
-57%
-2%
-267%
-100%
-51%
-47%
-108%
-17%
-60%
-69%
-125%
-93%
-85%
-41%
-59%
-29%

-21%
-33%
-188%
-113%
-75%
-43%
-2%
-62%
-8%
-27%
-54%
-5%
-59%
-24%
3%
-7%
-26%

-83
-74
-32
-6
-0.2
-45
-37
-55
-7
-23
-14
-4
-34
-7
-3
-8
-3

-12
30
-0.9
-12
-26
-0.2
-4
16
-7
9
-12
-27
5
-38
-6
6
-5
-7

Total

pcs

427

353

1,634

1,248

-991

-358

-61%

-29%

-435

-79

7,008

2,779

-891

-498

-13%

-18%

-169

-91

Total
Note: 1. Contribution margin = (Sales – Variable costs only)
Source: University of Asmara [1995a, p. 31-46]
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Appendix A10-2 Cost Analysis of Asmara Textile Factory For 1994 and 1st half of 1995. [Amounts are in Nakfa]
Major Products
1994
‘95 (6 m) 1994
’95 (6m) 1994
’95 (6m)
1994
Qty
Qty
Sales
Sales
Gross
Gross
Margin
Profit(loss) Profit(loss)
(,000)
(,000)
(,000)
(,000)
(,000)
(,000)
% sales
Yarn
Grey Yarn 21/1
Kg
224
228
3,655
4,676
-906
-741
-25%
40/1 Bleached
kg
.4
9
9
246
-3
-35%
14
Total
kg
225
237
3,664
4,922
-909
-727
-25%
Fabrics

Abujadid
Shash
Poplin
Gauze
French Twill
Suti Printed
Khaki Twill
Towels
Bedsheets 160 cm
Bedsheets 200 cm
Total

sqm
Sqm
Sqm
Sqm
Sqm
Sqm
Sqm
sqm
sqm
sqm

Blankets

Cotton 160x220
Woollen 160 x 20
Woollen 180 220
Acrylic 160 x 220
Total

Knitwear

Jersey
Interlock
Polo
Total

’95 (6m)
Margin
% sales
-16%
6%
-15%

1994
Contribution
Margin 1
(,000)
-418
-.4
-418

’95 (6 m)
Contribution
Margin1
(,000)
-119
47
-72

1,921
290
122
359
154
163
115
45
34
.7

825
130
39
98
4
270
159
28
42
.3

3,714
568
474
471
697
524
1,407
310
1,293
49
9,506

1,827
230
175
142
17
843
2,291
188
1,588
25
7,327

-2,741
-179
-125
-79
-467
-255
83
-105
-235
11
-4,093

-887
-73
13
48
-11
-374
999
-133
-223
5
-637

-74%
-32%
-26%
-17%
-67%
-49%
6%
-34%
-18%
22%
-43%

-49%
-32%
7%
34%
-60%
-44%
44%
-71%
-14%
18%
-9%

-1,599
174
-16
44
-227
-98
364
37
58
18
-1,246

-416
-20
41
68
-7
-183
1,098
-73
510
9
1,027

pcs
pcs
pcs
pcs
pcs

13
16
2
2
33

3
5
.4
9

199
1,381
99
84
1,763

68
388
22
478

-143
328
-33
8
160

-57
23
7
-25

-72%
24%
-34%
10%
9%

-83%
6%
39%
-5%

-61
294
-25
12
219

-48
34
7
-7

pcs
pcs
pcs
pcs

1,507
53
26
1,585

868
17
7
892

6,513
464
101
7,079

4,257
183
72
4,513

-5,547
-361
-217
-6,124

-1,532
-106
-20
-1,658

-85%
-78%
-214%
-87%

-36%
-58%
-28%
-37%

-3,798
-245
-159
-4,202

-964
-67
-3
-1,034

22,012

17,239

-10,966
-3,047
-50%
-18%
Source: University of Asmara [1995b, p. 17-30]

-5,646

-86

Total
Note: 1. Contribution margin = (Sales – Variable costs only)
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Appendices A11
Table A11-1 Financial Performance of the Food Processing, Beverage, Footwear and Leather and Textile Industries in Eritrea
FPI

BI

1991/92
FLI
TI

All

Operations
Annual Sales
growth1
Materials as % of
sales
Profit Margin
Value Added per
employee
(1,000Nakfa)
Investment &
Financing
Return on assets
(ROA)
Short-term assets
as % of total
assets
New fixed assets
as % of sales
Debt to total
assets
Value creation
Rate of vlaue
created (lost)

FPI

BI

1995
FLI

TI

All

FPI

BI

1997
FLI

TI

All

FPI

Annual Average2
BI
FLI TI

All

68%

79%

45%

22%

58%

1%

-12%

4%

-20%

-6%

33%

49%

60%

36%

45%

71%

30%

60%

39%

51%

82%

21%

56%

62%

49%

80%

21%

70%

62%

55%

77%

24%

61%

60%

51%

3%

51%

11%

2%

20%

14%

52%

23%

-13%

28%

10%

41%

15%

-11%

20%

10%

49%

19%

-10%

24%

6

17

0.5

4

17

145

21

-1.1

23

19

157

15

-0.9

26

11

82

12

-0.4

15

2%

26%

3%

0.7%

9%

14%

41%

24%

-12%

26%

18%

23%

15%

-11%

19%

10%

35%

16%

-7%

19%

91%

95%

93%

95%

93%

93%

68%

90%

97%

82%

92%

58%

88%

98%

72%

93%

73%

89%

97%

85%

2%

0%

1%

0%

1%

1%

32%

3%

0%

14%

1%

15%

0%

0%

4%

1%

9%

3%

1%

5%

47%

75%

80%

202%

94%

55%

57%

53%

99%

64%

34%

32%

48%

125%

44%

50%

52%

55%

140%

64%

0%

27%

-7%

-9%

4%

31%

11%

-24%

1%

7%

0%

-22%

-2%

17%

2%

-18%

2

Source: Computed from the financial statements received on request by the courtesy of the companies
Notes: 1. The annual sales growth of 1991/92 was not computed because in 1990/91the companies were not under normal working condition due to war.
2. The annual average is computed for the years 1991/92-1997 for all variables, except for the annual sales growth, which is computed based on 1993-1997.
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Table A11-2 Performance before (1993 and 1994) and after Enterprise Reform
(1995 and 1996) [Sales, Value Added and Value Created are in 1,000 Nakfa]
1993
1994 Average
1995 1996 Average Change
Operations
Sales
36,382
53,729
45,056
90,352 163,149
126,751
81,695
Food processing
75,096
85,982
80,539 153,491 180,805
167,148
86,609
Beverage producing
33,309
47,985
40,647
69,653 69,100
69,377
28,730
Footwear and leather
24,019
44,892
34,456
54,863 58,661
56,762
22,307
Textile manufacturing
Profit Margins
19%
-1%
9%
14%
12%
13%
4%
Food processing
52%
53%
53%
52%
47%
50%
-3%
Beverage producing
27%
17%
22%
23%
15%
19%
-3%
Footwear and leather
-21%
-22%
-22%
-13%
-6%
-10%
12%
Textile manufacturing
Value added per
employee
11
6
9
17
20
19
10
Food processing
49
59
54
145
187
166
112
Beverage producing
9
10
10
21
14
18
8
Footwear and leather
-0,7
-2
-1
-1
0
-1
0
Textile manufacturing
Investment and financing
Return on total assets
9%
3%
6%
14%
15%
15%
9%
Food processing
34%
35%
35%
41%
38%
40%
5%
Beverage producing
18%
14%
16%
24%
15%
20%
4%
Footwear and leather
-7%
-18%
-13%
-12%
-6%
-9%
4%
Textile manufacturing
Debt to total assets
55%
48%
52%
55%
58%
57%
5%
Food processing
60%
38%
49%
57%
62%
60%
11%
Beverage producing
72%
48%
60%
53%
36%
45%
-16%
Footwear and leather
172%
98%
135%
99%
116%
108%
-28%
Textile manufacturing
Value creation
(destruction)
-1,714 -11,216
-6,465
3,127
2,235
2,681
9,146
Food processing
20,499
10,888
15,694
47,532 42,229
44,881
29,187
Beverage producing
1,112
-968
72
6,492 -3,225
1,634
1,562
Footwear and leather
-11,084 -18,042
-14,563 -13150 -8,977
-11,064
3,499
Textile manufacturing

374

375

Table A11-3 Performance before (1995 and 1996) and after (1997 and 1998)
Privatisation Announcement [Sales, Value Added and Value
Created (lost) are in 1,000 Nakfa]
1995

1996 Average

1997

1998 Average

Change

Operations
Sales
Food processing
Beverage producing
Footwear and leather
Textile manufacturing
Profit Margins
Food processing
Beverage producing
Footwear and leather
Textile manufacturing
Value added per
employee
Food processing
Beverage producing
Footwear and leather
Textile manufacturing
Investment and financing
Return on total assets
Food processing
Beverage producing
Footwear and leather
Textile manufacturing
Debt to total assets
Food processing
Beverage producing
Footwear and leather
Textile manufacturing
Value creation
(destruction)
Food processing
Beverage producing
Footwear and leather
Textile manufacturing

90,352

163,149

126,7505

164,408 177,812

171,110

44,360

153,491

180,805

167,148

159,799 156,541

158,170

-8,978

69,653

69100

69,377

72,049

46,022

59,0355

-10,342

54,863

58,661

56,762

46,844

32,621

39,7325

-17,030

14%

12%

13%

10%

7%

9%

-5%

52%

47%

50%

41%

33%

37%

-13%

23%

15%

19%

15%

13%

14%

-5%

-13%

-6%

-10%

-11%

-17%

-14%

-5%

17

20

19

19

14

17

-2

145

187

166

157

147

152

-14

21

14

18

15

10

13

-5

-1

0

-1

-0,9

-1

-1

0

14%

15%

15%

18%

9%

14%

-1%

41%

38%

40%

23%

16%

20%

-20%

24%

15%

20%

15%

8%

12%

-8%

-12%

-6%

-9%

-11%

-8%

-10%

-1%

55%

58%

57%

34%

50%

42%

-15%

57%

62%

60%

32%

38%

35%

-25%

53%

36%

45%

48%

57%

53%

8%

99%

116%

108%

125%

117%

121%

14%

3,127

2,235

2,681

1,587

-3,895

-1,154

-3,835

47,532

42,229

44,881

17,978

4,451

11,215

-33,666

6,492

-3,225

1,634

41

-7,402

-3,681

-5,315

-13,150

-8,977

-11,064

-11,234 -12,298

-11,766
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Table A11-4 Comparison of State-owned and Privately Owned Manufacturing
Industries by Major Indicators for 1996 and 1997
[Amounts are in 1,000 Nakfa]
State-Owned Enterprises
Private Enterprises
Performance Indicators
1996
1997
Change
1996
1997
Change
Number of establishments
46
46
0
111
159
+48
Number of employees
10,969
9,999
-970
2,385
4,922
+2,537
Gross output1
811,275 759,488
-51,787 110,849 289,626 +178,777
Gross input2
466,381 453,650
-12,731
70,128 178,676 +108,548
3
Value added at factor cost
315,212 270,227
-44,985
36,875 103,106 +66,231
Source: Ministry of Trade and Industry [1997, p. 13] census of manufacturing
establishments 1992-1997
Notes: 1. Gross output includes revenue from sales plus revenue from other services
or income.
2. Gross input includes cost of materials and supplies used plus cost of fuel
and electricity as well as cost of repairs and maintenance.
3. Value added at factor cost is computed as (gross output-gross input-indirect
taxes net)
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Table A11-5 Perception of Managers to Operational Restructuring Activities
Relevance (R )

Revenue

FP

BI

FL

No
1
2
3
4
5
6
7

Number of respondents
Seek new markets
Increase exports
Drop product price
Increase product price
Strengthen marketing
Establish sales office
Increase advertising

12
2.1
1.6
1.8
1.4
2.0
1.7
1.7

12
2.2
1.9
1.3
1.2
1.7
1.6
2.5

13
2.8
2.7
1.9
1.3
2.5
1.3
1.8

1
2
3
4
5
6

Reduce employment
Cut wages
Increase employment
Increase wages
Being selective to suppliers
More effective use of resources

1.7
1.1
1.3
2.0
2.1
2.2

1.7
1.0
1.1
2.2
2.3
2.6

1.5
1
1
1.9
2.4
2.5

TI

Empowerment (E )

All

FP

BI

FL

11
2.5
2
1.8
1.4
1.8
2.1
1.7

48
2.4
2.1
1.7
1.3
2
1.7
1.9

12
2.1
1.8
2.1
1.8
2.3
1.8
2.1

12
2.8
2.2
1.8
1.4
2.1
1.9
2.8

13
2.3
2.4
1.9
1.4
2.2
1.2
1.9

2
1
1
1.6
2.4
2.3

1.7
1
1.1
1.9
2.3
2.4

2.0
1.3
1.5
2.3
2.3
2.2

2.1
1.3
1.8
2.1
2.7
2.7

1.2
1
1
1.7
2.2
2.5

TI

Criticality in the future (CF )

All

FP

BI

FL

TI

11
1.9
1.6
2
1.4
1.7
2
1.4

48
2.3
2
2
1.5
2.1
1.7
2.1

12
16
8
7
0
8
0
0

12
17
12
5
3
7
4
10

13
17
17
6
4
9
4
9

11
21
8
2
4
3
3
0

48
71
45
20
11
27
11
21

All

1.8
1.2
1.2
2
1.9
1.9

1.7
1.2
1.3
2
2.3
2.3

1
2
3
11
11
22

3
1
1
6
4
10

9
0
1
12
10
15

1
0
0
0
8
16

14
3
5
29
33
63

Cost

Other
Operations

Change product quality
2.5
2.0
2.5
1.9
2.5
2.1
2.5
1.9
18
8
26
9
2.2
2.3
61
Change area of activity
1.5
1.3
1.3
1.6
1.4
1.6
1.3
1.2
6
0
7
8
1.5
1.4
21
Change of production mix
1.9
1.1
1.8
1.6
2.2
1.8
1.9
2.3
8
4
8
2
1.6
2.1
22
Improve production efficiency
2.8
2.8
2.5
2.2
2.7
2.6
2.4
1.9
22
16
18
9
2.6
2.4
65
Source: Primary data collected by using questionnaires
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R), management team empowerment (E ) and the sum of marks given by
managers on criticality of the activities in the future (CF ). For R and E a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means some relevance or
influence and a score of less than 2 represents low relevance or influence. For CF, a high sum score shows a high criticality rank of an activity in creating value.

7
8
9
10
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Table A11-6 Perception of Managers to Investment and Financial Restructuring Activities
Relevance (R )

Investment

Number of respondents
New investment in equipment
Upgrading technology
Disposing off of fixed assets
Control of capital expenditures
Reduce collection period of
receivables
Increase payment period of
payables
Implement cash control
Change in inventory policy

Empowerment (E )

Criticality in the future (CF )

FP

BI

FL

TI

All

FP

BI

FL

TI

All

FP

BI

FL

TI

All

12
2.6
2.6
2.0
2.0
2.2

12
2.7
2.4
1.6
1.8
1.5

13
2.4
2.9
1.9
1.9
1.9

11
2.6
2.5
2.1
2.2
1.6

48
2.6
2.6
1.9
2.0
1.8

12
2.2
2.0
1.6
1.8
2.5

12
1.7
1.7
1.6
2.2
2.2

13
1.8
2
2.1
1.9
1.9

11
1.6
1.6
1.7
1.9
1.5

48
1.8
1.8
1.8
2
2

12
22
20
10
2
2

12
25
19
10
9
4

13
30
26
14
7
4

11
21
9
7
4
0

48
98
74
41
22
10

1.9

1.3

1.8

1

1.5

2.0

1.5

16

1.2

1.6

4

6

2

1

13

2.0
1.6

1.8
1.6

2.7
1.7

1.9
1.5

2.1
1.6

2.4
2.0

2.3
1.9

2.5
1.7

1.9
1.5

2.3
1.8

0
1

2
6

8
7

1
3

11
17

Obtain new loans from banks
1.6
1.2
1.7
2
1.6
1.6
1.6
1.5
3
3
15
4
1.6
1.6
25
Reschedule old loans
1.8
1.0
1.3
1.4
1.3
1.4
1.2
1.5
0
0
5
0
1.4
1.3
5
Reduce inter-enterprise loans
1.2
1.1
1.7
1.3
1.4
1.0
1.8
1.4
1
2
7
3
1.3
1.4
13
Reduction of subsidy
1.6
1.0
1
1.2
1.3
1.1
1
1.1
1
0
2
0
1.2
1.1
3
Elimination of subsidies
1.6
1.0
1
1.2
1.3
1.0
1
1
4
0
0
2
1.2
1.1
6
Develop relation with creditors
2.3
1.2
1.9
2
2.2
1.6
1.8
1.9
8
1
12
5
1.9
1.9
26
Improve communication with 2.5
1.8
3
2.1
2.6
2.3
2.9
2.1
14
10
22
8
2.4
2.5
54
customers and suppliers
Issue new financial instruments
1.3
1.4
1.2
1.6
1.4
1.4
1.2
1.2
2
3
2
6
1.4
1.3
13
Seek foreign investors
2.2
1.5
1.9
2.7
1.4
1.1
1.6
1.6
15
6
14
18
2.1
1.4
53
Source: Primary data collected by using questionnaires
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R), management team empowerment (E ) and the sum of marks given by
managers on criticality of the activities in the future (CF ). For R and E a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means some relevance or
influence and a score of less than 2 represents low relevance or influence. For CF, a high sum score shows a high criticality rank of an activity in creating value.
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Table A11-7 Perception of Managers to Governance Restructuring Activities and Problems
Relevance (R )

Governance

Number of respondents
Change of incentive system
Change of power of stakeholders
Change of management
Change of ownership
Change of privatisation method

Empowerment (E )

Criticality in future (CF )

FP

BI

FL

TI

All

FP

BI

FL

TI

All

FP

BI

FL

TI

A
ll

12
2.3
1.7
1.7
1.7
1.7

11
2.1
1.2
1.3
2.1
1.4

13
2.3
1
1.7
2.5
1.7

11
1.6
1.1
1.8
2.7
1.6

47
2.1
1.2
1.6
2.2
1.6

12
2.3
1.3
1.1
1.2
0.8

11
1.8
1.1
1.2
1.3
1.0

13
1.9
0.8
1.5
1.7
1.7

11
1.3
1.3
1.6
1.6
1.7

47
1.8
1.1
1.4
1.5
1.3

12
15
5
9
11
5

11
10
2
5
10
3

13
21
2
12
24
16

11
0
0
9
20
2

47
46
9
35
65
26

Absence of orders, contracts
1.5
1.4
1.9
2.2
1.6
2.5
1.9
1.8
4
9
14
10 37
1.8
1.9
Lack of cash
1.5
1.7
1.9
2.2
1.4
2
2.2
1.6
2
7
12
7
1.8
1.8
28
Non paying debtors
1.4
1.4
1.4
1.2
1.6
1.7
1.9
1.2
1
3
3
0
1.4
1.6
7
Disturbances of materials supply
2.5
1.6
2
1.5
2.0
1.7
2.5
1.4
20
3
13
2
1.9
1.9
38
High bank debt
1.1
1.4
1.3
2.4
1.3
1.9
1.3
1.4
1
0
1
4
1.5
1.5
6
High trade liabilities
1.3
1.5
1.1
1.5
1.4
2
1.1
1.3
5
0
1
1
1.3
1.4
7
Irregularity of production operation
2.1
1.6
1.5
1.6
2.0
1.9
1.6
1.3
15
12
4
5
1.7
1.7
36
Irregularity in energy supply
1.5
1.4
1.3
1.2
1.4
1.6
1.2
1.1
4
9
1
0
1.4
1.3
14
Irregularity in fuel supply
1.3
1.4
1.2
1.1
1.4
1.8
0.9
1.1
0
0
0
0
1.3
1.3
0
Energy cost (electricity)
1.8
1.8
1.7
2
1.6
1.8
1.3
1.4
13
8
10
5
1.8
1.5
36
Poor work discipline
1.5
1.5
1.7
1.6
2.1
2.2
2
1.4
1
3
9
0
1.6
1.9
13
Staffing by management
1.1
1.7
1.6
2.1
1.4
2.4
1.5
1.6
1
4
1
2
1.6
1.7
8
Operating losses of the company
1.4
1.8
1.1
2.4
1.7
2.1
1.7
1.6
2
3
5
8
1.6
1.8
18
Employment lay off
1.1
1.6
1.3
1.6
1.4
2.3
1.4
1.3
0
3
3
2
1.4
1.6
8
Source: Primary data collected by using questionnaires.
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R), management team empowerment (E ) and the sum of marks given by
managers on criticality of the activities in the future (CF ). For R and E a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4 means some relevance or
influence and a score of less than 2 represents low relevance or influence. For CF, a high sum score shows a high criticality rank of an activity in creating value.
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Figure A11-1 The Empowerment of Management on Revenue
Generating Activities
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Figure A11-2 The of Empowerment of Management on Cost and Other
Operating Activities
Reduce employment

FPI

3
BI

Improve production efficiency

Cut wages

FLI

2,5

TI
2
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Figure A11-3 The Criticality of Investment and Financing Activities
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Note: The criticality scores of the industries is given in table A11-3. The maximum criticality score
possible for the food processing and beverage industries is 36. However, since we have interviewed 13
managers and 11 managers in the FLI and TI respectively, the maximum criticality scores possible of
these industries are 39 (FLI) and 33 (TI).

Figure A11-4 The Empowerment of Management on Investment and
Financing Activities
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Fig. A11-5 The Empowerment of Management on the Problems
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Table A11-8 Factory products consumed by the military
Industry
Factory
Goods supplied to the military
Food
Barka Canneries
Canned foods- vegetables, meat and Shiro
Alpha Food Products Pasta, dried biscuits
National Edible Oil
Cooking oil
Red Sea Flourmills
Wheat flour
Beverage

Asmara Brewery
Red Sea Bottlers

Beer
Soft drinks, Coca-Cola, Fanta and Sprite

Foot wear

Dahlack Shoe
Deluxe Shoe

Military leather boots and plastic shoes
Military leather boots and plastic shoes

Textiles

Asmara Textile
Eritrea Textile

Khaki, blankets, bed sheets and T-shirts
T-shirts

Source: Primary data collected during interviews

382

TI

383

Fig. A11-6 Supplier-producer linkages of the enterprises in Eritrea
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Summary
Introduction
The past decade has witnessed a dramatic change in our view of the legitimate role of
the state in economic activities. Privatisation has become a central feature of the
economic policies of a variety of nations in the developed and developing world and
in the capitalist, as well as in the previous socialist states. The boundaries of the state
started to shift with the privatisation in Britain and peaked with the transition from
state-socialism to a market economy in Eastern Europe.
Throughout the developing and transition countries governments are striving
to reform their economies. Yet in many countries, particularly in the poorest
countries, the inefficient, loss-making state-owned enterprises are a significant burden
on government budgets and scarce resources. These enterprises hinder growth,
impede market liberalisation and thus both directly and indirectly limit efforts to
reduce poverty. A key task facing the economies in transition is to transform stateowned enterprises into value maximising private firms [World Bank, 1995]. The
ultimate goal of the transformation is not merely to engineer a change in ownership,
but also to increase efficiency, flexibility and competitiveness of enterprises.
In Eritrea, the loss making state-owned enterprises became a burden to the
meagre economy of the new nation. The government set an objective for Eritrea to
realise knowledge-intensive and export oriented industries. In its macro-policy, the
government articulated that the ultimate objective of the government is to withdraw
completely from operating public enterprises and leave them to the private sector. The
policy promotes that the private sector is the lead actor in the economic activities of
Eritrea. The Government is committed to privatising state-owned enterprises. In order
to understand how the privatisation process is influencing the performance of the
state-owned enterprises and in order to assess how managers are trying to create value
in the manufacturing industries in Eritrea, we have conducted this research. The
central theme of this study is:
Whether and how the state-owned enterprises in Eritrea are restructuring into
value creating, private enterprises and what lessons can be learned from their
experiences.
This book has four parts: Introduction, Theoretical Background and Literature
Reviewed (Part I), Conceptual Framework and Methodology (Part II), Empirical
Study (Part III) and Conclusions and Implications (Part IV). The introductory chapter
elaborates the recent phenomenon of privatisation and the background history of the
manufacturing enterprises in Eritrea, explores the basic problems encountered by
state-owned enterprises and poses questions to be addressed in this research. The
following sections summarise the theoretical background and literature reviewed, the
conceptual framework and methodology, the empirical study and the conclusions and
implications of the study.
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Theoretical Background and Literature Reviewed
In order to highlight the relevant privatisation issues and the problems encountered in
transforming state-owned enterprises, we studied corporate governance as well as
value creation theories. Moreover, we reviewed the relevant literature on privatisation
and restructuring of state-owned enterprises of the developed countries and the
transition economies of Central and Eastern Europe to learn lessons from their
experiences.
Corporate governance deals with mechanisms by which stakeholders of a
corporation exercise control over corporate insiders and management such that their
interests are protected. The primary reason for corporate governance is the separation
of ownership and control, and the agency problems it engenders. Corporate
governance has recently become a key discussion item for the reform of state-owned
enterprises and the development of modern enterprises. The review of property rights
theory, agency theory and incomplete contracts theory highlighted the importance of
ownership and owner-manager relationships in creating value. To this, we may add
that management empowerment is essential in enhancing the value of a company.
However, ownership control remains important to follow whether management is
creating value.
The value creation models reviewed highlighted important factors in creating
value in enterprises. The Restructuring Pentagon of Copeland, Koller and Murrin
[1990] indicates that the firm value will increase by internal and external restructuring
of a business. They argue that even if a business is to be sold, internal and external
restructuring of the business can increase the value of the business and the bargaining
potential of the seller. The Crum and Goldberg [1998] Potential and Resilience
Evaluation (PARE) Model also focuses on value creation and shows that innovation
ability, implementation capability, vulnerability position and reserve capacity are the
main determinants of creating value. The Porter’s [1985] Value Chain Model
indicates that cost leadership and differentiation help the company to create value.
Controlling the cost drivers, reconfiguring the value chain and becoming unique in
some dimensions creates value. Porter argues that value is created when a firm creates
competitive advantage for its buyers, lowers its buyers’ costs or raises its buyers’
performance. The Rappaport [1986] Value Creating Network Model shows that
managers’ decisions on operations, investments and financing create value and it
aligns the value drivers to the enterprise objective of value creation. These models
were used in designing the conceptual framework of this study.
The experience of the United Kingdom (UK) revealed that the Government
has prepared the state-owned enterprises to be privatised by imposing hard budget
constraints, clear commercial goals, performance pay and decentralised and
accountable management reforms [Bishop, Kay and Mayer, 1995]. Share issue
privatisation was also the most widely used method in UK. The experience of the
Central and Eastern Europe countries also revealed that the common methods were
sale of state-owned enterprises’ assets in auction or public offering of shares, free
distribution of vouchers and leasing and management contracts. Some governments
also tried to restructure enterprises to make them attractive to buyers mainly by
refinancing of debt.

Summary

387

Conceptual Framework and Methodology
In order to gain insight in the functioning of enterprises during the transition to a
market economy, we designed a conceptual framework based on the value based
management models [Rappaport, 1986; Copeland, Koller and Murrin, 1990; Crum
and Goldberg, 1998 and Porter, 1985] and corporate governance theories. The
framework includes operations, investment and financing, governance, value creation
and enterprise environment. The conceptual framework is used to identify potentially
relevant factors for creating value in enterprises in transition and it was also used to
focus the collection of data and to structure the analysis in the enterprises studied.
In order to take an in depth study of limited cases, we have selected a case
study method [Yin, 1994]. Cases within the food, beverage, footwear and leather and
textile industries in Eritrea were selected. Multiple data collection methods strengthen
grounding of theory by triangulation of evidence [Eisenhardt, 1989; Scapens, 1990].
Due to this, we collected financial statement data, distributed questionnaires to
managers and interviewed managers and Government officials. The financial data
collected are analysed with financial techniques such as ratio analysis, while the
management responses to the questionnaire are described and analysed with averages
and ranges. The management interviews are used to illustrate the financial and
questionnaire results.

Empirical Study
The Eritrean economy is largely based on agriculture and the manufacturing industries
are mainly agro-based. The government of Eritrea offered 39 of the large
manufacturing enterprises in Eritrea for sale at the end of 1996. The government also
established a privatisation agency known as National Agency for the Supervision and
Privatisation of Public Enterprises (NASPPE). At the end of June 1999, the NASPPE
sold 18 companies mainly smaller enterprises while 21 mainly large enterprises were
still under government ownership. Moreover, small enterprises were quickly sold
because there was demand for them from local investors, while selling large
enterprises was more difficult due to a weak private sector and a lack of foreign
investors. The Board of NASPPE is selling companies “as they are” without
restructuring and it is using the direct sales method (sales by auctions).
In order to explore and explain how managers are creating value and in order
to assess the influence of privatisation on company performance, we have made an
empirical investigation of which the findings are discussed in chapters 7-11 of this
book. In the following paragraphs, we will highlight some of these findings relating to
operations, investments and financing, governance and value creation.
Operations: The availability of domestic market demand and the over thirty years of
experience of distributing products directly to the customers has helped the beverage
enterprises to have well organised sales departments and skilled sales persons. This
has helped the companies to adjust when the government liberalised trade and prices.
Unlike the beverage enterprises, the footwear and leather and the textile enterprises
had been selling their products to a distribution agency (EDDC). When this agency
was liquidated in 1993, the companies faced difficulties. The liberalisation of trade
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and prices has opened the markets for synthetic products such as polyester and plastic
bags. These substitute products made the textile companies non-competitive with
respect to their prices. Material costs are fairly high in comparison to the labour and
overhead costs of all the companies studied. The shortage of raw material supply and
the low quality and high cost of the supplied material are the main constraints in the
food processing and footwear factories in Eritrea.
Investment and Financing: Except in the beverage enterprises, there was no major
investment in fixed assets in the enterprises studied throughout 1991-1997. A lack of
investment in new machinery and upgrading of technology made the enterprises less
competitive in the market. The Board of NASPPE does not allow new investments
due to privatisation. In Asmara Brewery, for instance, the Board stopped the
modernisation of the Bottling Department, when the project was partially completed.
The Ministry of Defence also is not authorising long-term investments, not even when
the companies, such as Barka Canneries, are not offered for sale. The financial
structure analysis revealed that the textile enterprises are highly indebted. The
managers of food processing, beverage producing and footwear and leather
enterprises are therefore preferably using retained earnings to finance their operations
and investments. The Board of NASPPE, however, declared a dividend payout of
80% of profits on the assumption that since the companies are going to be privatised,
there is no need of retention of large amounts of profit in the company. However,
some companies such as Dahlack Shoe Factory and Asmara Pickling Tannery were
not able to finance their working capital requirements to meet their operations.
Governance: The Government as an owner neglected the companies to be privatised.
Moreover, the government has been constraining management decisions. Due to these
constraints, the managers perceived that the management team is less empowered to
influence the critical restructuring activities needed to create value. The salary of the
workers of the state-owned enterprises was low in comparison to the salary of the
private sector and civil servants in Eritrea. Due to this, skilled professionals such as
engineers, technicians and accountants are leaving their jobs in state-owned
enterprises for better paying jobs in the private sector. The exodus of skilled
employees from state-owned enterprises is reducing the potential for value creation in
these companies.
Value Creation: The food processing enterprises on average destroyed a value of two
million Nakfa each year during 1991-1997. These enterprises lost value prior to 1995,
but afterwards created value due to the increase in value created in Barka Canneries.
The beverage enterprises have been creating value throughout the study period. The
largest value created was in 1995, but in 1997, the value created decreased to a less
than a third of that of 1995 due to the privatisation process. The footwear and leather
enterprises on average created a value of one million Nakfa each year during 19911997. The shoe manufacturing enterprises on average lost value, while the tanneries
created value. The tanneries created value since 1995 because the government stopped
fixing tanned leather prices. The textile manufacturing enterprises studied destroyed
value during 1991-1997, due to an absence of orders, obsolete machinery and
technology and a lack of long-term financing. The operating losses of the companies
also hampered the restructuring of the enterprises.
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Due to the implementation of the privatisation process, the NASPPE is
restricting managers in policies and practices followed in operations, investments and
financing and governance of enterprises. In addition, the enterprise environment in
poor developing countries constrains the saleability of state-owned enterprises. We
summarise these restrictions with the term ‘privatisation trap’. The ‘privatisation trap’
created uncertainty with managers and employees and restricted managers’ decision
power to create value in enterprises.

Conclusions and Implications
One of the economic aims of privatisation is improving the efficiency of existing
state-owned enterprises while protecting their value. This research evidenced that the
longer the time of implementation of the privatisation process, the higher the value
that can be destroyed in state-owned enterprises to be privatised. During the
privatisation process agency problems between management and the state as an owner
increases. The managers are uncertain about their future and the state also increases
its control mechanisms on companies to be privatised. The state restricts the authority
of managers in operations, investment and financing and governance. These
restrictions reduce the management’s decision-making empowerment and destroy the
value creation potential of the enterprises. Moreover, the saleability of the large stateowned enterprises in poor developing countries is constrained by a lack of potential
buyers and capital markets. Therefore, privatising state-owned enterprises in poor
developing countries is more difficult in comparison to the privatisation of stateowned enterprises in the developed countries. The increase in agency problems during
privatisation and the constraints encountered in selling state-owned enterprises in poor
developing countries result in a ‘privatisation trap’.
This study documents theoretical and policy implication of the study and the
implications of the research to the conceptual framework (model). The debate on the
speed of privatisation is centred on the ‘Big Bang’ approach that is divesting stateowned enterprises as rapidly as possible and the ‘Gradualist’ approach, that is slow
privatisation. This study evidences that reforms prior to the announcement of sale
improve the value created in enterprises, while once companies are offered for sale
quick divestiture is best. Moreover, the debate on the sequencing of privatisation and
restructuring is focussed on whether governments should restructure state-owned
enterprises prior to sale. This study shows that judgement has to be exercised. The
cases studied revealed that selective restructuring and nurturing the value creation
potential is essential. In addition another debate on privatisation is whether stateowned enterprises adjust to the market environment. The case study of Eritrea
provides mixed evidence that some enterprises in the food processing, beverage and
footwear and leather industries adjust to the market environment, while all the textile
enterprises are encountering difficulties in adjusting to the market environment.
In order to transform the state-owned enterprises in Eritrea into value creating
private entities there is a need of changing ownership, finding new markets, reducing
material costs, investing in new machinery and upgrading of technology, access to
finance, empowering and controlling managers and training management and
employees .

Samenvatting
Inleiding
In de afgelopen tien jaar zijn de opvattingen over de wettelijke rol van de staat met
betrekking tot economische activiteiten drastisch veranderd. In de economische
politiek van zowel veel ontwikkelingslanden, als kapitalistische en voormalig
socialistische staten werd privatisering belangrijk. De verschuiving van de grenzen
van de staat door privatisering begon in Groot Brittannië en kwam nog meer naar
voren in Oost-Europa tijdens de overgang van het staatssocialisme naar een
markteconomie.
Het is het streven van ontwikkelingslanden en landen in de overgangsfase om
hun economie te hervormen. In veel landen, vooral in de armste, leggen de
inefficiënte, verlieslijdende staatsbedrijven een aanzienlijke druk op de
overheidsbudgetten en op de schaarse middelen. Deze bedrijven verhinderen de
economische groei en de liberalisering van de markt, en belemmeren hiermee, zowel
direct als indirect, de pogingen om de armoede terug te dringen. Een essentiële taak
voor de overgangseconomieën is om staatsbedrijven om te vormen tot waardemaximaliserende privé-ondernemingen (World Bank, 1995). Het uiteindelijke doel
van deze omvorming is, behalve het veranderen van het eigendomsrecht, het
vergroten van de efficiency, de flexibiliteit en de concurrentiepositie van bedrijven.
In Eritrea ondermijnden de verlieslijdende staatsbedrijven in toenemende mate
de zwakke economie van dit land. De Eritrese overheid stelde dan ook een plan op
voor de realisatie van kennis-intensieve en export-georiënteerde bedrijvigheid. In haar
beleid op macroniveau stelde de overheid zich als voornaamste doel afstand te doen
van de staatsbedrijven en deze te privatiseren. Het beleid was gericht op een economie
waarin de privé-sector een centrale plaats inneemt. Wij hebben dit onderzoek opgezet
om inzicht te krijgen in de manier waarop dit proces de prestaties van de
staatsbedrijven beïnvloedt en hoe managers proberen in de Eritrese fabricagebedrijven
waarde te creëren. Het hoofdthema van dit boek is te onderzoeken:
Of, en zo ja, hoe de staatsbedrijven in Eritrea worden geherstructureerd tot
waarde-creërende privé-ondernemingen en wat er geleerd kan worden van hun
ervaringen.
Dit boek bestaat uit vier delen: Inleiding, overzicht van theoretische
achtergronden en literatuur (Deel I), Conceptueel raamwerk en methodologie (Deel
2), Empirisch onderzoek (Deel III) en Conclusies en aanbevelingen (Deel IV).
Het inleidende deel behandelt de privatisering als nieuw fenomeen en de
achtergrond van de ondernemingen in Eritrea. Verder wordt er ingegaan op de
fundamentele problemen van staatsbedrijven en worden de vraagstukken
geformuleerd die behandeld worden in dit onderzoek. De hierna volgende paragrafen
geven een samenvatting van de theorie en de literatuur, het conceptuele raamwerk en
de methodologie, het empirische onderzoek en, tenslotte, de conclusies van dit
onderzoek.
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Theoretische achtergrond en literatuur
Bij het in beeld brengen van de relevante privatiseringsaspecten en de problemen bij
het omvormen van staatsbedrijven zijn theorieën bestudeerd op het gebied van
ondernemingsbesturing en waardecreatie. Verder wordt er een overzicht gegeven van
de relevante literatuur over privatisering en herstructurering van staatsbedrijven in
ontwikkelingslanden en in de overgangseconomieën van Centraal- en Oost-Europa,
met als doel lering te trekken uit hun ervaringen.
De theorie van de ondernemingsbesturing geeft handvatten voor de wijze
waarop de eigenaren van een onderneming controle uitoefenen op het management
van het bedrijf teneinde de belangen van de eigenaren te beschermen. Het belang van
het onderzoeken van de ondernemingsbesturing is dat er door de scheiding van
eigendom en bestuur agentschapproblemen kunnen ontstaan tussen deze twee partijen.
Bij de hervorming van staatsbedrijven en de ontwikkeling van moderne
ondernemingen is de ondernemingsbesturing sinds kort een belangrijk punt van
discussie geworden. In de theorieën over eigendomsrechten, agentschappen en
onvolledige contracten wordt het belang van het eigenaarschap en de relatie tussen
eigenaar en manager bij het creëren van waarde benadrukt. Hieraan kunnen we
toevoegen dat versterking van het management essentieel is voor het vergroten van de
waarde van een bedrijf. Het is echter ook zo dat het toezicht van de eigenaar(s)
belangrijk is om te controleren of het management wel in voldoende mate waarde
creëert.
De waardecreatie-modellen hebben belangrijke factoren aan het licht gebracht
met betrekking tot de waardecreatie in ondernemingen. In The Restructuring
Pentagon of Copeland, Koller en Murrin (1990) wordt aangetoond dat door interne en
externe herstructurering van een onderneming de waarde van het bedrijf toeneemt.
De auteurs beweren dat zelfs als een onderneming moet worden verkocht, interne en
externe herstructurering de waarde van het bedrijf kan vergroten en de
onderhandelingspositie van de verkoper kan versterken. Ook het Potential and
Resilience Evaluation (PARE) Model van Crum en Goldberg (1998) concentreert zich
op waardecreatie en toont aan dat het vermogen tot innovatie en implementatie, de
mate van kwetsbaarheid en de kapitaalcapaciteit de belangrijkste determinanten zijn
voor waardecreatie. Het Value Chain Model van Porter (1985) geeft aan dat
kostenmanagement en differentiatie de onderneming helpen bij het creëren van
waarde. Door het bewaken van de cost-drivers, het aanpassen van de waardeketen en
het op bepaalde gebieden uniek zijn wordt er waarde gecreëerd. Porter beweert dat er
waarde wordt gecreëerd wanneer een onderneming concurrentievoordelen voor zijn
klanten creëert, de kosten voor zijn klanten verlaagt, en de performance van de
klanten vergroot. Het Value Creating Network Model van Rappaport (1986) toont aan
dat de beslissingen van managers met betrekking tot bedrijfsactiviteiten, investeringen
en financiering waaredecreërend werken en het brengt hiermee de value-drivers op
één lijn met de doelstelling van de onderneming om waarde te creëren. Alle
bovengenoemde modellen zijn gebruikt bij het ontwerpen van het conceptuele
raamwerk van dit onderzoek.
De ervaringen in Groot Brittannië hebben uitgewezen dat de overheid de
staatsbedrijven heeft voorbereid op de privatisering door het opleggen van zware
budgettaire beperkingen, duidelijke commerciële doelstellingen, prestatiebeloning en
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door gedecentraliseerde verantwoordelijkheden toe te kennen aan het management
(Bishop, Kay en Mayer, 1995). Een andere veelgebruikte methode was privatisering
door middel van een emissie van aandelen. Ook in landen in Centraal- en OostEuropa waren het verkopen van aandelen van staatsbedrijven bij opbod, door
openbare verkoop en vrije distributie van waardecouponnen alsmede leasing- en
managementcontracten gangbare methoden voor privatisering. Sommige overheden
probeerden daarbij ondernemingen aantrekkelijker te maken voor kopers door de
schuldenlast te herstructureren.
Conceptueel raamwerk en methodologie
Om inzicht te verkrijgen in het functioneren van ondernemingen tijdens de overgang
naar een markteconomie hebben wij een conceptueel raamwerk ontworpen dat
gebaseerd is op waardecreatiemodellen (Rappoport, 1986; Copeland, Koller en
Murrin 1990; Crum en Goldberg, 1998 en Porter, 1985) en theorieën over de
ondernemingsbesturing. In dat raamwerk zijn bedrijfsactiviteiten, investeringen en
financiering, bestuur, waardecreatie en de omgeving van de onderneming opgenomen.
Het conceptuele raamwerk wordt gebruikt om potentiële relevante waardecreërende
factoren te identificeren met betrekking tot ondernemingen in de overgangsfase, om
de gegevens te verzamelen en om de analyse van de desbetreffende bedrijven te
ordenen.
Om een beperkt aantal cases diepgaander te kunnen onderzoeken, is er
gekozen voor een case-study methode (Yin, 1994). Er zijn cases geselecteerd uit de
bedrijfstakken van de voeding, dranken, schoenen- en leer, en de textiel in Eritrea.
Methoden waarbij meerdere soorten gegevens worden verzameld door middel van het
trianguleren van het bewijsmateriaal versterken de onderbouwing van de theorie
(Eisenhardt, 1989; Scapens, 1990). Daarom hebben wij jaarrekeningcijfers verzameld,
vragenlijsten verspreid onder managers, en managers en overheidsambtenaren
geïnterviewd. De financiële gegevens zijn geanalyseerd door middel van financiële
technieken zoals ratio-analyse. De door de managers ingevulde vragenlijsten zijn
beschreven en geanalyseerd met gemiddelden en intervalgroottes. De interviews met
de managers zijn gebruikt om de financiële data en de uitkomsten van de vragenlijsten
te illustreren.
Empirisch onderzoek
De Eritrese economie is voor een groot deel gebaseerd op de landbouw, en de
industriële bedrijven zijn hoofdzakelijk agrarisch. Eind 1996 bood de overheid van
Eritrea 39 van de grote bedrijven te koop aan. Tevens richtte zij een
privatiseringsbureau op onder de naam National Agency for the Supervision and
Privitisation of Public Enterprises (NASPPE). Eind juni 1999 verkocht NASPPE 18
grotendeels kleine bedrijven; 21 grotendeels grote bedrijven waren nog steeds
eigendom van de staat. De kleine bedrijven waren makkelijk te verkopen doordat er
vraag naar ze was vanuit de hoek van locale investeerders. Het verkopen van grote
bedrijven was moeilijker door de zwakke privé-sector en door een gebrek aan
buitenlandse investeerders. De directie van NASPPE verkoopt bedrijven “zoals zij
zijn” (dus zonder ze eerst te herstructureren) volgens de directe verkoop methode
(veilingen).
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Om te analyseren hoe managers waarde creëren en om de invloed te bepalen
van de privatisering op de bedrijfsprestaties hebben wij een empirisch onderzoek
verricht waarvan de bevindingen worden beschreven in de hoofdstukken 7 tot en met
11. In de volgende paragrafen zullen wij enkele van de gevonden zaken met
betrekking tot bedrijfsactiviteiten, investeringen en financiering, bestuur en
waardecreatie toelichten.
Bedrijfsactiviteiten: Door de vraag vanuit de binnenlandse markt en de meer dan
dertig jaar lange ervaring op het gebied van de goederendistributie direct naar de klant
heeft de drankenindustrie een goedgeorganiseerd netwerk van verkoopafdelingen
kunnen oprichten met ervaren verkopers. Dit heeft de bedrijven geholpen zich aan te
passen toen de overheid de handel en de prijzen liberaliseerde. In tegenstelling tot de
drankenindustrie, verkochten de schoenen-, leer- en textielbedrijven hun producten
aan een distributiekantoor (EDDC). Toen het EDDC in 1993 werd opgeheven,
kwamen deze bedrijven in de problemen. De liberalisatie van de handel en prijzen
opende de markten voor synthetische producten zoals polyester en plastic zakken.
Deze vervangingsproducten deden de textielbedrijven qua prijzen hun
concurrentiepositie verliezen. In vergelijking met de arbeids- en overheadkosten van
de bestudeerde bedrijven zijn de materiële kosten in alle bedrijven nogal hoog. Het
tekort aan aanvoer van ruwe grondstoffen en de geringe kwaliteit en de hoge kosten
van grondstoffen vormen het voornaamste struikelblok in de voedingsproducerende
sector en de schoenenindustrie in Eritrea.
Investeringen en financiering: Behalve in de drankenindustrie werden er tussen 1991
en 1997 geen grote investeringen in vaste activa gedaan in bedrijven. Een gebrek aan
investeringen in nieuwe machines en het verbeteren van de technologie ondermijnden
de concurrentiepositie van de bedrijven op de markt. De directie van NASPPE staat
nieuwe investeringen als gevolg van privatisering niet toe. In de Asmara Brewery
(brouwerij), bijvoorbeeld, stopte zij de modernisering van de bottelingafdeling toen
het project deels klaar was. Het Ministerie van Defensie staat ook geen lange-termijn
investeringen toe, zelfs niet wanneer de bedrijven, zoals Barka Canneries, niet te koop
worden aangeboden. De analyse van de financiële structuur laat zien dat de
textielbedrijven grote schulden hebben. De managers van de voedings-, dranken-,
schoenen- en leerindustrieën maken daarom bij voorkeur gebruik van de ingehouden
winst om hun bedrijfsactiviteiten en investeringen te financieren. De directie van
NASPPE kondigde evenwel een uitbetaling van dividend aan van 80% van de winst
onder de aanname dat de bedrijven zouden worden geprivatiseerd en het daarom niet
nodig was grote winstbedragen in te houden. Sommige bedrijven echter, zoals
Dahlack Shoe Factory en Asmara Pickling Tannery, waren niet in staat om hun
werkkapitaal te financieren ten behoeve van hun bedrijfsactiviteiten.
Bestuur: De overheid als eigenaar verwaarloosde de bedrijven die geprivatiseerd
moesten worden. Daarbij legde zij het management beperkingen op bij het maken van
beslissingen. Door deze beperkingen was het management minder goed in staat
invloed uit te oefenen op de noodzakelijke activiteiten betreffende herstructurering en
waardecreatie. In vergelijking tot de salarissen in de privé-sector en van de
ambtenaren in Eritrea waren de lonen van de werknemers in de staatsbedrijven laag.
Hierdoor verlieten goedopgeleide professionals zoals ingenieurs, technici en
accountants de staatsbedrijven om beter betaalde banen te vinden in de privé-sector.
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De massale uittocht van opgeleide werknemers uit staatsbedrijven ondermijnde de
mogelijkheden voor het creëren van waarde in deze bedrijven.
Waardecreatie: De voedingsindustrie had in de periode 1991-1997 elk jaar te maken
met een gemiddelde waardevernietiging van 2 miljoen Nakfa. In de periode voor 1995
verloor zij waarde, maar hierna liep haar waarde weer op doordat Barka Canneries
zijn waarde weer wist te verhogen. De drankenindustrie heeft gedurende de gehele
onderzoeksperiode waarde weten te creëren. In 1995 was de waardecreatie het
grootst, maar in 1997 daalde deze door het privatiseringsproces tot minder dan een
derde vergeleken met 1995. De schoenen- en leerindustrie creëerde in de periode
1991-1997 elk jaar gemiddeld een waarde van 1 miljoen Nakfa. De schoenenindustrie
verloor waarde, maar de leerlooierijen wisten waarde te creëren. De onderzochte
textielbedrijven kregen in de periode 1991-1997 te maken met waardevernietiging
door het uitblijven van orders, verouderde machines en technologie, en door een
gebrek aan lange-termijn financiering. De bedrijfsverliezen van deze ondernemingen
belemmerden ook hun herstructurering.
Door de privatisering beperkt NASPPE managers in het toepassen van
beleidsmaatregelen ten behoeve van bedrijfsactiviteiten, investeringen, financiering
en bestuur. Daar komt bij dat het bedrijfsmilieu in ontwikkelingslanden de
verkoopbaarheid van staatsbedrijven ondermijnt. Wij vatten deze beperkingen samen
met de term “privatisation trap”. Deze privatiseringsvalkuil creëerde onzekerheid voor
managers en werknemers en beperkte de mogelijkheden voor managers om besluiten
te nemen die in hun bedrijf waarde creëren.
Conclusies en implicaties
Een van de economische doelstellingen van de privatisering is het verbeteren van de
efficiëntie van bestaande staatsbedrijven waarbij tegelijkertijd hun waarde wordt
beschermd. Dit onderzoek wijst uit dat hoe langer het privatiseringsproces duurt, des
te meer waarde er in staatsbedrijven in de overgangsfase vernietigd kan worden.
Tijdens het privatiseringsproces worden de agentschapproblemen tussen het
management en de staat als eigenaar groter. De managers zijn onzeker over hun
toekomst en de staat versterkt op zijn beurt zijn controlemechanismen met betrekking
tot de bedrijven die geprivatiseerd moeten worden. Op het gebied van
bedrijfsactiviteiten, investeringen, financiering en bestuur beperkt de staat de
zeggenschap van managers. Deze beperkingen ondermijnen de mogelijkheden van
het management tot besluitvorming en vernietigen het potentieel voor waardecreatie
in de bedrijven. Bovendien wordt de verkoopbaarheid van de grote staatsbedrijven in
ontwikkelingslanden beperkt door een gebrek aan potentiële kopers en
kapitaalmarkten. Hierdoor is het in ontwikkelingslanden moeilijker om
staatsbedrijven te privatiseren dan in de ontwikkelde landen. Door de steeds groeiende
agentschapproblematiek tijdens de privatisering en de belemmeringen die men bij het
verkopen van staatsbedrijven tegenkomt, ontstaat in de arme ontwikkelingslanden
“privatiseringsvalkuil”.
In dit onderzoek worden de conclusies beschreven met betrekking tot zowel de
theorie en het beleid, alsmede de gevolgen van het onderzoek voor het conceptuele
raamwerk. De discussie over de snelheid van de privatisering concentreert zich op de
“Big Bang”-benadering, volgens welke men zich zo snel mogelijk van de
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staatsbedrijven dient te ontdoen en op de “geleidelijke” benadering, die een langzaam
privatiseringsproces voorstaat. Dit onderzoek toont aan dat hervormingen vòòr de
aankondiging van de verkoop de waardecreatie in bedrijven ten goede komt, maar dat
wanneer bedrijven eenmaal te koop worden aangeboden ze het beste snel kunnen
worden verkocht. In het debat over de volgorde van privatisering en herstructurering
staat de vraag centraal of overheden staatsbedrijven moeten herstructureren voordat
deze te koop worden aangeboden. Dit onderzoek wijst uit dat dit per bedrijf moet
worden beoordeeld. De bestudeerde cases toonden aan dat selectieve herstructurering
en het voeden van het waardecreërende potentieel van het bedrijf essentieel zijn. Met
betrekking tot de discussie of staatsbedrijven zich kunnen aanpassen aan de
marktomgeving laat de case-study van Eritrea een gemengd beeld zien van sommige
bedrijven in de voedings-, dranken, schoenen- en leerindustrie die zich kunnen
aanpassen aan de markt, terwijl alle bedrijven in de textielindustrie duidelijke
problemen hebben zich staande te houden.
Om de staatsbedrijven in Eritrea om te vormen tot waardecreërende
particuliere ondernemingen is het nodig dat zij worden overgenomen door andere
eigenaren, dat er nieuwe markten worden gevonden, dat de materiële kosten worden
gereduceerd, dat er wordt geïnvesteerd in nieuwe machines en een verbetering van de
technologie, dat er financiering is, dat managers gemachtigd worden (gecontroleerde)
beslissingen te nemen en dat het management en de werknemers worden opgeleid.

