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4.

Erilrey; Basic Dala

Area: 121,320 square kilometers
Population, 2001 estimate; 4.2 million
Population, 1997-2001 average annual growth: 2.6 percent
GNI per capita, World Bank Atlas method, 2000 cstimate: U.S. § 170

1997 1998 1995 200 2001 2002
Est. 1/
National accounts (In millions of nakfa, unless atherwise specified)

GDP at current market prices 49743 5,530.4 5,982.1 60,2005 v Ril 9.031.2

GDP at constant (1992) market prices 36412 3,706.3 3,705.8 32ER.7 33477 36123

GDP at constant (1992) factor cost 3,266.8 3,394.9 3,403.8 29367 32509 32182
(annual percentage change) 1.7 39 0.3 -12.0 87 -1.2

{In percent of GDP at curren: market prices)

Gross domestic expenditure 155.8 164.8 172.5 1621 1593 i38.6
Consurpticn 123.9 138.2 138.3 143.6 135.7 132.3
Investment 319 20.6 41 185 8.5 263

Net exports 2/ -55.8 -64.8 =725 -62.1 =593 -58.6

Gross national savings 34.0 3.0 6.2 23 10.1 10.9

Prices (Annual percentaye change}

Consumer price index {annual average) 37 9.5 8.4 185 14.6 169

Consumer price index (end of period) 7.7 9.0 104 248 T3 238

Terms of trade (- deterioration) 0.0 =57 22 3.5 -1.2 -2.5

Exchange rates

Exchange rate (in nakfa per U.S. dollar; period average) 72 74 82 98 0.9 14.0

Nominal cffective exchange rate (-depreciation; end of period) 32 4.4 -14.3 28 -272 -7.8

Real effective exchange rate (- depreciation; end of period) 7.2 24 -89 9.5 -22.8 19.0

Central government {inance {In millions of nakfa, unless otherwise specified)

Total revenue 2,0228 1,688.7 1,895.5 2,108.3 L9864 22914

Grants 287.9 5194 4894 1,204.8 13756 1,118.4

Total expenditure and net lending 2,558.1 4,218.8 54679 £ 1564 45453 5,176.9
Current expenditurs 1.412.% 2,781.6 32134 33690 ] F.6500
Lapital expenditure and net lending 1,145.3 1,437.2 22540 TIZ.2 12551 1,520.9

Cheeral] balanee, excluding, special progmins
Excluding grants -5353 22,5301 -3,5724 20281 -2.559.) 2854
Ineluding grants -247.4 “20107 -308Y.4 g -£,185.4 -§,767.1

Overall balance, including speeisl programs
Excluding grants SOR.0 26208 23,7144 31857 -4.080.5 -1,8404
Including grants <2801 -2,10104 -3,225.4 -1 9510 -2,704.9 S92

Overoll balance, including special programs (in peteent of GDP)
Excluding grants -11.4 474 -62.1 =303 =525 -42.5
Including grants -56 -38.0 -53.0 2321 -34.8 -30.1
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Erilres: Basic Data (concluded)

1997

1998

1099

2000

2001

2002
Est.

Money and credit

Domestic credit
Government (net)
Private sector
Broad money (including foreign currency deposits)

Balance of payments

Current account balance (including official transfers)
Current account balance {excluding official transfers)
Exports, Lob.
Imports, ¢.i.f
Trade balance
Services (net)
Income (net}
Current transfers (net}

Capital and financial account {net)
Capital account (net)
Financial account {net)

Overall balance

Current account balance (in percent of GDP)
Including official transfers
Excluding official iransfers

Gross official international reserves (end of period)

I millions of U.S. dollars
In months of imporis of goods and services

External debt

Stock of external debt (end of period) 3/

(in percent of GDP})
Net present value of external public deht 3/

{in pereent of cxpuorls ol goods und services) 4/
Scheduled external debt service 3/

{in percent of exports of goods and services) 4/

(Annual change in percent aof beginning-of-period hroad money stock)

12.0

3.0
11.3
30.6

4.4
356
16.6
18.2

JEO
451
-1
409

(In millions of U.5. dollars,

14.4
-37.0
535
494.6
-441.1
354
-3.4
403.5

90.5
0.0
0.5
146.7

2.1
-5.4

2433

11.0

0.3

-177.1
-235.9
28.2
5268
-408.6
12.9
43
304.2

80.3
2.7
71.7
-174.1

-23.6
-31.5

69.0

18.8

1.7

0.8

2047
-262.1
201
494 .6
-474.5
-573
6.1
3ila

205.48
0.4
2054

-14.7

135.4

[
|

LE.I}
25.0
-3

130

-102.5
-206.8
36.7
4703
135
24
-1.4
2080

8.7
0.0
03,7

190
39
438

264

unless ctherwise specified)

-1514
-252.1
19.9
3358.7
5187

60.8

2418

18.4
152

4.7
18.5

996
-179.9
518
5334
-481.7
102.3
-0.1
285.8

68.2
64.6
-390

-15.4
-27.8

331

78.0

1983

Sources; Entrean authorities; and IMF and World Benk staff estimates.

1/ Actiat data for prices and exchange rales.
2/ Guwds und services.
2/ Public and publicly guaranteed debt.

3/ Three-year average of exports of goods and services used.



I. INTRODUCTION

1. This selected issues paper and statistical appendix provide background information on
the 2003 Article IV consultation discussions with Eritrea (SM/03/.../04/.../03). The staff
report discusses the many demanding economic policy challenges confronting Eritrea, It
points out, in particular, that the period since gaining independence in 1993 has not been long
enough for the authorities to gain a full understanding of the functioning of the economy and
develop the necessary skills and expertise to successfully implement the complex mix of
economic, financial, and development policies needed to strengthen growth and reduce
poverty. The policy making environment was further complicated by the border conflict with
Ethiopia during 1998-2000, which created its own momentum and rationale, and interrupted
the continuity of the development process. It also delayed the full implementation of Jaws
that were intended to provide a solid foundation for the roles and objectives of government
institutions, including the Bank of Eritrea (BE), the country’s central bank.

2. In this environment, economic and financial policies were often driven by immediate
needs and expediency, rather than funded by sound analytical concepts and medium-term
policy objectives. The result has been a serious deterioration in the country’s fiscal and
external balances and an accumulation of distortions in the economic svstem that have
impaired growth and skewed incentives, notably in the private sector. Realization of these
circumstances has motivated the staff to prepare the four analytical documents presented in
this paper. Drafts of these documents were sent to the authorities ahead of the mission and
were discussed with officials during a full-day workshop that clarified a number of issues and
sharpened the focus of the documents.

3. The large fiscal deficits observed over the past years are the root cause of many of the
macroeconomic problems observed in the country, not only because of their size, but also
because of the severe distortions they have caused in the monetary and exchange rate
systems. They are also ¢learly unsustainable. In the document, on the sustainahility of the
public finances, an asscssment is made of the causes of the fiscal deficits and how they have
influenced the usual indicators of [iscal and external debt sustainability. However, the
analysis docs not stop here. Instead, the document also seeks to identity how and through
which channels fiscal and other economic policies have allecied the behavior of endngenous
variables that in one way or another influence sustainability. By doing sa, it looks at the
sustainability issues from a dynamic perspective in which the endogeneily and
interdependence of economie variables are highlighted and the potential for vicious or
virtuous circles regarding sustainability is examined.

4. Monetary policy in Eritrea is completely subordinated to fiscal pelicy so that the
statutory independence of the BE has been de facto suspended. This situation does not
represent an approach that will permit the BE to successfully pursue the key stability
objectives of stabilizing the domestic and external values of the nakfa under its 1997 law.
The document on monetary policy and management clarifies the risks of this approach and
also discusses the statutory role of the BE in relation to international best practices. It then
turns to a comparison of statutory role and actual practice. In doing so, it clarifies the
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rationale for key concepts of monetary management and provides guidance for changes in
policy design and implementation.

3. Serious distortions and inefficiencies emanate from the current exchange rate system.
As a result of an initial overvaluation of the nakfa and subsequent large external imbalances
and decline in foreign reserves driven by fiscal deficits, a dual exchange system has emerged
under which private transactions have been increasingly forced into the parallel market. The
document on exchange rate policy and management first describes the official, de jure
structure and regulations of the foreign exchange system and then discusses the de facto
situation, as well as the nature and severity of distortions that this situation gives rise to. A
distinction is made between macroeconomic and microeconomic effects and risks of the
exchange rate system. To assess the former, an export equation is formulated that seeks to
quantify the costs of the present system.

6. In the final document, the determinants of inflation in Eritrea are examined. A better
understanding of these issues is considered critical for the design of economic policies in
general, and of monetary and exchange rate policies in particular, including the question of
an appropriate nominal anchor. The document first discusses the structure of, and
developments in, the consumer price index, including underlying inflation. It then presents an
analytical framework and cointegration analysis with respect to money demand as the basis
for a detailed short- and long-term analysis of the determinants of inflation. The document
then estimates the equations and discusses the importance of the various determinants of
inflation and its dynamics.

II. SUSTAINABILITY OF THE PUBLIC FINANCES!
A. Introduction

7. Following a promising start afier independence in 1993, the war with Ethiopia during
1998-2000 drastically changed the performance of the Eritrean economy: GDP declined,
inflation rose, the external current account worscned, international reserves were nearly
depleted, and bunking assets were severely compromised. However, the most significant
change was the sharp deterioration of the public finances and rapid increase in damestic and
external public debt, as a result of both war-related factors and policy decisions.

8. Against the backdrop of these developments, the purpose of this section 15 1o examine
developments in Eritrea’s public finances with respect to their sustainability. Problems with
sustainability could arise as the direct result of fiscal policies or indirectly through the
changes in key variables or behavioral responses that government policies might induce. This
section will give considerable attention to the identification of these responses.

9. The section is organized as follows: In the next subsection, the sustainability of the
public finances will be more formally defined and explained. In Subsection C, developments
in key indicators affecting sustainability will be described and analyzed against the

! Prepared by Ayumu Yamauchi.



-8-

background of the economic pelicies of the authorities and developments in exagencus
variables. Subsection D attempts to identify endogenous responses to developments in the
variables that directly affect sustainability, and inferences will be drawn about the
prospective responses under unchanged policies. Finally, possible policy adjustments to
restore sustainability are discussed.

B. The Importance of Fiscal Sustainability

Definition of sustainability

10.  In the most general terms, sustainability is said to exist when the present value of
budget constraint (PVBC) is satisfied without a major and abrupt correction having ta be
made in the balance of income and expenditure to avoid solvency and liquidity problems.
Solvency, in turn, is ensured when the present value of current and future primary
expenditure is not greater than that of current and future streams of income, net of any initial
indebtedness, that is,

i = SZ R _(1+I})Df-1: (1}
Ta+r,) =[[a+n)
J=t =1

where £, is the primary expenditure (i.e., total expenditure minus interest payment) at period
t, ¥, 1s the income (GDP for a country), D,_, is the beginning-period stock of debt at period
t-1, and 7, is the nominal interest rate. Liquidity exists when liquid assets and available

financing are sufficient to meet or roll over maturing liabilities, regardless of whether the
solvency condition is satisfied.

11.  On the basis of this general definition, fiscal sustainability can be said to exist when
government policies satisfy the PVBC, which is defined as follows:

) o ) & E .
‘DJ'=Z .' f-)‘BH! .=Z ,7 Zr+a l_z ,' 144 . (2)

where D, is the beginning-period stock of government debt at period 2, PB, is the primary
balance, Z, is government revenue (including grants), E, is thc primary expenditure (i.¢.,
total expenditure minus interest payment), and 7, is the nominal interest rate. Equation

(2) states that the value of today’s government debt must be matched by {or smaller than) an
excess of future primary surpluses over primary deficits in present value terms. Temporary
deficits can, therefore, be accepted as long as they are eventually offset by the sum of future
primary surpluses.

12.  If equation (2} is expressed in terms of the ratio of the variables to GDP, the PVBC
becomes



-9.

w (l+n,+k) 5 H(l+n;+k) . H(l+na+k)
=y ————ph =y YA, (2a)
=0 (1+ H,) =0 H(1+ fes) =0 H(1+r,”)

f=

- Tr":h

d, =

where lower letters correspond to the ratio of the variables to GDP and », is the nominal

growth of GDP. In this formulation, the critical influence on sustainability of the
performance of the economy (growth of GDP) becomes clear.

13.  Equation (2) can be modified to take account the situation of both domestic and
external debt as follows:

L3 (1_/1{ ) Ar+iErH(1+Qr+j)
D,=DD,+&DE =) (= LA =0

=0 H(1+ f+J) H(l+ r+:

where DD, is the beginning-period stock of government domestic debt denominated in Jocal

)PB,,,;, 3

currency at period ¢, DE, 1s the beginning-period stock of government external debt
denominated in foreign currency, ¢, is the nominal exchange rate (local currency per foreign
currency), 4, is the share of external borrowing in financing the primary balance, g, is the
rate of appreciation of the nominal exchange rate, and r:‘ is the nominal interest rate on
external debt. Expressed in terms of the ratio of the variables to GDP, equation {3} becomes

@ (1_)“( ) i+t£ H(l+ql+j ;
d, = dd, +g,de, = ) (5—1—+ —2= ] [a+n,0pb,,. - (3a)

Tlasn)  Tlasy o

14, Equations(3) and (3a) indicate that the key variables determining the sustainability of
the public finance (debt sustainability) are government revenue, primary expenditure, the
domestic/external debt stock, the domestic/foreign nominal interest rate, the nominal
exchange rate, real GDT* growth, and the inflution rate. For the assessment of sustainability, it
will, therefore, be necessary to understand the importance of these variables and the factors,
including government policies, that affect their values.
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Discussion of key variables influencing sustainability

Revenue

15.  Inthe case of Eritrea, revenue Z consists of tax and nontax revenue T, exceptional
revenue ER, such as receipts from privatization and external grants from donors and the
Eritrean diaspora G .2 Total revenue therefore is

Z =T +ER +G.. 4)

Tax revenue is a function of tax rate ¢ and the tax base T8, which in the general terms is a
function of GDP. Thus,

T =tTB(Y)). ()

16. Unless domestic tax rates are raised or tax administration improves, GBDP growth
determines the level of tax revenue, and policies to enhance growth are therefore critical for
fiscal sustainability. Customs revenue and port fees and charges, which are very important in
Eritrea, are determined by trade activities and relations, and an increase in trade would not
only raise domestic revenue but also relieve the foreign reserve constraint. Progress in
privatization is the dominant factor affecting exceptional revenues. Finally, external grants
are primarily influenced by the relationship with donors and the diaspora and by special
factors, such as development programs, drought, and other calamities.

Primary expenditure

17.  Primary expenditure E can be broken down into three types of components: primary
current expenditure, excluding interest payments, C; capital expenditure {invesiment) { ;
and spending under special programs SP . Accordingly,

E=C+I+S5P. (6)

18, Inthe case of Eritrea, primary current expenditure is mainly composed of wages and
materials and services (defense and nondefense), as well as government grants and
contributions {for ex-soldiers and for food assistance). At present, the umount of defense
spending depends significantly on the progress with demobilization. Capital expenditre is
dominated by the government’s reconstruction efforts and donor-financed development
projects. The Tatter will not influenee the fiscal balance, but they will affect sustainability if
debt finunced. Special program spending consists of spending on the Emergency
Reconstruction Program (ERP), demobilization, and humanitarian assistance, and is entirely
donor financed, including by grants.

? The Eritrean diaspora is a community of Eritrean people outside the country who
generously support their families and relatives in Eritrea with recurrent transfers. During the
war of 1998-2000, they also provided significant financing to the government in the form of
grants and loans. For the scale of their contribution, see Table I1.1 and Paragraph 47.
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Domestic/external debt stock

19.  The total debt of Eritrea consists of domestic and foreign debt, and can be defined as
follows:

D =DD, +&DE =(1+#)DD,_ -(1-2)PB, +¢,(+r, )DE,  — APB., (7

where 7 is the interest rate on domestic debt and " is the interest rate on foreign debt, and

the primary balance PB, is financed either domestically or externally. The debt stock in

every period is therefore equal to the stock at the end of the preceding period and mnterest
payments on this debt, plus any primary deficit in the current period. Apart from the primary
balance, the debt stock is also affected by exchange rate and interest rate developments,
which are, in turn, affected by fiscal policies and the sustainability of public finance itself, as
much as by economic activities and external developments and the expectations they
generate.

Nominal interest rate

20.  Equations (3) and (3a) indicate that sustainability is critically dependent en the
domestic and foreign interest rates on public debt. In particular, the higher these are interest
rates, the larger the primary surplus must be to repay the initial dcbt stock. The domestic
intcrest rate on government securities is administratively fixed in Fritrea, and no market
mechanism functions as to government borrowings. The real interest rate is, therefore, often
negative as a result of high inflation. The domestic interest rate is currently clearly below
equilibrium, and, correspondingly, a substantial debt-service cost would emerge were the rate
to be raised or freed. While this fact may be seen as an argument against freeing the domestic
interest rate, it must be judged against the efficiency gains to be realized from market-
determined interest rates. The interest rate on external debt i3 by and large the concessionally
fixed donor rate, while borrowings from non-Paris club members and the diaspora entail
different rate profiles and more closely reflect market risk.

Nominal exchange rate

21.  The exchange rate plays a critical role in the determination of the external debt und
debt service burden, as well as the sustainability of both, first because of its direct cffcet on
their size and, sceond, because of its effect on competitiveness and growth, The equilibrium
exchange rate generally reflects macroeconomic policies and developments, including fiscal
policies and their sustainability, and is also a function of investors’ confidence. The current
exchange rate systcm in Eritrea is close to that of a conventional peg, at least as far as official
transactions are concerned. Although the rate is allowed to respond to market forces, the
current arrangement bears a substantial risk of depreciation, especially because of the large
external deficits and low level of official reserves. Should such an adjustment occur, the
foreign-currcncy-denominated debt would swell unless debt relief could be secured. At the
same time, a market-determined exchange rate would strengthen the couniry’s exports and
growth.



12 -

Real GDP growth

22.  Real GDP affects not only the ratios to GDP of a number of variables of sostainablity
but also the development of key constituent variables of fiscal sustainability, for examgple, tax
revenues, inflation, and the exchange rate. The behavior of GDP is, therefore, critical for the
maintenance of fiscal sustainability, and all economic policies affecting the growth of GDP
therefore simultaneously affect fiscal and external sustainability. In the current situation, the
growth of real GDP depends in large measure on the pace of demobilization, reconstruction
efforts by the government, structural reforms conducive to private sector growth,
developments in the foreign exchange markets and the financial sector, and macroeconomic
stability.

Inflation

23. Inflation would have no impact on the real economy if markets functioned properly,
that is, the nominal interest rate and the exchange rate kept their real rates unchanged by
reflecting inflation developments. However, inflation does have an impact on fiscal
sustainability, positively in the short term if nominal rigidities prevail and prevent those
variables from regaining their equilibrium values. In particular, while ratios of debt to GDP
decline when the nominal interest rate and exchange rate are administratively fixed, as in the
case of Eritrea, the related rigidities impair economic growth.

Links between fiscal and external debt sustainability

24.  Asdescribed above, any primary deficit needs to be financed either domestically or
externally. When one source of finance is insufficient, the other must expand. External
borrowing directly reduces external sustainability. At the same time, an expansion in
domestic credit will increase imports and thereby reduce the amount of foreign exchange
available to the domestic economy. Domestic financing may also cause a rise in inflation and
increase pressure for an exchange rate depreciation. Domestic financing is, therefore, no
panacea for the problems of cxternal sustainability.

24. For a country like Liritrea, the external budget constraint 1s more likely to be binding
than the domestic financing constraint beeause the country does not issue a convertible
currency and its access to foreign lending is limited. It 1s, therefore, particularly importunt to
asscss the linkage between fiscal and external debt sustainability.

26.  External debt sustainability is generally defined as the [ollowing:

o 1—[(1+%+k)
F=Y*—"204,, (8)

= T]a+r)
=0

where F, is the gross foreign liabilities of a country denominated in foreign currency terms

and C4, is the (primary) current account balance in domestic currency terms. Equation (8)
indicates that today’s external debt must be matched by the present value of future (primary)
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current account surpluses (excess of surpluses over deficits). The large and chronic current
account deficit in Eritrea suggests a violation of external debt sustainability and the need for
major and abrupt corrections in imports in the absence of large and stable flows of official
and private transfers.

27.  Equation (8) can be explained further by reference to the national income identity:

C4, =PB +S"-1I’, ©)

where S is private saving at period ¢ and / is private investment. The equation indicates

that the external current account balance is equal to the sum of the saving-investment balance
of the public sector and that of the private sector. Because the public sector saving-
investment balance is equal to the primary deficit, the link between fiscal sustainability and
external sustainability becomes clear.

C. Public Finances: Developments and Trends

Key fiscal indicators

28. Developments in government revenue, expenditure, and financing, as well as
different concepts of fiscal deficit in Eritrea, are reported in Table I1.1. The key factors that
affected fiscal variables and sustainability of the public finances over the period of
observation were the following:

. The war with Ethiopia during 1998-2000 dominated developments in the fiscal
sector: revenues declined and expenditure increased sharply, and fiscal deficits
reached extreme proportions.

. Total revenue (excluding grants), which until 1998, had averaged some 35 percent of
GDP, plummeted to some 25 percent of GDP in 2000, driven entirely by the sharp
decline in nontax revenue; this revenue consisted mainly of port tees trom Ethiopia as
a result of the cessation of transshipments through the port of Massaws and Assub by
landlocked Ethiopia. After the war, total revenue did not recover becausc the surtax
collected during the conflict was gradually hlled, Jeading to a loss of revenue of some
5 percent of GDP. On the basis of the current revenue system, no major reeovery of
reveme to prewar levels can be expected. However, external grants for reconsiruction
and humanitarian purpeses sharply increased following the cessation of hostilitics in
2000, keeping total revenue and grants at about the same level as in the previous
years.

. Total expenditure, which had fluctuated between 43 percent of GDP in 1994 and
66 percent in 1995, exceeded 90 percent of GDP in 1999 during the height of the war
with Ethiopia. At the same time, primary current expenditure increased from
30 percent of GDP to more than 50 percent.
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Tuble ILL, Erilreu: Key Fiseul Indivalors, 1893-2042
(In percent of GDP, unless otherwise indicated)

1993 1994 1995 1996 1997 1995 990 26639 2001 2002
Total revenue and granls 1/ 56,8 50.1 48.4 42.1 46.9 426 <15 448 42.6 37.9
Revenue 1/ 362 311 36.1 113 41.1 132 3.5 253 249 255
Tax revenue 21.0 199 19.2 i8.7 19.3 117 17.0 158 16.5 17.0
Direct laxes 73 9.6 9.1 8.6 g.0 83 8.7 TE 7.4 6.1
Indirect taxes 137 10.4 10.1 10,2 10.3 g 5.4 B2 2.1 10.9
Montax revenue 15.2 1.1 16.9 12.5 214 1608 100 .3 6.9 8.0
Part fees and charges 9.9 4.6 6.3 6.4 8.9 1.8 1.8 1.0 1.3 1.6
Contributicns and other 5.3 5.5 10.6 6.1 12.4 g0 312 e 55 6.4
Exceptional revenues 1/ 0.0 1.1 0.0 0.1 0.4 4.5 0.3 -15 1.6 0.5
Extraordinary revenue 0.0 0.0 0.0 0.0 0.0 21 4.6 52 23 03
Privatization 0.0 1.1 0.0 0.1 04 17 l.g 8.7 -0.6 0.2
Granis 206 19.0 23 10.8 58 04 8.2 19.4 127 12.4
Contribution from diaspora 0.0 0.0 0.0 0.0 0.0 k1 22 33 0.5 0.2
Grants in kind/earmarked 20.6 19.0 12.3 10.8 58 i3 6.0 162 172 12.2
Total expenditure and net lending, incl. special programs 632 61.5 7.9 614 521 773 938 455 781 67.9
Total expenditure and net lending, excl. special programs 5335 43.0 66.2 56.7 51.4 THI 91.4 [l 58.5 573
Current expenditure 35.0 29.3 515 37.7 28.4 33 537 345 423 40.5
Wages, salaries, and allowances 9.5 14.0 17.5 18.0 142 15,5 154 211 15.0 16.3
Materials and services 222 13.0 227 16.2 104 30Ad 4 247 181 16.5
Subsidies 0.0 0.0 6.0 0.0 0.0 LLE ] .0 [I) 1.8 0.0
Pensions 0.0 0.0 0.0 0.0 0.0 a0 LRl L3 0.3 0.2
Interest 0.0 0.1 0.5 0.8 1.0 1.2 P 8 34 39
Domestic 0.0 0.1 0.5 6.2 1.0 1. ) 25 2.0 2.6
External 0.0 0.6 0.0 0.0 0.0 sl 0z 03 0.8 12
Cirants and contributions 1.3 2.2 10.9 2.3 2.8 3.2 4.1 4.9 3.7 3.6
Capital expenditure 18.5 3.8 153.6 19.6 23.1 26.0 7.3 1.7 17.5 16.9
Central treasury 16 39 6.7 1.9 13.8 106 163 &8 6.9 7.0
Externally financed 14.8 98 89 7.7 9.2 154 182 FA 10.5 10.0
Net lending 0.0 0.0 -0.9 -0.7 0.1 .0 UM | 0.7 -1.3 -0.1
Special programs 9.8 18.5 57 4.7 0.7 1.6 14 18R 19.6 10.6
0.0 0.0 0.0 0.0 0.0 a.n 00 3.2 8.3 5.1
Demobilization 4.0 4.7 1.1 0.3 0.0 a0 LIX1] 0.0 0.1 0.1
Humanitarian 58 138 4.6 4.4 0.7 1.6 14 15.6 1.1 54
Domestic balance -2.4 -32 =212 -17.8 -1.5 -31.2 -“+i3 -25.5 -21.6 -20.8
Overall balance, excl. special programs and grants -17.2 -11.8 =30.1 <253 -10.4 EERL =381 1.4 -33.6 -318
Overall balance, excl. special programs and incl. grants 34 7.1 ~17.8 ~14.5 -4.6 336 289 220 -15.9 -19.4
Primary balance, incl. special programs ard excl. grants -27.0 -30.3 -35.4 -29.2 -10.0 -43.5 ERE R =514 -49.7 -38.5
Primary batance, incl. special programs and grants -6.4 -11.3 -23.1 -18.4 -4.2 - =34 -3RD -32.0 -26.1
Financing =14 L) 1.3 17.4 1.7 EL -] R1N- 1.2 329 30.2
Exlgrnal {net) 0.l 4.7 1.2 1.2 4.1 AT 57 56 135 1M
Official (nat) 1 4.7 1.2 12 4.1 13 A0 63 124 74
Milateral [134] 0.5 0.0 0.0 0.4 145 an 0.5 0.0 (1)
Multilateral 03 3.0 L5 b3 0.7 2.1 37 R 12.4 7.7
Bormrowings from dinspors (nel) 0.0 .0 [X1] [tR1] 0.0 N | 1 FL!] 0.1 LX)
Reseheduled nad debl forgiveness 0.0 2.0 0.0 0.0 0.0 0.l 0 L3 LG 33
Domestic (nat) .5 2R 1RA 16.7 in na 428 ErE ] 19.5 0.0
Ranking syekem 0.5 5.8 1R 167 1.6 ng 420 21 19.5 .0
Central bank -3 28 18.0 187 38 £ avd L 11.1 12.0
Comneriul bunks 0.0 .0 0.0 0.0 0.0 6.0 L5 25 4.3 8.0
Noobanks 2/ 0.0 0 0.0 0.0 0.0 na ne 0.3 0.0 0.4
Errors and omissions 6.8 0.8 38 0.3 <35 -£.4 -1.2 -2 -0.9 -4.3
Memarandum items:
Domestic borrowing ol government 3/ -3 %1 36.0 58.5 2.z 2 13 1R 43.7 76.5
Excess reserves of the banking system 4/ -51.0 373 390 59.6 93.0 199 187 14.3 36 25
Port fees and charges {in percent of total revenue) 274 14.9 174 203 21.7 4 54 iR 5.3 6.4
Grants {in percent of total revenue and grants) 36.2 379 254 25.6 2.4 220 137 3.4 4.5 327
Wages 5/ 17.7 32.5 264 3L.8 27.6 20,3 18.0 K1 K. ] 237 284
Interest 5/ o1 0.2 0.7 1.4 1.9 l.a 21 4.2 59 6.7
Capital expenditure 5/ 34.6 32.0 23.6 34.6 44.9 34.1 4.3 17.8 298 295
Defense expenditure 5/ 21.1 12.7 354 172 353 24.2 233

Sources: Ministry of Finance; Bank of Eritrea; and staff estimates.

1/ Including privatization receipts.

2/ Excluding privatization receipts,

3/ In percent of total loans of the banking system.
4/ In percent of net domestic credit,

5/ In percent of total expenditure, excluding spccial programs.
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. All measures of fiscal balance worsened markedly with the onset of war in 1998. In
particular, the overall deficit (excluding grants and special programs) widened to
58 percent of GDP in 1999 and remained above the prewar levels of 12-30 percent of
GDP. The same pattern applies to the primary balance, the major determinant of
fiscal sustainability.

. The deficit financing of the Eritrean government is characterized by the large
recourse to domestic credit and diaspora financing during the war, and by the
substantial increase in external assistance for reconstruction thereafter. Financing of
the government from domestic sources reached 43 percent of GDP in 1999 and
amounted to a cumulative total of 106 percent of GDP during 1998-2000. Moreover,
in 1999, credit to the government accounted for more than 100 percent of the increase
in domestic credit of the banking system. This development sharply reduced excess
liquidity in the financial system and crowded out private sector credit demand, which,
in turn, impaired private sector growth and development.

29, On balance, then, fiscal indicators deteriorated substantially as a result of the war.
Their impact on fiscal sustainability was aggravated by the deterioratian of conditicns for
growth, as well as the weakening of confidence, including among investors and donors.

Indicators of fiscal sustainability

30. Developments in key debt and debt-service ratios affecting fiscal sustainability are
presented in Table I1.2. On balance, they suggest the following broad conclusions:

. Debt indicators have worsened significantly since 1998. As a result of the large fiscal
deficits discussed above, the overall public debt-to-GDP ratio jumped from less than
10 percent in 1994 to 42 percent in 1997, and 77 percent in 1998, before reaching
some 200 percent of GDP in 2002. The increase in debt was driven mainly by the
accumulation of domestic debt. However, external debf and debt-service ratios also
increased sharply, nol only because of new external borrowing but also because of the
depreciation of the exchange rate of the nakfa.’

. The net present value (NPV) of external public debt also incrcased sharply in 1999
and 2000 in terms of both exports of goods and services and domestic Tevenue, owing
largely to new external borrowings but also because of the significant decline in
exports and domestic revenue. Because of the largely concessional nature of loans to
Eritrea, its NPV amounted to only 44 percent of GDP in 2002, while the external debt
stood at 79 percent of GDP.

* For a breakdown of the components of the increase in debt ratios, see the memorandum
items in Table I1.2.
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Table T1-2. Eritrea: Indicators of Fiscal Sustainability, 1993-2002

(In percent of GDP, unless otherwise indicated)

1993 1994 1995 1996 1997 1993 L399 200 2001 2002
Fiscal balance, excl. grants and special programs
Overall balance -17.2 -11.% -30.1 -25.3 -4 230 -5E.1 -11.4 ~336 318
Primary balance -17.2 0 -11.8 297 -24% L4 ALE -5620 -386 0 -301 -27.9
Fiscal balance, incl, grants and special programs
Overall balance -64  -1l4 235 -19.2 =32 =353 5230 08 -354 300
Pritary balance -6.4 -11.3 -23.1 -18.4 -2 -3 -50.4 -38.0 3200 260
Public debt =37 8.6 26.9 33.4 41.5 71 L3342 L7723 1807 2018
Damestic debt 4.2 2.7 203 3T s 58.2 57 259 1t8s 1232
External debt Q.5 59 6.6 i 1.0 152 313 5l4 60.8 78.6
Net present value of public external debt (NPVX) 0.4 2.6 34 7 7.0 118 2313 31.9 36.0 439
In percent of exports of goods and services 1/ 2.0 130 14.7 14.9 5.2 S1.7 1354 2259 2478 1983
In percent of domestic revenue 2/ LB 13.2 17.6 19.6 30.2 659 1370 3012 2187 2575
Debt service
Domestic debt service (in percent of domestic revenne) 2/ -6 -16 42 163 176 205 581 87¢ 1,130 1,080
Exlernal debt service (in percent of exports of goods and services) 1/ 0.0 0.1 02 0.2 03 0.s LKL 4.1 7.6 19.5
Memorandum items:
Real GDF {annugl percentage change) 133 213 29 93 79 1% 00 <131 102 1.8
Exports of goods and scrvices (in millions of U.S. dollars) 933 1443 1714 2002 2032 L1Ga 6.7 975 1475 1844
Giross foreign reserves of the central bank 3/ 39 5.0 4.1 3.8 50 = L.1 0.9 1.1 0.7
External public debt {in mullions of U.S. dollars) 0.5 5.9 6.6 6.7 nao 18,8 7.5 514 60.8 78.6
External debt service / external debt (in percent) 0.0 04 0.9 0.8 a7 (Lo 1.4 1.1 1.8 55
Exchange rate (in nakfa per U.S. dollar, average) 52 6.2 6.3 6.4 12 74 .2 9.6 10.9 14.0
Exchange rate (1993=100) oo 1178 1205 121.8 1377 1410 155% 1836 2084 2669
Changes in debt-to-GDP ratio 12.3 18.4 11.5 31 158 ¥l 43.1 s 21.1
Domestic 6.9 17.7 114 -12 7.7 38,5 292 ~6.0 33
External 54 0.7 0.1 43 T8 187 139 9.3 17.8
Of which: due to new borrowings 8.1 19.0 154 53 6.2 54 37.9 26.5 242
Domestic 3.8 18.0 4.6 2.4 L1N ] 415 J2.6 19.5 20.0
Tixternal 23 1.0 [} 13 54 1.2 54 71 4.2
Cf which: doe to changes in GDP 09 -1.0 43 I e 42 52 -4 358 =252
Dumeslic Il =3 =33 =24 =3 -4 4 -3.4 =25.4 -16.7
Cxternal 0.1 -0.7 -1 4.7 -1 14 -1.3 -4 85
O whink: dus to chanpes in exchanges rate 3.2 .4 .4 i? ERd RL 98 12.7 ma
Chunguey in NPV X of debl-lo-expurly ruliv 1.0 1.7 0.2 .3 26,5 BT B0 219 495
Dus o changes th NI'V o' deht 1.3 4.4 3.2 1.3 3.3 £S.4 84 429 19.00
e to changes in exports 0a 2.6 EXx -3 A 183 A2d4 265 -bES

Sources: Ministry of Finance; Bank of Enitrea; and staff estimates.

1/ Three-year-average of exports of goods and services used.

2/ Domestic revenne excludes exceptional revenue, Maturity is six months, while principal has never been repaid.

3/ In months of imports of goods and services.
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Government assets and liabilities

Debt and debt-service ratios give an incomplete picture of the sustainability problems they
raise. To obtain a more accurate picture, these ratios need to be examined with respect to the
uses of the financing on which they are based. Clearly, for the same debt ratios, sustainability
is more of a problem if the financing has been used for consumption rather than investment.
It is, therefore, important to examine whether, and to what extent, the increase in
indebtedness of government has financed investment in both physical and human capital,
This assessment is critical because such investments strengthen the productive capacity of the
country and thereby improve sustainability through their effect on potential output. To assess
these issues for the case of Eritrea, an attempt has been made to measure changes in the
country’s physical and human capital stock since independence in 1993 (Table IL3). In the
estimation, the government assets are assumed to consist of three kinds: physical capital,
human capital, and government deposits.” Physical and human capital stock is calculated
based on the annual investment flow net of depreciation and war damage. The major findings
are follows:

o Following independence in 1993, Eritrea’s physical and human capital stock
increased dramatically, reaching a cumulative level of 147 percent of GDP in 1999,
despite increasing war damage. This substantially increased the growth potential of
the country and strengthened fiscal and external sustainability.

. Following the eruption of hostilities with Ethiopia in 1998, net assets of the
government declined substantially because new borrowing largely surpassed the
increase in assets, resulting in a negative net worth of government by 2000.°

. The drastic change in the net asset position of the government reflects in good
measure the shift in the use of borrowings from investment to censumption, notably
for defense spending, which reached 20 percent of GDP in 2000.

31.  On balance, then, the productive capacity of Lritrea and the relaled sustamability of
ils public finances and external debt, which had improved significantly until 1997,
deteriorated substantially during the war years and have yet to recover.

Key mucroeconomic developments and policies
Apart trom the fiscal variables discussed above that influence sustainability direetly and

indirectly, the equations on fiscal and external sustainability point to other key economic
variables that can have a substantial impact on sustainability measures. These include, above

* The calculations in Table I1.3 are indicative only because it is practically impossible to
obtain the “correct,” or market-determined, values of government assets as most of them are
by nature not transacted in the market.

* However, because of the absence of data on government assets and liabilities, the analysis
starts artificially with a zero net worth at the time of independence.
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"I'able 1.3, Pritroa: Assels and Linhilines of Government, 1993-2002

1993 1994 1995 1996 1997  199% 1999 2000 2001 2002
{In millions of nakfa)
Net assets 702 975 996 1,379 2,510 1987 TRR O AMAY 3BT 4670

Govertunent assets 610 1,258 1,999 3,083 4,574 6,248 8,795 5522 11,233 13,556
Physical capital stock 1/ 442 870 1,409 2,212 3,262 4470 & 401 o477 233 9,928

Gross capital formation 455 454 582 860 1,148 1,437 2,246 525 2,003 1,991
Deprecialion 2/ -13 -26 -42 -66 -H8 -134 -182 -154 -M7T -29R8
War damage 3/ -EH) =12k -E55
Human capital stock 1/ 65 165 337 464 685 943 1215 1,478 1,753 2,052
Gross capital formation 65 100 173 127 220 252 o) 163 pLIF 284
Government deposits 104 223 253 407 627 820 LI YEE 1,249 1,575

Public liabilities 21 283 1,002 1,704 2,063 4,261 2028 10.9%1 14045 18,226
Domestic debl -104 83 757 1,405 1,517 3,221 5786 7806 2318 17,128
External debt 13 195 247 2589 547 1,041 1,242 3,186 4728 7,098

{In percent of GDF)
Net assets 28,5 29.6 26.7 a1 50.5 5.9 1.8 =334 -36.2 -51.7

Government assels 248 381 53.7 69.5 gLy 113.0 147.0 1439 1346 150.3
Physical capital stack 1/ 17.9 264 37.8 499 65.6 80.9 1070 i1 3 106.0 109.9

Gross capital formation 18.5 13.8 15.6 19.6 231 264 7.3 149 258 220
Depreciation 2/ -0.5 -0.8 -1 -1.5 -2.0 -2.4 Bl =31 -3.2 -33
War damage 3/ -1.6 BN | -10.6 .
Human capital stock 1/ 2.6 5.0 9.1 10.5 13.8 17.% z0.3 238 226 227
Gross capital formation 2.6 3.0 4.6 2.8 4.4 4.7 4.6 iz 36 33
Government deposits 4.2 6.8 6.8 92 12,6 15.0 15.7 15.6 16.0 174

Public ligbilities -3.7 8.6 26,9 384 41,5 77.1 1342 1775 120.7 201.8
Domestic debt -4.2 27 203 317 30.5 58.2 7 1139 1199 1232
External debst 0.5 5.9 6.6 6.7 11.0 158 ns la EL.5 78.6

{In millions of nak{z)
Memorandum items:

Physical capital expenditure 4/ 455 454 582 869 1,148 1,437 2245 Qx5 LS 1,991
Central treasury 89 130 244 529 688 584 1,157 433 559 665
Externally financed 366 324 333 340 460 851 1.089 432 1,46 1,326

Human capital expenditure 5/ 65 100 173 127 220 259 172 253 230 294
Education 46 65 98 7 139 159 169 “44 1%2 183
Health 18 a5 75 36 81 09 103 23 B 11t

Borrowing for consumption {flow} 6/ -530 -208 -37 =201 -985 202 382 1.21% 152 196

Borrowing for consumption {cumulative) 7/ -530 -738 775 976 -1,961  -1,739  .1,37g -158 34 230
Total capital spending 520 554 755 996 1,368 1,696 2518 1,188 2385 2,285

Physical capital expenditure 455 454 582 269 1,148 1,427 2,246 525 2005 1,991

Human capital expenditure 65 100 173 127 220 259 172 263 280 294

‘I'atal borrowing -1 346 718 705 34 1,80 2500 2408 2477 2,431

Domestic burrowing B 192 ny2 740 17% 1,704 2565 P 1,512 LAl

Tixternal barrowing 1 154 46 55 205 194 i35 JB? Eed 571
(In percent of GDF)

Thysical eapital expenditure 4/ 18,2 138 15.6 e 23.1 260 3z 14.% 258 2.0
Central tressury 36 30 6.7 .o 13,8 10.5 143 a0 P 7.4
Exlernally fuaed 14.8 QR 29 1.7 92 15.4 152 0 18.6 147

Human gapital expenditure 5/ 24 3.0 4.6 14 4.4 4.7 4F 43 3. 1.3
Tiducation LY 2.0 1.6 1.6 .8 24 1k 16 21 2.0
Health 0.7 1.1 2.0 1.2 L& L& L7 L& 1.3 1.2

Borrowing for consumption {flow) -21.5 -6.3 -1.0 -4,5 -19.8 15 6.4 19.6 25 2.2

Borrowing for consumplion {cumulative) -21.5 -22.4 -20.8 2220 -39.4 -31.8 S230 -2 14 2.5
Tatal capital spending 21.1 16.8 203 224 27.5 30.7 42.1 132 294 253

Physical capital expenditure 18.5 13,8 15.6 19.6 23.1 2640 315 4.9 158 22.0
Human capital expenditure 2.6 30 4.6 29 4.4 4z 46 4z LXK 33
Total borrowing «.4 10.5 19.3 79 7.7 343 4182 hLE L 275
Domestic borrowing -0.5 58 18.0 16.7 3.6 30.3 12 326 13.5 20.0
Exiernal borrowing 0.1 4.7 1.2 1.2 4.1 is 56 6.2 124 T4

Sources: Ministry of Finance; Bank of Eritrea; and staff estimates.

1/ End-year stock. Initial capital stock at end-1992 is assumed ta be none. No depreciation is assumed for human capital.
2/ Assumed at 3 percent of the current pericd capital stock,
3/ Total damage is cstimated from the study n July 2000 by the University of Asmara. Assumed at 2 percent of capital stock in 1933 and 1999 aod tha rest in 200,

4/ Including ERP-related capital spending,

5/ Only cwrrent expenditure. Tncluding externally financed spending up to 1999,
6/ Posjtive numibers indicate that the borrowing for consumption in the year was higher than that for investment, while the negative nunbers twhicate 1he opposite.

7/ Not adjusted for exchange rate movement.
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all, economic growth und inflation, us well s external compelitiveness and export performance;
also important are changes in monetary and exchange rate policies that may become necessary to
“correct,” offset, or accommodate the impact of fiscal policies. In addition, special factors, such
as drought or the war, have a key impact on the economy and sustainability. Developments and
influences of these variables are reported in Table 1.4 and discussed below,

Growth and inflation

32. Growth performance over the last ten years was mixed, and no clear trend emerged. On
average, real GDP grew by 5 percent, driven by the expansion in the nonagricultural sectors.
Industry experienced the highest growth among major sectors, reaching 13 percent on average,
and its share in GDP rose to 25 percent by 2002. By contrast, the growth of agriculture fluctuated
significantly year by year, largely owing to the weather conditions, and, on the whole, Eritrea’s
food security did not improve. In U.S. dollar terms, GDP per capita remained basically
unchanged over the last ten years at a very low level by international standards. Inflation, which
had remained manageable during the four years following independence, has been consistently
high since 1998, mainly reflecting the war, drought conditions, monetary expansion for deficit
financing, and the depreciation of the nakfa since 1998.

External performance

33.  Information on the external accounts of Eritrea suggests that, particularly because of the
war, the country has become more dependent on foreign assistance. Since 1998, current account
deficits have widened mainly as a result of the loss of the traditional export market of Ethiopia, a
surge in food and defense imports, and the decline in service receipts and private transfers.
Capital inflows were not sufficient to cover the widened current account tmbalance, and gross
foreign reserves dropped to 1.4 months of imports of goods and services in 1998 from 5 months
in the previous year, and declined further to less than 1 month in 2002. Together with the
external debt developments discussed above, these changes in external performance, which are in
good measure the result of fiscal policies, suggest that external sustainability cannot be achieved
without major support by donors and improvement in economic growth and export performance.

Monetary policies and aggregatesﬁ

34, Monctary policy influenees fiscal sustainability directly via eredit to gavernment and
indirectly through the availability and conditions of credit to the private sector and the stability
of the finaneial system. The latter ean substantially affect the functioning of the economy and 1ts
capacity to grow out of debt. Since the introduction of a separate national currency in 1997, the
Bank of Eritrea, the central bank, has been suberdinating its objectives to fiscal policy objectives
and cannot independently pursue its statutory objectives. This fact is especially evident from the
large share of credit to government in total credit (Table I1.4). In addition, the rate of interest on
government securities is administratively fixed at 2.5 percent. These significant rigidities hamper
the implementation of an effective monetary policy and prevent the financial sectors from

% A more complete discussion of the issues is given in the companion paper, “Monetary Policy
and Management.”
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Table T1.4. Eritrea: Key Feonomic Developments, 1993-2002

1993 1994 1995 1996 1997 1998 L1955 2000 2631 2002 Average
1993-2002
{Annual percentage cacngz)
Growth
GDP at constant [aclor cost 99 28 92 77 3v a1 -1+ G ; 5.1
Agriculturs -149.4 -0 -5.8 03 574 T 435 : 4.3
Naonagriculture R 7.4 13.1 4.3 -0.9 in S 3 | 7.7
Industry 43, 212 n9 108 6.5 LR -1 a3 130
Services 18.4 4.2 6.7 57 -7 LR 07 E3 8.2
P per capita (in U.8. dollars) 1380 1535 165 1 1809 1829 1932 (LR STE AR R 15:6 1687
GDP per capita -1l 16.7 7.6 15.0 <37 5.6 -1.% BE 7 BLIA 18]
Speciul fuctors affecting growth
Drought year 1f X (x} X X X X
War year X x x
Inllation 2/ 16 116 a7 92 37 9.5 &4 1G.% 4. 15.9 10.8
Faod 3/ a9z 198 L4.F .7 152 5.3 14.0
Nenlbod 3/ 5.8 1.0 il L& 3 s} 10.8
(In millions of U.5. dollars, unless edharwisc -ndicazcd)
lixternal performance
Cuwrrent account, exel, official transfers -173 18.0 532 -130.7 3700 2339 IRi) Meld 2834 IR -137.%
{in percent of G} 3.7 3.4 9.0 -18.7 -5.4 -31.5 et ) a5l L2810 -19.9
Current account, incl. official rransfers 2.1 977 17.8 -48.92 144  -177.1 2047 -1 1614 -98.6
(in percent of GDT) f1.1 18.2 30 -7.0 21 -23.0 279 B -.5.7 -74
Giross foreign reserves 38.8 1685 154.6 179.0 243.3 69.0 343 h 331 107.8
(in months of imports of goods and scrvices}) 39 5.0 4.1 3.8 5.0 1.4 1.1 1.1 27 2.7
Munetary developments
Met claims on the central government 4/ -62.9 13.4 40.9 47.5 41.2 51.7 67,2 754 740 671 41.6
Credit to the economy 4/ 112.6 86.6 59.1 52.5 58.8 48.3 32.8 24.5 26.0 329 53.4
Excess rescrves 4/ -51.0 373 39.0 59.6 96.7 20.8 19.8 14.3 14 .4 242
Veloeity 1.4 1.3 i.2 1.2 1.1 1.0 g o? 3 0.7 1.0
Money multiplier 6.5 16 23 1.3 Lo L9 1.9 2.1 A 28 2.6
FExchange rate developments
Exchange rate (in nakfa per {1.8. dollar; period average) 5.2 62 6.3 6.4 7.2 7.4 BN 0.3 i4.0
Wominal elfective exchange cate (1997=100) 877 878 891 918 100.0 933 L1 ] Tz 6.8
Reul effective exchange rate (1997=100) 81,7 529 £6.9 93,0 100.0 102.2 1058 1129 191.4

Sources; Ministry of Finanee; Nalional Stalistics Evaluation Cllice; and stall estimares.

1/ Decling in cereal praduction in [995 was due to severe locust infestation.

2 Consumer price index in Asmara; averapge.

3/ Average indlation 13 only duning 1U97/-2000,

4/ In pureent of nel domestic vredit.
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playing an intermediation role. In this environment, monetary policy has not been able to
contribute to economic growth and sustainability.

Exchange policy and developments’

35.  Asdiscussed above, exchange rate movements exercise a very important influence on
fiscal and external sustainability. The choice of an exchange rate regime is, therefore, important
for sustainability. At the same time, the regime has a critical effect on external competitiveness
and growth. Experience in other countries demonstrates that a wrong exchange rate policy may
temporarily support sustainability but will eventually undermine growth to such an extent that
sustainability is damaged. For an assessment of the effects of exchange rate policy on fiscal
sustainability, it will be important to examine these factors, as well as the functioning of foreign
exchange markets and their influence on private sector activity. Mainly in order to limit the fiscal
costs of foreign payments, including external debt service, the Eritrean authorities have kept the
official nominal exchange rate of the nakfa essentially unchanged. This has supported “ncminal”
sustainability. However, the present exchange rate system and its management have resulted in a
dual exchange rate regime with a strong parallel market and are marked by a high degree of
rigidity that not only undermines transparency and competitiveness, but also hampers domestic
growth.

Influence of special factors

36.  As can be seen from Table 11.4, special factors such as droughts and war, have had a
significant influence on economic performance and fiscal and external balances. Drought
conditions have affected Eritrea for six years out of the last ten years. They have mainly caused
large swings in agricultural productions but have otherwise not affected so much the
performance of other sectors and macroeconomic balances. By contrast, the effects of the 1998-
2000 war are reflected clearly in every key variable of the economy: growth has declined,
inflation has risen, public expenditure has increased, the current account deficit has widened, and
foreign reserves have neatly been depleted.

D. Responscs to Fiscal Policy and Management

37. As in most other developing countries, fiseal policy in Eritrea has a comprehensive and
profound influence on the economy because directly or indirectly it affects virtuully all economic
agents and sectors through the financial impact of revenue and expenditure measures, as well as
by influencing incentive structures and expectations. For a full evaluation of sustainability, it is,
therefore, important to examine the channels through which these influences work and to assess
the endogenous responses they entail. A full discussion of these issues lies outside the scope of
this paper. References will, therefore, be made only to those variables that are of particular
importance in Eritrea. They include, above all, the following: GDP growth, private initiative,
financial sector stability, confidence in government policies, and diaspora and doner financing.
The discussion is then extended to examine the effects on sustainability of endogenous responses
to nominal rigidities in interest rates, exchange rates, and prices.

7 A more detailed treatment of the issues is given in the companion paper, “Exchange Rate
Policy and Management.”
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Key response variables and their effect on sustainability (Figure I1.1)

38.  The principal interdependences between fiscal policy and endogenous variables that
affect fiscal sustainability are depicted in Figure II.1. The chart shows the main elements through
which fiscal policies and developments influence the behavior of key actors and variables in the
economy, and how their responses, in turn, affect fiscal sustainability.

Growth of GDP

39.  Conventional growth theory posits that the growth of an economy depends on three
factors: capital, labor, and total factor productivity (TFP). Fiscal policy typically influences all of
these factors. First, Eritrea’s capital stock is directly affected by the authorities’ investment in
gconomic and social infrastructure, as discussed above, Additional influences work through tax
policies and income transfers that affect incentives and resources for private sector saving and
investment, In support of sustainability, it will therefore be necessary to examine these
influences and correct policies where they are seen to undermine capital formation.

40.  Second, both the active volume and the productivity of labor matter. At present,
demobilization policies dominate the availability of labor inputs into productive activities in the
private and public sectors in Eritrea. The mobilization of combatants during the war severely
impaired private sector activity and the functioning of public administration, not least because it
affected skilled and managerial personnel most.® Tt also significantly reduced the availability of
labor in the rural areas and for agricultural production. Following the cessation of hostilities in
2000, demobilization has been slow so far, and an acceleration would, no doubt, increase
economic activity and improve the public finances. At the same time, the Eritrean authorities
have given substantial attention to investments in human capital through training and increases in
spending on education and health. These actions should eventually increase labor productivity.

41.  Finally, TFP in Eritrea is primarily influenced by imports of capital goods and know-how
that result in technological advances and general efficiency gains in production. An open trade
regime and adequate acecss of the private sector to foreign exchange are, therafore, critical.
While good progress has been made in Lritrea in liberalizing trade and reducing taritfs, the
precipitous deeline in foreign reserves and the selectivity of their use have severely undermined
private sector growth, and thereby reduced fiscal and external sustainability.

Private sector initiative and development

42.  In most successful economies, the private sector has been the driving force for
employment creation and economic development. Private sector initiative 18 particularly
effective when the sector 1s offered an environment conducive to its development in an open and
liberal organization of the economy. In Eritrea, most of these fundamental conditions were
introduced after independence but have recently been rolled back in a number of areas, such as

¥ Compare the investment climate assessment study by the World Bank, “Eritrea: Investment
climate assessment”(Washington: World Bank, Africa Private Sector Group}.
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finance, foreign exchange, utility services, petroleum products, and trade. More generally, the
authorities’ dissatisfaction’ with the private sector has resulted in an increased role of the
government in the economy, including its intervention into markets — a practice that may stifle
private initiatives and could endanger fiscal sustainability by lowering growth prospects.

Financial sector stability and development

43.  In Eritrea, as elsewhere, fiscal policies affect financial sector stability and development
nainly through the volume and the terms and conditions of domestic deficit financing of the
government. In addition, private saving, the source of private investment, is strongly influenced
by interest rate policies and expectations about financial sector stability. In Eritrea, the large
increase in deficit financing and the setting of interest rates at hugely negative levels in real
terms carry the risk of reducing private savings; they may also undermine the stability of the
financial sector and thereby constrain private investment. Such an outcome would substantially
reduce the prospects of fiscal sustainability and undermine the country’s prospect of growing out
of its poverty trap.

Expectations and confidence

44, Given their central role in Eritrea’s macroeconomic policy, fiscal policies not only
constitute its principal tool but also are the key determinants of expectations and confidence in
the economy. In particular, the large fiscal deficits and increases in government debt have raised
doubts about the sustainability of the public finances and have prompted both domestic and
foreign investors to take protective measures. If not corrected in time, the country may enter into
a vicious circle of self-fulfilling expectations, which would further undermine fiscal
sustainability.

Diaspora financing

45.  In the past, Eritrea benefited substantially from diaspora financing, which brought the
country much-needed foreign exchange. This support has been mainly guided by family
rclationships and patriotism, but has increasingly also been viewed as an investment in the
country. As the lalter element increases in importance, the soundness of government poelicies and
the performanee of the cconomy will inercasingly condition the preparcdness of the diaspora to
make savings available to the country und influence the suslainability of the public finances. The
importance of the diaspora for the public finances and foreign exchange is demonstrated by the
fact that the level of bonds 1ssued (o the diaspora reached 3.1 percent of GDP in 1994 and granty
amounted to 3.2 percent of GDP in 2000. On the external account, private transfers from the
Diaspora are the largest single source of foreign currency inflows into the couniry, with the ratio
of these transfers to GDP averaging 37 percent over the last ten years. These levels of diaspora
financing are clearly exceptional; but even lower levels are achievable only if confidence and
trust in government policies and economic developments are maintained and contracts are
honored. Both fiscal and external sustainability depend critically on the continued support of the
diaspora.

? The authorities consider that, despite a liberal business environment and large-scale
privatization, the private sector has not played the role of engine of growth in the economy.



Donor financing

46.  Generous donor financing is indispensable for Eritrea’s economic development and the
sustainability of its public finances and external deficits. Following independence, donor
assistance became the largest engine of economic and social development. Similarly, following
the contlict with Ethiopia, total assistance from donors, including net official loans and external
grants, reached 31 percent of GDP in 2001, when the reconstruction and humanitarian support
effort intensified. Since then, not only disputes over political governance but also concerns about
fiscal and other economic policies have caused donors to hold back on new commitments, except
for demobilization and humanitarian assistance. For sustainable economic development, a
resumption of to budgetary and balance of pagwments support will be needed, and this will require
a normalization of relationships with donors'".

Influence of nominal rigidities and policies taken to minimize endogenous effects

47.  Mainly with a view to keeping budgetary costs low, the authorities have taken a number
of actions to prevent market mechanisms from playing out. While these actions have temporarily
avoided undesired consequences for the public finances, the external accounts, and the exchange
rate, they are likely to result in compensatory action on the part of economic agents that are
costly and undermine the responsiveness and development of the economy. This applies, in
particular, to the measures taken on interest rates, exchange rates and foreign exchange
allocation, and price controls''. Tt is, therefore, important to review the need for these policies
and to determine their long-term effect on incentives and growth.

E. Restoring Sustainability
Sustainability gap indicators

48. The various sustainability indicators calculated all indicate that fiscal policics over the
last ten years have significantly moved away from sustainability, and that large adjustments in
the halance of government revenue and expenditure arc necessary for stabilizing the public
tinances.'” Gap indicators are summarized in Table 11.5 where a negative number indicates how
far away the indicator is from the balance needed for stabilization and sustainability. The

' Donor concerns relate to the imprisonment of political dissidents and journalists, as well as to
delays in granting the permission to establish political parties and hold the elections provided for
under the 1997 Constitution. These concerns remain unsolved and have so far prevented the full
reengagement of donors in the country, outside of humanitarian assistance and the financing of
demobilization. While the dialogue with the EU and other bilateral donors was resumed and
resulted in an unblocking of part of the EU’s demobilization assistance (€17 million cut of

€42 million), disbursements of budgetary and balance of payments assistance are conditional on
satisfactory progress on the governance issues and a sound macroeconomic framework.

! See the relevant companion papers in this document.

12 Analytical measures of various sustainability gaps are presented in Annex.
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Tuble ILS, Eriteen; Suslainability Idicalors, 1993-2002
{In percent of GDP, unless otherwise indicated)

1993 1994 1995 199¢ 1997 1935 1899 2000 2001 2002

Primary gap indicator 1/

Excluding grants and special programs -18.0  -10.1  -269 -18.1 6.7 -3t4 322 451 36 214
Including grants and special programs 72 96 203 -120  -le 277 484 445 1.7 -196
Necessary primary balance 08  -17 28 64 27 H4 4l 66 =337 -6.5

Tax gap indicator 1/

Excluding grants and special programs -18.0  -10.1 269 -18.1 6.7 384 512 451 la 214
Including grants and special programs 72 96 203 -120 -16 295 a4 445 1.7 -18.6
Necessary total revenue and grants 2/ 640 597 687 541 484 03 879 893 409 375
Necessary total revenuc 3/ 542 412 630 494 478 L8T 855 W5 214 489
Necessary tax revenue 3/ 4/ 542 401 63.0 493 474 639 793 739 197 465
Necessary exceptional revenue 3/ 4/ 332 213 438 307 285 310 4R35 544 49 299
Necessary grants 2/ 98 185 5.7 47 0.7 1.6 24 188 196 106
Expenditure gap indicator 1/
Excluding grants and special programs -18.0 -101 -269 -18.1 -6.7 =354 322 451 16 214
Including grants and special programs -7.2 9.6 203 120 16 277 464 445 1.7 -196
Necessary primary expenditure, incl. special programs 2/ 560 S5t8 512 485 495 491 455 382 Tl 444
Necessary primary expenditure, excl. special programs 3/ 354 328 389 37 437 w7 373 187 586 321
Necessary primary current expenditure 3/ 4/ 169 191 241 188 207 I37 04 63 424 152
Necessary capital expenditure 3/ 4/ 0.5 37 -122 g8 163 04 146 307 198 -4.6
Necessary special programs 2/ 206 190 123 108 58 9.4 82 184 17 124
Memorandum items:

Primary balance, cxcl. grants and special programs -172 -11.8 297 245 94 418 -56F 3B 301 279
Primary balance, incl. grants and special programs 0.4 -113 231 -184 42 341 504 3800 3200 261
Tax revenue and grants 56.8 501 484 421 469 424 415 448 426 379
Tax revenuc 210 1929 192 187 193 177 170 1SR 145 170
Exceptional revenue 0.0 1.1 0.0 0.1 04 4.8 6.3 238 1.6 0.5
Grants 206 190 123 108 58 9.4 82 194 177 124
Primary expenditure, incl. special programs 632 614 715 605 511 T&? 919 BV Mé 640
Primary expenditure, excl, special programs 534 429 658 558 504 751 05 630 351 535
Primary cutrent expenditure 349 292 511 369 274 451 518 314 389 366
Capital expenditure 18.5 13.8 14.7 189 230 260 377 12.% 152 16.8
Special programs 98 183 5.7 47 0.7 L6 24 LEE 136 106
Nominal GDP (annual percentage change) 12.8 338 129 191 i2.0 112 82 AT 253 16.2
Domestic inferast rate (in percent) 2.5 2.5 2.5 2.5 25 25 .5 2.5 2.5 2.3
Voreign interest rate {weighled averape: in pereent) 0.8 n9 1.0 1.0 1.3 i.5 .6 1.5 1.4 1.3
Rale of exvhange rate appreciation (in percent) -360.8 -17.% 23 0.0 133 24 105 177 -1 281

Sources; Bank of liritroa; and staff criimatcs.

1/ The "primaty/tax/expenditare gap indicator” measures how much adjustmenr a country needed in primary balanes'tax revenue’expenditure relative
to its actual leve) to keep the debi-to-LilN* ratio constant, If pasitive, the primary halance/tax revenue/expenditure in a calcrlated period was enough to
keep the debl-lo-GDP rutiv vonstanl. If oegative, the primary balanee/lax revenue/expenditure was not enough Lo keep he ralio conslanl Sce also
Anuex.

2/ Based on the assumption that grants are provided with special programs.

3/ Based on the assumption that grants are not provided without special programs.

4/ Based on the assumption that all the necessary adjustment is done to either primary current or capital
expenditure.
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indicators are all negative except for 2001, indicating that the debt-to-GDP ratios could not be
stabilized with the primary balance in the respective years because revenue was too low or
expenditure too high. In the peak year of 1999, the gap indicators reached -32 percent of GDP,
when grants and special programs are excluded, and -46 percent of GDP, including grants and
special programs. These outcomes suggest that, in order to stabilize debt ratios at the 1999 level,
total revenue and grants would have had to be raised to 88 percent of GDP, against the actual

42 percent, or total primary expenditure, including special programs, would have had to be cut to
46 percent of GDP, against the actual 92 percent.

49, Three factors suggest that even these large adjustments underestimate the actual
correction now needed to move toward sustainability. First, the debt-to-GDP ratio climbed above
200 percent of GDP in 2002, and just maintaining this level is hardly enough. Setting more
ambitious targets for debt reduction is, therefore, imperative. Second, the administratively fixed
domestic interest rate for public debt underestimates the real costs of interest payments and
thereby underreports the intrinsic size of gap indicators. Under an administratively fixed interest
rate, inflation improves the gap indicators because nominal GDP growth, #, . goes up, while

stays the same in the gap indicator formula. ' Third, the fixing of the official exchange rate at an
overvalued rate underestimates the underlying size of the external debt stock and debt-service
burden, and thereby underreports the sustainability gaps."

50.  To illustrate the dependence of changes in the sustainability gap and the need for
adjustment on the two critical variables, GDP growth and interest rate, a matrix based on these
two variables has been calculated for the situation observed in 2002 (Table 11.6). The upper
matrix indicates the size of the primary deficit needed to stabilize the debt-to-GDP ratio at its
2002 level of 201.8 percent. If it is assumed that the domestic nominal interest rate on
government debt remains fixed at 2.5 percent, and taking the average annual GDP growth rate of
3.5 percent projected for the baseline scenario in the staff report, the primary deficit needed for
stability of the debt-to-GDP ratio is 14.7 percent of GDP, compared with the level of

26.1 percent of GDP lower than actually observed in 2002. The adjustment needed for stability
could, therefore, have been 11.5 percent of GDP (see bottom matrix). By contrast, in the case of
the more optimistic scenario, under which demobilization advances speedily and donor
assistance increases, average GDP growth is projected at 6 percent. In this case, the primary
delicit needed for stabilization would be 19.1 percent of GDP under an unchanged ioteresi rate
on domestic public debt, implying an adjustment need of 7 percent of GDP. In turn, any increase
in the interest rate to strengthen savings and banks’ balance sheets would lower the “equilibrinm
primary deficit” again and require a stronger adjustment from either or both government revenue
and expenditure (o achieve the reduced deflicit objective.

B 1n 2001, high nominal GDP growth contributed to the exceptional improvement in the gap
indicators.

1 See, for example, equations (2a) and (3a).

" In equations(3) and (3a), a depreciation of the nakfa to its equilibrium level ( g, is negative)

would widen the sustainability gap.
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Table ILG. Eritrea: Minjumm Primary Balanee and Adjustment Required — Status Uuo
{In percent of GDP, unless otherwise indicated)

Real GDP Growth Rate
1.0 20 3.0 35 4.0 5.0 a0 7.0 20 94 10D

Minimum primary balance needed to stabilize debt/GDP ratio
Domestic neminal interest rate

1.0 -1L7 0 -136  -154 <163 -172 -190 207 224 MG A5V 273
2.0 106 <1250 -143 0 182 -161 -179 0 -1%4 213 -230 0 -6 2262
25 -0 -1L% 138 -147  -156  -173 <101 -204 0 2225 M 257
3.0 95 -114  -13.2  -t41  -150 -168 -1§3 203 -N1% 336 252
4.0 -84 -103 121 -130 -139 -157 -1%F  -192 2% -2le <242
50 12 41 110 -119 -128 146 -164  -183F -19EF  -2LE5 0 2332
6.0 -6.1 -8.0 99 -108 -11.8  -136 -153 -17.1  -188 A0S 221
7.0 =54 -5.9 -3.8 98 -10.7  -125  -143  -laC  -178 -1R4 211
8.0 -39 -5.8 1.7 -8.7 96 -114 132 50 -l -1Ea 0 -20.1
9.0 -2.8 -4.7 6.6 =16 -85 -103  -1Z1 -39 15T -17a -180
10.0 -1.6 -3.6 =55 -6.5 =14 23 -l 12% -l44 <163 -1E0

Adjustment required relative to 2002
Domeslic nominal interest rate

1.0 144 125 10.7 9.8 B9 7.2 34 kR 21 05 -1.1

20 15.5 13.7 1.8 10.9 10.0 8.2 5.5 418 2.1 1.5 -0.1

2.5 16.1 14.2 12.4 11.5 10.6 8.8 T 53 3.7 z0 0.4

3.0 16.7 148 12.9 12.0 11.1 23 TE 5% 2 2 09

4.0 17.8 159 14.0 131 122 i04 3.6 6.9 5.2 3.6 1.9

5.0 189 17.0 15.1 14.2 133 1.5 @7 50 @3 4.6 3.0

6.0 200 18.1 16.2 153 14.4 12.6 108 Q0 T 36 4.0

7.0 2110 19.2 173 16.4 15.5 136 1.5 il 54 6.7 50

8.0 22.2 203 18.4 175 16.5 14.7 125 1.1 94 7 6.1

9.0 234 214 18.5 18.6 17.6 15.8 HC R 12.2 105 LR 7.1

10.0 245 225 20.6 19.7 18.7 16.9 150 135 115 I8 8.1

Memorandum items:

Public debt in 2002 201.8
Domestic debt in 2002 123.2
External debt in 2002 78.6
Primary balance in 2002 -26.1
Fureign inflation rote {in percent) 1/ 1.2
Annual deprecialion ol nakiu (in percent) 6.7
Domestic inflation raic {in pereent) 2/ 3.0
Foreign inflation rate (in percent) 3/ 12

Sources; Ministry of Finance; Bank of Enilrea; and stall cstimales.,

1/ Historical weighted average.
2/ Based on a medium. term projection.
3/ Historical average for advanced economies.
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Scenarios and sensitivity analysis

51. A number of scenarios have been calculated to assess the impact of altemative
assumptions about GDP growth, average interest on public debt, and—critical for external debt—
the exchange rate of the nakfa. In addition, in order to evaluate the adjustments in the primary
fiscal deficit needed to achieve a given debt-to-GDP ratio over time, the calculations have set a
target for the debt-to-GDP ratio of 70 percent to be reached over the period 2003-20. Finally, the
assumption has been made that the target will be reached in an accelerating fashion, with a
manageable initial reduction, following by increasing adjustments as smaller deficits make it
casier to become more ambitious in the quest for sustainability.‘®

Table I1.7 summarizes the results of these scenarios and sensitivity assessments; the assumptions
about growth, interest rates, and the exchange rate are given in the footnotes of the table. The
sensitivity assessments suggest that the key variables identified in the analysis above all exercise
a significant influence on the size of fiscal adjustment needed to achieve the pasited deficit
objectives and sustainability. For the high GDP growth scenario, the average annual primary
deficit could be 4.5 percent of GDP during 2003-20, against a zero balance needed under the
low-growth scenario. On the other hand, a more market-oriented interest rate (high-rate scenario)
would require an average primary balance of -0.8 percent of GDP, compared with an average
deficit of 2.3 percent of GDP “acceptable” under the baseline scenario. Finally, the move of the
official exchange rate to the levels currently observed in the parallel market—implying a 30
percent depreciation in 2003—would require smaller average primary deficits of 1.2 percent of
GDP during 2003-20 (compared with average deficits of 3.3 percent of GDP under the smaller
adjustment scenario) because of the heavier external debt and debt-service burden in domestic
currency.

Key policies needed to restore sustainability

Policies needed to restore sustainability have to concentrate first, of course, on all those variables
that directly influence the primary fiscal deficit, the key variable in all the fiscal sustainability
equations discussed above. However, as was discussed in some detail above, there are a host of
economic variables whose development influences sustainability, including, notably, GDP
growth, but also private sector development and expectations, It is, therefore, important to pursue
economic and financial policies that strengthen these variables through direct policy measures or
by influencing incentives and confidence. lmproving the business climate and investor
expectations will be eritical to pull out of a vicious circle that would otherwise require ever-
mereasing adjustment.

' Alternative options would be a linear or a decelerating adjustment.



Table 1L.7. Eritrea; Minirum Prinmry Bulunee—Sensiiivity Analyxia, 2002-20
(70 Percent Debt-to-GDP Ratio by 2020 and Accelerating Decline in Debl-lo-GLUIP Ratia)
(In percent of GDF, unless otherwise mdicaed)

2002 2003 2004 2005 2006 2007 2008 20609 2000 201 012 2013 2014 2015 2015 2017 2018 2019 2020  Avemage
Basc year 2003-20
GDP growth rate
Baseline -26.1 =239 -21.0 9.6 -39 -49 4.2 -3.6 -1% =20 -1 LR 1.1 23 3.6 5.1 6.8 RS 16.5 223
High growth 1/ -26.1 =238 =210 46 9.3 -B3 -7.6 -6.8 S50 S50 -l =5 -1.6 -2 13 29 48 68 an -4.5
Low growth 2/ -26.1 2239 -21.40 9.6 =23 -3 0.8 .2 2= Lz Ay =3 3B 4.9 6.1 7.4 88 104 121 0.0
Domestic interest rate
Baseling -26.1 -23.9 -21.0 9.6 -5.9 -4.9 4.3 -3.6 -8 =20 -1.1 LRI i 2.3 3.6 5.1 6.8 85 10.5 -2.3
High rate 3/ -26.1 =239 =200 -7.5 -8 -2.8 -2.2 -1.8 oo -d2 a3z 1.5 27 18 51 a4 A 96 114 -0.8
Low rate 4/ -26.1 -238 =224 -11.6 -10 -6.9 -62 -35 47 38 -2 E -7 4.5 08 22 A3 36 1.5 96 -38
Exchange rate adjustment
Baseling -26.1 -23.9 =210 9.6 =59 4.9 -4.3 -3.6 -3 20 -1.1 0.0 1.1 23 3.6 3.1 6.8 8.5 10.3 2.3
Larger adjustment 5/ -26.1 =38 <210 0.6 -39 -4 -4.3 -36 -1E -2 -1.1 L I.i 23 36 5.1 6.8 83 0.3 -12
Smaller adjustment 6/ -26.1 -41.G =214 9.6 =59 -4.Q -4.3 =36 -5 EER L -1l (LI A1 23 3.6 5.1 0.8 8.3 105 -33
Memorandum items:
Debt-to-GDP matio 2018 198.9 195.7 192.2 188.4 184.2 [79.5 174.4 16588 163.6 1557 148.2 140.0 130.9 120.9 110.0 979 4.6 70.0
GDP growth rete {annual perceniage change)
Baseline -1.2 54 9.0 5.1 38 38 38 38 kR LR 3z iR 338 38 38 38 318 38 3R 43
High growth 1/ -1.2 54 90 31 5.8 5.8 5.8 5.8 i3 38 5% 3B 5.8 5.8 58 58 58 58 58 59
Low growth 2/ -1.2 54 940 5.1 1.8 1.8 1.8 13 1.3 1.3 L8 1.8 1.8 1.8 1.8 1.8 18 1.8 18 2.6
Domestic interest rate (in percent)
Baseline 25 25 50 7.5 7.5 7.5 7.5 75 7.5 7.5 15 T3 7.5 7.5 7.5 15 7.5 7.5 7.5 71
High rate 3/ 25 25 6.0 95 2.5 Q.5 95 9.5 . g 9.= 3 9.5 95 9.5 9.5 9.5 55 95 29
Low rate 4/ 25 258 40 5.5 55 55 5.5 55 :5 a5 5.5 3 5.5 5.5 5.5 55 55 535 53 53
Exchange rate (in nakfa per U.S. doliar)
Baseline 14.0 16.3 18.0 19.5 21.0 224 239 25,5 7.2 250 ine 30 352 376 40.1 42.8 457 48.7 52.0
Large adjustment 5/ 14.0 20,7 229 248 266 284 303 324 4.5 63 395 $20 44.8 47.8 51.0 544 58.0 61.9 66.1
Small adjustment &/ 14.0 12.4 13.7 14.8 15.9 16,9 181 193 206 20 234 250 267 28.5 304 324 34.6 36.9 394

Sowrces: Ministry of Finance; Bank of Tintrea: and staff estimates.

1/ Higher growth rate ul 5.8 percent (2 percentage points higher than the baseline} is assumed from 2006 onward, when the recovery frum the 2002 drought ard the impact o demobilization disappears,
2/ Lower growth rate ol 1.5 percent (2 perventage points tower than the baseling) is assumed fram 2006 onward, when the recovery from the 2002 drauzin and thz impact nf demobilization disappears.
3/a percentage points higher interest Tule iy nssumed oo domestic interest rato.
4/ a percentage points lower inicrest mate 13 ayyume on domeslic interest rate,
5/ A 30 perceat larper real deprecistion 15 avsumed in 2003,
6/ & 30 percent smaller real depreciation iz assumed in 2003,

- Gt
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52.  On the fiscal policy side, direct measures should aim to streamline the tax system in
order to make it more efficient. Additional measures should include broadening tax bases and
making more improvements in revenue administration and collections. There may also be a
need to raise selected excises and taxes, such as those on petroleum products, On the
expenditure side, the largest gains could be expected from a swift and full demobilization of
combatants, and a more general move toward a peacetime economy. In addition, there is
scope for improvement in budget management and expenditure control. A the same time,
investments in physical and human capital will be required to increase potential growth,
These fiscal measures need to be combined—and made compatible—with other policies that
foster economic growth, including, in particular, in the private sector, and affecting Eritrea’s
export potential and foreign-exchange earning capacity.

53.  Because for Eritrea, the foreign exchange constraint is the most binding constraint on
economic development, it will be critical to attract both external invesiments and genetous
donor assistance. Both will depend critically on the soundness and transparency ol economic
policies, as well as accountability and good governance, and progress on restoring fiscal and
external sustainability itself.
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Measures of Fiscal Sustainability Gaps

Primary gap indicator (PGI)
PGI, = pb, = pb=pb,~ ¢, ~n)d,, {10

where pb, is the ratio of the primary balance to cutput at period 1, pb= (r, —n,)d, is the ratio to
output of the permanent primary balance necessary to stabilize the debt ratio, 7, is the relevant
interest rate for public debt service, », is the nominal output growth, and d, is the ratio to output

of the beginning-period stock of government debt. Making a distinction between domestic and
external debt, the gap indicator becomes

PGI, =(r,—n)dd, + (rf —q,—n,)de, + pb,, (10a)

where dd, is the domestic debt-to-GDP ratio, de, is the external debt-to-GDP ratio, and ¢, is the

rate of appreciation of exchange rate. Equation (10} and (10a) show that the current primary
balance is enough to stabilize the debt ratio if PGY, is positive. This is the case when the growth

of nominal GDP exceeds the nominal interest rate on public debt.

Tax gap indicator (TGI)

TGII:tt_E:rt+(nt_]?)dr_gr? (1])
where ¢, is the ratio of the total revenue with or without grants to output at period ¢,
t = g, +(r, —n,)d, is the ratio to output of the permanent tax necessary to stabilize the debt ratio,

and g, is the ratio to output of government noninterest spending. Current tax revenue is enough
to stabilize the debt ratio if TG, is positive.'’

Expenditure gap indicator (EGI)

EGIL=g-g =t +(n-r)d —g, (12)
where g, is the ratio of the primary expenditure, inchuding or excluding special programs, to
output at period ¢, § =t, +{(n, —r,)d, is the ratio to output of the permanent primary expenditure
to stabilize the debt ratio, and ¢, is the ratio to cutput of the total revenue with, or without grants.
Current primary expenditure is small enough to stabilize the debt ratio if £GJ, is positive.

. : - 1 & : .
' In a finite period of N, IGI =t -t =t +(n,—r)d, —FZ g,.: , 1.e.,, current tax revenue is
=0
enough to stabilize the debt ratio over the next  years if TG/ is positive.
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III. MONETARY POLICY AND MANAGEMENT"
A. Introduction

1. Eritrea’s central bank, the Bank of Eritrea (BE), was established by a temporary
proclamation (No. 32/1993) following independence in 1993. Prior to the introduction of the
national currency, the nakfa, in November 1997, Eritrea was in a de facto currency unicn
with Ethiopia—using the Ethiopian birr as the legal tender. In March 1997, the Bank of
Eritrea Proclamation (No. 93/1997, hereafter “the Proclamation”) was enacted and
superseded the temporary 1993 Proclamation.” The Proclamation was intended to provide for
an independent central bank, with expanded powers to issue a legal tender and conduct
monetary policy with a broad set of instruments, as well as to license, regulate, and supervise
financial institutions.

2, This section begins with a brief description of the financial sector and policy
environment for the BE. It then undertakes an assessment of key aspects of the Proclamation
and its implementation with respect to their implications for central bank independence, and
discusses the main factors that have affected actual monetary management of the BE. While
the Proclamation contains many provisions that are in line with best practices in central bank
legislation, there are a number of areas that could be strengthened or modified to enhance the
autonomy, transparency, and accountability of the BE, Furthermore, it appears that the
Proclamation as it stands now would have to be strictly enforced to achieve greater authority
and independence of the BE in the conduct of monetary policy. Finally, it is observed that the
effectiveness of monetary management is constrained by such factors as the lack of a well-
defined monetary policy framework and effective instruments.

B. The Eritrean Financial Sector

3. Eritrea’s financial sector is small and relatively underdeveloped. offering only a
limited range of [inancial services to the public, The sector is dominated by the three
commereial banks, only two of which accept deposits. The government-cwned Commercial
Bank of Lntrea (CBL), with a share of more than 80 percent of deposits and domestic
lending, is by far the largest bank in the country and provides the bulk of the basic
commercial banking services. The Housing and Commerce Bank of Eritrea {HCBE) is
majority owned by the tuling party, and about 85 percent of its loans are relaled to housing
projects. The Eritrean Development and Investment Bank (EDIB) was established in 1998 to
meet the long-term development finance needs of the private sector. It is owned by the
government and does not take deposits. The other major players in the financial sector are the
National Insurance Corporation of Eritrea (NICE), which covers a limited range of insurance
activities, and about 30 licensed foreign exchange bureaus, dominated by the party-owned

! Prepared by Shuang Ding.

? A Financial Institutions Proclamation (No. 94/1997) was also passed in March 1997. Tt
provides for the role and obligations of the financial institutions that are tailored to the
functions of the BE, to facilitate an effective and efficient regulation of the financial system.



Himbol, which has accounted, on average, for some 75 percent of foreign exchange
operations over the past couple of years.

4. The structure of the financial sector has resulted in a lack of competition—a situation
further undermined by the fact that its institutions are not always guided by commercial
criteria. Recommendations by the Fund and others to privatize the CBE, in fall or in part,
have not been successful, In the meantime, it appears unlikely that a foreign bank will
establish a presence in Eritrea in the near future because of its precarious economic situation.
In these circumstances, the authorities see no immediate alternative but to strengthen the
existing banks by restructuring and consolidations.

5. For most of the period since the introduction of the nakfa, the banking system has had
abundant liquidity, reflecting in large part the high level of transfers from the Eritrean
diaspora and the absence of alternative savings instruments. At the same time, commercial
banks have adopted very conservative banking practices and have been reluctant tc provide
credit to the private sector in the absence of appropriate collateral or established loan service
track records. Lending opportunities have been further reduced in the aftermath of the war
with Ethiopia, which caused a massive displacement of population and damage to property.
Reflecting these developments, all commercial banks maintained substantial excess reserves
with the BE until the sharp increase in credit to government during and after the war. In this
situation, and given the small number of banks and their ownership pattem, there was no
scope for the development of money and capital markets.

C. Statutory Role of the BE
Key aspects of the proclamation vis-a-vis best ]_:)ractices3

Objectives of the BE

6. Article 5 of the Proclamation sets out the safeguarding of the value of the national
currency as the principal policy objective for the BL." The arlicle also provides more specilic
objectives, such as pursuing stability in prices, maintaining a sound cxchange rate policy,
fostering economic growth, and promoting 4 sound finuncial system, bul it dees so witheut
prioritization of these ohjectives.

? The comparison undertaken below is based; the IMF’s Code of Good Practices on
Transparency in Monetary and Financial Policies: Declaration of Principles; the Supporting
Document to the Code, Part 2—Good Transparency Practices for Monetary Policy by Central
Banks. The authorities agree in principle with most of the issues raised in the paper. They
have separately reviewed the existing provisions of the Proclamation and are considering
possible modifications, as described below.

* Article 5 provides that “the principal objective of the Bank shall be to manage money and
credit in the Eritrean economy, subject to the provisions of this Proclamation with the
purpose of safeguarding the value of the national currency.”
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7. Although all of these objectives are interrelated to varying degrees, the abjectives of
price stability and economic growth may at times conflict. Formulation of a pricrity objective
helps to minimize conflicts between objectives and simplifies the policymaking and decision-
making process of the central bank. Furthermore, a clearly defined objective enhances
predictability, transparency, and accountability. Price stability 1s generally considered the
best contribution monetary policy can make to macroeconomic stability and sustainable
economic growth.

Relationship with the government

8. Article 6 of the Proclamation establishes the broad principles governing the central
bank’s relationship with the government, especially the independence of the central bank to
perform its functions.’ Part XI—Relation with the Government—deals with such a
relationship in more detail. In particular, it specifies the BE’s role as banker of the
government and the BE’s advances to the government, as well as the issue of government
secutities.

9. However, some arrangements under Part X1 have the potential to undermine the
autonomy of the central bank. Article 30 allows the BE to make temporary advances to the
government that do not exceed 25 percent of the estimated annual revenues of the
government in any fiscal year, at such rates of interest as may be specified by the BE. This
limit on short-term financing of government operations is quite high by international
standards and, together with the possibility of BE purchases of long-term government bonds,
could give rise to significant monetary growth and inflationary pressure.® In countries with
well-developed money markets, such credit is normally limited to the acquisition of short-
term marketable government securities through the secondary market only. The government
can also consider resorting to the banking system or to the public for deficit financing to limit
its debt to the central bank.

10, Article 31 allows the BL to subscribe, hold, and sell shares of an entity set up with the
approval or under the authority of the government for the purpose of financial sector
development. This provision would generally be seen as problematic because it not only
raiscs possible conflicts for monetary policy, but also introduces quasi-fiscal operations and
costs to the central bank.

> Article 6 provides that “(1) the Bank shall support the general economic objectives of the
Government within the limits of its principal monetary objective; (2) the Bank shall be
independent from and not be subject to instructions by the Government in performing its
functions, determining 1ts budget, and setting its procedures.”

% Article 31 provides that “the total amount of securities with maturity exceeding two years,
other than securities held by the Bank as collateral or held as a result of open market
operations of the Bank...may not at any time exceed 10 percent of the estimated annual
budget revenues of the Government for the current fiscal year.”
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11. Article 32 allows the central bank to guarantee government or govermment-
guaranteed external debt upon the request of the government. Central banks are normally not
obliged to provide such guarantees, since these operations could increase the potential for
risk and losses, reduce fiscal transparency and accountability, and limit or encumber the
availability of the foreign exchange reserves entrusted to the central bank. When activated,
these guarantees also have the potential to significantly increase the ceniral bank’s claims on
the government.

Management and governance

12. Under the Proclamation, the Board of Directors of the BE consists of the Governor,
the Deputy Governor, a representative of the Minister of Finance, the Auditor General, and
three other members. The Governor and Deputy Governor are appointed for five years by the
President with the approval of the national legislature; the terms of the Governor and Deputy
Governor are staggered. The three unspecified members of the Board are nominated from a
list of nine candidates prepared jointly by the first four Board members; they are appointed
by the President for initial terms of three years, after which reappointment is possible.

13.  International best practices generally propose that the terms of office of the Governor
and the Board be longer than the election cycle of the entity with the predominant role in
appointment. The goal is to enhance the autonomy of the central bank by detaching the
appointment of its governing body from the national pelitical cycle. Based on these
arguments, the term of three years for the appointed members of the Board in Eritrea seems
overly short. In addition, while it is not unusual to have the Auditor General and a
representative of the Ministry of Finance on the Board, this practice can involve a potential
conflict of interest and undermine the BE’s independence, especially if the Directors have
direct responsibility for ongoing policy decisions. In countries like Germany, by contrast, a
representative of the Ministry of Finance is regularly invited to attend the Board meeting and
can make statements and give recommendations, but docs not possess voting rights.”

14.  The Proclamation also stipulates that the Governor can be relieved of his duty by the
President for “just cause” after consultation with the national legislature, The Deputy
Governor can be removed for “just cause™ by the President on the advice of the Governor and
the recommendation of the Board. Board members lose their status if they are convicted for
fraud or similar offenses or it'it is demonstrated that they are unable or unfit to perform their
duties.

15.  The phrase “just cause” is a rather vague definition for an important decision like the
removal of the most senior central bank officials. Internationally, it is more commeon to
establish more specific grounds for removal, such as misconduct or incapacity. The same
grounds for removal should apply to the Board. In both cases, it is essential to leave no room

" The BE has proposed a minimum term of office of five years for the members of the Board.
It has also suggested limiting government representation to one member from the Ministry of
Finance, while increasing representation from the private sector.



for removal on account of general dissatisfaction or disagreement with policies. Otherwise,
the removal authority could be used to undermine the autonomy of the central bank.

Monetary policy instruments

16.  Part X of the Proclamation--~Monetary Functions—sets out the monetary policy
instruments, such as rediscount, open market operations, interest rate, and reserve
requirements, that can be used to influence monetary conditions, including the supply of
money and credit.

17.  Article 25 allows the BE to issue its own securities to provide a basis for open market
operations. Studies on open market instruments show that the central bank may incur
substantial costs if large issuance is needed to sterilize liquidity. Moreover, if central bank
bills are used in parallel with treasury bills, policy conflicts may occur in the absence of close
coordination. A preferred approach would be to have the BE conduct apen market operations
with appropriately designed treasury bills.

18.  Article 26 permits the BE to determine and differentiate, in consuitation with the
government, the terms and conditions for loans and deposits of commercial banks. Within the
monetary policy framework established by the central bank, interest rates should ideally be
determined by market forces, because administrative intervention could create distortions in
the level and allocation of savings and investment. It could also constrain poertfolio choices
and magnify risks in financial institutions. The authorities argue that, while the BE may issue
directives on such terms and conditions as the maximum period of term deposits and
collateral waiver for small loans, banks are free to set their interest rates.

19.  Article 27 entitles the BE to impose reserve requirements on financial institutions and
inflict penalty charges for noncompliance. Reserve assets are defined as cash in vault and
deposits at the BE, The Legal Reserve Requirements Regulation (Direetive No. 8/2000)
requires deposit-taking institutions in Lritrea to hold reserve assets of at leust 20 percenl of
all local currency deposits without remuneration. Attainment of this intermationally high ratio
was for a Jong time no problem for Eritrean banks because they were highly liquid. In fact,
banks even held substantial excess reserves on top of the required reserves, Mare recently,
however, the large financing needs of government have made compliance with the 2000
directive difficult. In response, the BL issued Directive No. 1/2002 in November 2002, under
which the reserve requirements have been reduced to 10 percent.”

20. Unremunerated reserve requirements are equivalent to a tax on financial
intermediation. Such a tax may result in a widening of the spread between lending and
deposit rates, which can lead to disintermediation. While the BE recognizes these potential
problems, it is not in favor of remuneration for reserves because, as discussed above,
commercial banks in Eritrea had a tendency of building up excess reserves in the past even

® Simultaneously, the BE issued Directive No. 2/2002, which prescribes liquid asset
requirements of 10 percent to be maintained by banks, including in the form of
unencumbered government securities.



though the reserves were not remunerated. The risk of disintermediation was, therefore, not a
concern of the BE. However, the authorities may need to reconsider the issue especially
when some of the structural constraints on loan extension, such as collateral requirements,
are eliminated and commercial banks begin to run down their excess reserves to meet
increased demand for credit from the private sector. In addition, consideration may have to
be given to requiring reserves on deposits held in foreign currencies, in order to avoid
problems for commercial banks in managing liquidity and foreign exchange risks, especially
when foreign currency deposits account for a significant portion of depaosits.

Regulation and supervision of financial institutions

21.  The legal framework for prudential regulation and supervision of hanks and other
financial institutions is primarily set out in the Financial Institutions Proclamation.’
However, prudential supervision is also covered in the BE Proclamation, especially in Part
XII—Relations with and Supervision of Financial Institutions—which gives the BE the
power to supervise all financial institutions. Article 35 of the Proclamation provides the basis
for the BE’s lender-of-last-resort function, but most other provisions relate to matters of
supervision and overlap with provisions contained in the Financial Institutions Proclamation.
It is generally considered preferable for all provisions on prudential supervision to be
consolidated in the Financial Institutions Proclamation, thus clearly distinguishing between
the BE’s roles as a supervisor and a lender-of-last-resort. International best practices require
that central banks lend only on a temporary basis against highly liquid and safe collateral and
only to solvent but temporarily illiquid banks. It is usually up to the government to provide
financing, if it is needed to avoid a systemic crisis.

Actual implementation of the proclamation

22.  The BE has made important progress in implementing the Proclamation and
developing supporting regulations. However, practices that appear to be incompatible with
the central bank law have raised the following issues:

. In conflict with the intentions of the Proclamation, the BE remains the main source of
financing of the fiscal deficit. This reflects a combination of factors, such as the
conflict with Lthiopia, the food crisis, und ambitious development objectives, all of
which have increased the financing needs of government. In fact, although the
Proclamation limits the government’s borrowing from the BE at 25 percent of the
estimated government revenue in any fiscal year, the ceiling was breached in 1999
when BE advances to government exceeded 100 percent of government revenues
(see Figure TIL. 1)."° The limit was surpassed again in 2002: when BE advances to the

? See in particular Part 1T on licensing, Part IV on prudential requirements, Part VI on
prudential regulations, Part VII on prudential exposure limits, and Part XII on liquidation of
institutions.

1% Actual government revenues are used as a proxy for estimated government revenues.
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government amounted to about 60 percent of government revenues at the end of that
year.

. The Proclamation provides for the capital of the BE to be equivalent to US§10
million, to be subscribed and exclusively held by the government. The subscribed
capital of the BE now actually amounts to ERN 6.1 million, or less than
US$ 0.5 million, based on the official exchange rate. However, total capital, including
the central and legal reserve fund and the income account, exceeds the statutory
minimum.

. The Proclamation allows the BE to impose penalty charges on any financial
institution that fails to maintain the required reserves. However, although the CBE
had been defaulting in its maintenance of required reserves before the reduction of
reserve requirements in November 2002, the BE did not take any corrective action to
bring the CBE into compliance.

Central bank independence

23.  Central bank independence is a key element for the effectiveness of monetary policy
and management, as well as the achievement of price stability, which has increasingly been
accepted as the primary objective of a central bank. Through delegation of the authority over
formulation and implementation of monetary policy to an autonomous central bank, the
credibility of monetary policy can be improved significantly and expectations rationalized.

24. While the Proclamation explicitly states that the BE shall be independent from, and
not subject to instructions by, the government, some of the provisions of the Proclamation
have the potential of weakening the independence of the BE and thereby undermining its
capacity to conduct policy in line with stated policy objectives:

. The abjectives of the BE are not prioritized, leaving room [or the pursuit of
potentially conflicting objectives, such as economic growth and overall development,
which are nol the key responsibilily of a central bank. In order to achieve a clearly
defined objective, preferably price stability, the BE needs to have the autonomy to
pursue this objective without oulside interference.

. The limit on BE financing of govermment operations appears high and could
undermine the BE’s ability to control the growth of money supply.

. The government’s apparent ability to exert, for political reasons, substantial influence
on the appointment and removal of top officials and Board members of the BE could
undermine the independence of the BE and its policymaking and decision-making
process.

. Because the BE needs to consult the government in setting the interest rate policy, it
lacks full instrument independence. Sufficient authority and adequate instruments are
both crucial for the central bank to manage monetary conditions so as to meet its
responsibility.



-41 -

25,  Independence is not an objective in itself. It serves the purpose of assigning the
monetary policy instruments to the institution—the central bank—that is best suited tc
achieve the domestic and external stability of the currency in the context of overall economic
policy. An indispensable complement to independence is credibility, which requires
transparency and accountability. To achieve and maintain independence, it is therefore
necessary to report regularly on the policies of the central bank and submit them to the
judgment of outsiders. On this subject, much remains to be done in Eritrea.

D. Implementation of Monetary Policy

26.  Although the Proclamation provides for an independent central bank and establishes
the safeguarding of the value of the national currency as its objective, monetary policy has,
soon after the creation of the BE, become captive to fiscal policy. Until late 1998,
government domestic borrowing was entirely financed directly from the BE. At the end of
1998, approximately two-thirds of the related stock of debt was securitized into short-term
treasury bills and issued to the CBE, thereby, significantly reducing excess liquidity in the
banking system. Since then, the government has continued to run large fiscal deficits in
connection with the conflict with Ethiopia and other special developments, and these deficits
have been increasingly financed by domestic credit and money creation (see Table LIL.1).

27.  The implementation of monetary policy has also been hampered by the lack of an
analytically sound and transparent monetary framework, which makes it difficult to assess
the performance of the central bank. The BE does not announce and explain its monetary
policy objectives. In particular, it does not state its objectives for inflation and the exchange
rate, which, if both were met, would achieve the objective of preserving the value of the
currency. It is, therefore, not clear whether monetary policy pursues these abjectives, aims to
control the growth of a monetary aggregate—such as broad money, in the case of Eritrea—or
simply responds to incidental factors, including the financing needs of the government. But
even if a specific objective is pursued, it 15 not clear within which analytical framewaork that
pursuit takes place and which key economic variables matter,

28.  For example, if an inflation objective is pursued, is this done by targeting a monctary
aggregate as an intermediate target? If so, hag the relationship between the infermediate
target and inflation proved substantially stable? To what extent have the large inercasc in the
money multiplier and decline in veloeity (see Table II1.1) influenced the actual fargeting and
implementation of monetary policy? Moreover, to what extent do such developments as
movements in the external current account of the balance of payments, foreign reserves, and
the exchange rate (official and parallel) matter?

29.  Allin all, whichever monetary policy objectives were pursued in recent years, they
were dominated by the need to finance large fiscal deficits that seemed unsustainable (fiscal
deficits exceeded 30 percent of GDP in the past five years). As a result, reserve money
growth was increasingly fueled by the BE’s claims on the government (net claims on the
government are now roughly 80 percent of reserve money). Additional effects were inflation
rates deemed high by current international standards, large trade deficits (consistently over
60 percent of GDP), a rapid fall in the official exchange rate of the nakfa and the emergence
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of a parallel market indicating even deeper depreciation, and a drop in the level of
nternational reserves to less than one month of imports (see Table I11.1}.

30.  The conduct of monetary policy is further complicated by the BE"s lack of effective
tools for controlling the monetary base. Currently, the BE uses mainly the statutory reserve
requirements, interest rates, and the sale of government treasury bills as instruments to
influence monetary conditions.

31.  Reserve requirements are currently the main tool of monetary policy available to the
BE. Owing to the high level of excess liquidity in the banking system, reserve requirements
had until early 2001 no meaningtul impact on the activities of the banks. However, as the BE
moved government debt and borrowing to the commercial banks and the CBE transferred its
debt in birr to the government,'" excess liquidity in the banking system kept declining until
the recent reduction in reserve requirements. On the one hand, a reduction in the liquidity of
banks would increase the effectiveness of the monetary policy instruments. On the other
hand, with declining bank liquidity, the deficits of the government would have to be financed
increasingly by the BE, thereby further depleting its low level of foreign reserves. Morcover,
an expansionary fiscal policy would in this case be more likely to crowd out private sector
borrowing, which was not an issue when the banking system had substantial excess reserves.

32. Lending rates continue to be capped by a provision in the Civil Code that mandates
that all loan contracts must carry an interest rate not exceeding 12 percent per annum. ' There
is, therefore, a conflict between the Civil Code and the need to conduct effective monetary
policy and foster financial sector development. In particular, this conflict has helped generate
interest rates that are at times highly negative in real terms. Until interest rates are liberalized
and driven by market forces, their usefulness as an intermediate target of monetary policy
will be limited.

33.  'The issuance of (reasury bills o the commercial banks has the effect ol absorbing
cxeess liquidity in the banking system. The increase in treasury bill holdings by commercial
banks also paves the way for the introduction of two-way open market operations as a new
instrument of monetary policy. However, several issues need to be addressed before open
markel operations can become an effeclive tool:

. The current system for treasury bill sales is not a true auction system because of the
small number of transactions and the heavy hand government is taking in its
operation. As a result, it appears to operate like a long-term lending window for the
government, and its parameters are not known. For effective monetary management,

"' In June 2001, the government assumed the debt of the CBE to the Commercial Bank of
Ethiopia. The CBE made a corresponding payment to the government by drawing down its
reserves at the BE,

2 In the proposed amendments to the Proclamation, the BE envisages introducing a provision
to the effect that the Proclamation will prevail when provisions in any other laws are
inconsistent with its provisions.



-43-

it is essential to introduce a transparent auctioning system that reflects the unfettered
portfolio decisions of a greater number of banks.

. Interest paid on treasury bills is administratively set at 2.5 percent and is, therefore, in
conflict with the notion of an “auction.” It is clearly not market determined and
provides the banks with a poor rate of return.” A willingness to accept market-based
interest rates and to pay such rates on government debt is central to the success of
open market operations. While adoption of market-based rates will have implications
for the government’s cost of borrowing, it would promote financial sector
development and stability and improve the profitability of commercial banks.

. The current 180-day bill structure does not provide sufficient variety of term,
portfolio, and liquidity management options.

U Without a liquid and deep secondary market for treasury bills, open market operations
lack flexibility in terms of the amount and timing of intervention because they can be
carried out only in the primary market through treasury bill issues and redemptions.

34, Griven the limited scope for effective use of monetary policy instruments in the
current financial sector setting, the achievement of price stability and avoidance of foreign
reserve losses would, above all, require the maintenance of a prudent fiscal stance to avoid
large domestic financing."*

35.  An additional problem in Eritrea is the weak link between monetary and exchange
rate policies. Currently, it appears that no attempt is being made to make the two policies
coherent and thereby support both domestic and external policy objectives. Having started
with a “managed floating” system, Eritrea has now de facto adopted a pegged exchange rate.
Normally, under such a regime, the monetary authorities have to relinquish control over
money supply since they are commitled (o mntervening in the foreign exchange market to
defend the exchange rate in case changes in domestic credit gencrate an excess supply of, or
demand for, money. In Lritrea, however, the impact of the exchange rate regime on monetary
policy is muted for a number of reasons:

. Eritrea maintains restrictions on the current account payments (Article XTV stams).
The BE is, therefore, not obliged to provide foreign exchange for current account
transactions at the official exchange rate. In addition, the foreign exchange market 1s

1> However, to the extent that the purchases of treasury bills are financed by drawing down
excess reserves that are not remunerated at all, they will increase bank profitability.

' 1t could be argued, of course, that the excess liquidity in the system should not remain idle.
However, this argument would carry more weight if its use would be only for investment
purposes, and nof for consumption of government.

1 For a fuller evaluation of the exchange rate regime of Eritrea, see the companion selected
issues paper “Exchange Rate Policy and Management.”
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monopolistic, and foreign exchange bureaus are not selling foreign currencies in the
retail market. They also appear to be selective in their sales of foreign currencies.

. Significant excess demand for foreign exchange has resulted in the emergence of a
parallel market that carries an exchange rate premium as large as 60 percent. It
appears that a large portion of foreign exchange transactions are now conducted in the
unofficial market—a development that introduced a certain degree of flexibility into
the current system, although in an undesirable way.

36. A further problem for monetary management and financial sector stability is that the
state-controlled banking sector is burdened with a high ratio of nonperforming loans, owing
to war-related payment problems and poor risk evaluation. This situation poses a
considerable challenge for the BE in implementing its monetary policy, especially when
there is a need to tighten the monetary condition.

E. Tentative Conclusions

37.  On balance, monetary management in Eritrea has been constrained by a certain lack
of independence of the central bank, the absence of a transparent and analytically sound
monetary policy framework, and the absence of effective monetary instruments for a
financial sector that is, in addition, characterized by monopolistic structures. The difficult
financial condition of the banking sector also limits the scope for effective monetary policy.
In addition, the low level of foreign reserves severely restricts the conduct of an independent
monetary policy. Finally, the consistency of monetary and exchange rate policies is
undermined by the substantial interventions of the government in both the distribution of
domestic credit in favor of fiscal deficit financing and the operations of foreign exchange
dealers in allocating scarce foreign exchange. As the country moves to peacetime economic
management, well-sequenced reforms are called for, in order to enhance the independence of
monetary policy and the effectiveness of monetary management.
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Figure IIL.1. Eritrea: Bank of Eritrea’s Advances to the Government, 1997-20412
(In millions of nakfa)
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Table IIL1 Eritrea: Selected Monetary Indicators, 1997-2002

1997 1998 1999 200y n e
Est.

(In millivns of nakfa, unless otherwise irdicated; el of pericd)

Net foreign assets of the BE 1,734 524 518 247 224 263
Net domestic assets of the BE 2,984 2481 3,722 317 3,585 4,662
Of which: net cleims on central government 1,626 1,336 2,964 3,551 3zan 4,248
Reserve money (M0) 4,718 3,005 4241 %554 4405 4948
Excess reserves 3,241 1,192 1,567 1453 a0y 332
Broad money {(M3) 4792 5,663 7977 9013 L1402 (3,507
Money multiplier {(M3/M0) 102 188 188 3R 2,59 27
Velocity (GDP/average M3) 1.22 1.08 0.88 075 C.79 073
Net domestic assets of the BE/reserve money 0.63 0.83 0.38 0.35 C.88 0.5
Nei claims on central government/net domestic assets of the BE 0.54 0.54 080 .82 682 iRc]
(Annual percentage change)
Net foreign assets of the Bank of Enitrea g8.6 -69.8 -1.1 =323 LLLe -44.1
Net domestic assets of the Bank of Eritrea 89.6 -16.9 50.0 160 -1C0 jeleXi]
Of which: net claims on central government 1.6 -17.8 121.8 108 B a
Reszerve money (M0) §9.2 -36.3 41.1 TE 14 124
Excess reserves 839 -63.2 314 =12 T -16.5
Broad money (M3} 306 18.2 40.9 153.0 Z64 15.5
Memorandum items: (In millions of nakfa, unless cthorwize indicatcd)
GDP 4974 5530 5982 6201 | Q3
Consumer price index (Asmara; annual average change) 3.7 9.5 8.4 19.9 14.6 16,3
Total government revenues 2023 1689 1895 2108 1984 2289
(In percent of GDF) 40.7 30.5 31.7 340 254 254
Overall fiscal balance (incl. grants) -280 2100 3225 -1991 -2705 2722
(In percent of GDP) +5.6 -38.0 -53.9 2321 -308 =301
Domestic financing 199 1854 2663 153 1463 1524
(In percent of total financing) 49,1 20,1 836 3.3 58,3 46,5
Advances fram the Rank of Fritea 1/ 197 221 1,992 365 -102 133
{Tn percent of total government revenues} 2.7 -13.1 1045.1 173 il 381
Trade balance 2/ =638 -66.5 =647 YA | -TES =10
Lurrent account balunce (ineluding official ranstors) 2/ 2.1 -13.6 270 -16.2 =154 23l
Exghunge rule (nukly per U5, dollar, periud uverage)
Official rate 7.2 74 22 9.6 1n.a 40
Parallel market rate . L. 172.5 o 230
(irogs tnternational rescrves {in millions ot U.S. dollars) 243 69 54 AT 1 kx|
(in monifs of imports of goods und scrvices) 50 L4 1.1 G4 1.1 0.7

Sources: Eritrean authorities; and staff estimates and projections.

1/ Calculated as the difference between end-of-year credit to the central government.
2/ In percent of GDP.
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IV. EXCHANGE RATE POLICY AND MANAGEMENT'®
A. Introduction

38.  The purpose of this section is to describe and analyze Eritrea’s exchange rate regime,
placing special emphasis on a comparison of the de jure regime, as it is officially stated, and
the de facto regime, as it is reflected by actual exchange rate market developments. In
addition, the implications of the current exchange rate regime for macroeconomic and
microeconomic stability and efficiency are discussed, and the potential gains from switching
to an alternative regime are examined. To put the analyses in their historical context, a brief
overview of recent events is also provided.

B. Brief Historical Overview

39,  Following Eritrea’s proclamation of independence from Ethiopia in May 1993, the
Eritrean authorities introduced on November 22, 1997 a national currency, the Eritrean nakfa
(ERN), replacing the Ethiopian birr, which had previously served as the legal tender.
According to the IMF’s 1998 Exchange Arrangements and Exchange Restrictions Annual
Report (AREAERY), the Ethiopian authorities intended to pursue a managed floating
exchange rate regime.

40.  Inits Foreign Exchange Regulation dated May 1, 1998, the Bank of Eritrea (BL)
allowed banks to “set their own exchange rates,” thereby establishing a mechanism for
market determination of the foreign exchange rate. In connection with a separate Regulation
for the Licensing and Operation of Foreign Exchange Bureaus dated May 1, 1998, the
regulation set out the process of obtaining a license for operating a foreign exchange bureau.
At that time, the foreign exchange market consisted of two commercial banks—the
Commercial Bank of Eritrea (CBE) and the Housing and Commerce Bank of Eritrea
(HCBE)-and twelve foreign exchange bureaus.

41,  TImmediately after the Foreign Exchange Regulation came into force, the nominal
exchange rate increased to RN 7.34 per UL.S. dollar in May 1998 (up from ERN 7.13 per
(1S, dotlar in April 1998) and continued to depreciate further afterward, However, during
extended time periods, the free floal was interrupted, and the exchange rate remained at fixed
levels (at ERN 8.1 per U.S. dollar during April-October 1999 and at ERN 9.6 per U.5. dollar
from November 1999 through November 2000, in spite of mounting upward pressures
stemming from the border war with Ethiopia, lasting from May 1998 to December 2000.

42, In connection with the border war, on July 1, 2000 the authorities imposed
restrictions on foreign exchange transactions and gold in order to curb “the possible adverse
impact of the current speculative activities in the foreign exchange market” (Legal Notice
44/2000). These restrictions authorizing the BE to fix of the foreign exchange rate, and
allowing foreign exchange bureaus to sell foreign exchange only to the BE.

16 This section was prepared by Martin Schindler. Valuable input was provided by Klaus-
Walter Riechel and Benoit Mercereau.



_48 -

43. In August 2001, Legal Notice No. 49/2001 repealed the foreign exchange restrictions
that had been imposed during the war with Ethiopia, allowing the exchange rate to “be
determined by market forces, depending on the supply of and demand for foreign currency.”
Foreign exchange bureaus and banks were free again to buy and sell foreign currency without
restrictions, and to adjust rates of exchange in response to changing market conditions, and
they were no longer required to surrender their foreign holdings to the BE. After freeing the
foreign exchange market, the nakfa immediately depreciated by almost 35 percent in
September 2001 to arcund ERN 13.8 per U.S. dollar. Since then, the official exchange rate
has remained virtvally unchanged, further depreciating only slightly to ERN 14.1 per

U.S. dollar in mid-2002.

44. A new exchange rate directive (No. 01/2003) was issued on January &, 2003. It
explicitly allows exchange rate bureaus to set their own buying and selling rates of exchange
and is also otherwise consistent with the Foreign Exchange Regulation and the Regulation
for the Licensing and Operation of Foreign Exchange Bureaus that were issued in May 1998.
The new directive, however, puts special emphasis on the requirement that bureans explicitly
and openly display their buying and selling rates and that they issue receipts for both
purchases and sales.

C. Official (de jure) Structure of the Foreign Exchémge Market

45.  The formulation and enforcement of exchange rate policy and management lie with
the BE. In particular, Section II1.5.1.b of the Bank of Eritrea Proclamation No. 93/1997 states
as one of the principal objectives of the BE to “maintain sound exchange rate policy to
promote a healthy balance of payments and a sustainable foreign exchange reserve
position.”'” However, the precise type of exchange rate regime is not written into BE law;
rather, it is up to the BE to determine the appropriate regime.

46,  Inarecent paper by the authorities, “Transitional Growth and Poverty Reduction
Strategy 2001-2002,” Eritrea’s official exchange rate policy is described as a managed
tloating exchange rate regime. Although (he BI may inflluence exchange rate movements by
buying or selling foreign currency in the foreign exchange market, using the U.5. dollar as
the intervention currency, the authorities emphasize that they do “not wani (o use [the BL's]
limited foreign exchange reserves to defend a fixed exchange rate.”

47.  Under a flexible, or floating, exchange rate regime, the domestic money supply can
be controlled to contain domestic sources of inflation and to influence fluctuations in the
current account balance. In this vein, the main objective of the BE, as described in the above-
mentioned Eritrea strategy paper, is the use of its monetary policy instruments to maintain
price stability while leaving the determination of the exchange rate to the market.

' The other two main objectives of the BE are to pursue price stability and to foster
economic growth and development. See also the companion paper, “Monetary Policy and
Management.”
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48.  Within this framework, regular foreign exchange transactions were to be execuied by
commercial banks and foreign exchange bureaus, all of which require licensing by the BE.
By September 2001, 22 licenses had been issued and two commercial banks were operating,
as well as 14 foreign exchange bureaus in the foreign exchange markets.

49.  As detailed in the Regulation for the Licensing and Operations of Foreign Exchange
Bureaus, any individual, partnership, or company without a prior history of fraud or
embezzlement may apply for a license. There are only a few requirements for cbtaining a
license, although some of the financial prerequisites are likely to be enormous for Eritreans.
As of January 2003, these included a minimum paid-up capital of US$5,000 (or its equivalent
in nakfa), an ERN 300 application fee, an ERN 700 initial license fee, and recurring annual
renewal fees equal to ERN 500. On the operational side, obtaining a license requires a fixed
business location and the necessary infrastructure to maintain appropriate records.

50.  Officially, then, Eritrea's foreign exchange regime and market structure constitute a
highly liberal and open system with few rigidities. Also, the BE's declared strategy of using
its monetary policy instruments mainly for maintaining price stability is consistent with the
official policy of a market-determined foreign exchange rate.'®

D. Actual (de facto) Structure of the Foreign Exchange Market

De facto exchange rate regime

51.  Following the restrictions imposed on foreign exchange in July 2001, Eritrea’s de
facto exchange rate regime was reclassified in the IMF’s 2001 AREAER from
“independently floating” to a “conventional pegged arrangement,” and this classification has
been maintained henceforth.'® Although the authorities have officially declared themselves to
be pursuing a managed floating exchange rate regime, the current regime 1s best described as
a failed fixed exchange rate regime.

52.  Asseenin Iigure V.1, the official nominal exchange rate is fixed over long time
periods, with virtually no month-toe-month movements, and adjusted only infrequently in
small, discrete steps, However, because the de fucto fixing of the exchange rale 1s not
supported by corresponding monetary policics, upward pressures on the exchange rate and an
increasing shortage of foreign exchange at the official rate have led 10 the development fa
parallel foreign exchange market in which the exchange rate differs markedly from the

18 See, however, the companion paper on the actual implementation of monetary policy
(Section III}.

1% See the 2002 AREAER.
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official rate.”’ The large exchange rate spread, over 60 percent in August 2002, indicates that
the official exchange rate significantly overvalues the nakfa.

53.  Under this market structure, official transactions (and other “priority” needs) are
conducted at the official exchange rate and through official channels, while the vast majority
of private transactions, including bona fide transactions on the current account, as well as
official transaction that could not be financed through official channels are executed in the
parallel market.”' The volume of transactions in the parallel market has drastically increased
since 1998 and has led to a widening spread of the parallel exchange rate over the official
rate. The exclusion of many current international transactions from access to foreign
exchange at the official rate and the large exchange rate spread give rise to an exchange
restriction under the Fund’s Articles of Agreement (Article VIII, Section 2(a)). The current
exchange system also constitutes a “multiple currency practice” under Article VIII,

Section 3.

Institutional arrangements

54.  The absence of monetary policies that would support the official exchange rate
implies that the official rate is maintained through channels other than market forces. The
persistence of dual exchange rates is to a large extent explained by the institutional structure
of the foreign exchange market. Although foreign exchange bureaus are, 1 principle, free to
choose their own rates according to market forces, they have in the past effectively taken as
given the rates set by Himbol, the largest foreign exchange bureau, which is owned by the
ruling party (PFDJ) and accounted for over 90 percent of all foreign exchange purchases by
bureaus in 2001. Himbol’s strong position dates from the independence war, when it
channeled the diaspora’s financial contributions to the armed struggle. In Eritrea, Himbol
purchases foreign currency at the official rate. Outside the country, where it has several
branches, it purchases foreign exchange from the diaspora at a higher rate. Currency transfers
on behalf of foreign organizations (such as nongovernmental organizations (NGOs))
operating in the country are also carried at a rate somewhat higher than the official one
(about ERN 17 per U.S. dollar as of January 2003). Himbol does not appear {o sell foreign
exchange, excepl lo party enterprises and to other “preferred” clients (i.e., those deemed 10 be
of casential importance to the domestic economy). It is this monopolistic market structure, as
well as 1limbol’s selective trading policy, that helps to keep the official market rate al is
cssentially fixed level. However, the authorities claim that Himbol's position has
considerably weakened because of the proliferation of parallel market operators.

2 Monetary financing of the fiscal deficit, which has contributed to a large current account
deficit and double-digit inflation rates, is likely to have contributed significantly 1o the rising
exchange rate pressures.

! The nature of the parallel market has changed over the recent months. According to a
World Bank assessment in early 2002, the parallel market was an informal market consisting
of a large number of unlicensed dealers. Recently, licensed bureaus (buying and selling) and
the BE (only buying) also have participated in the parallel market.
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55.  The policy of favoring “essential” companies and transactions, as well as the recent
Proclamation on Unfair Trade Practices indicates that party-owned Himbel is acting on
considerations other than economic or commercial interests in selling foreign exchange and
setting exchange rates.”2 However, given the large spread between official and parallel
exchange rates and the implied profit potential, it is unclear why other fareign exchange
bureaus still find it in their interest to follow Himbol’s lead, and why more bureaus have not
entered the market in pursuit of these apparently unexploited profits.?

56.  Part of the answer lies in the costs of obtaining a license to operate an official foreign
exchange bureau. A US$5,000 start-up capital requirement, plus other initial and recurring
fees (see the previous subsection), are remarkably high when considering that Eritrea’s per
capita GDP at market prices was about US$150 in 2002 (using the official exchange rate).
These financial costs therefore constitute a significant barrier to entry, thereby reducing
pressures for a more market-based exchange rate that would arise from increased
competition.

57.  More important, however, there are indications that even officially licensed bureaus
now increasingly operate in the parallel market at parallel market exchange rates, even
though their published rates are always at the official one. Apparently, official foreign
exchange bureaus do exploit the above-mentioned arbitrage opportunities by buying foreign
currency at the official rate and selling it in the parallel market at the higher parallel rate.
However, all the transactions in their books are recorded using the official rate, in order to
hide their nonlegal operations and to avoid paying business taxes. This market behavior and
bookkeeping practices might also explain the government’s recent reissuing of prior foreign
exchange regulations with an added emphasis on the proper posting of, and accounting for,
actval exchange rates.

58. One reason given by Himbol for maintaining the current regime, apparently shared by
Eritrean officials, is the belief that increasing or freeing the official exchange rute would
merely lead to an equal increase in the parallel market while leaving the existence of dual
markets and the size of the exchange rate spread unchanged. Although there are signs that
even the parallel market rate may overvaluc the nakfa,?* the previously mentioned arbitrage

22 Qee the footnote in the subsection on microcconomic implications.

» A foreign exchange bureau seeking to make a profit could offer a purchasing rate above
the official exchange rate and a selling rate below the rates in the parallel market, implying a
potentially large profit margin. Because this would also attract a larger share of the market,
such a bureau should have little problem in acquiring the foreign currency necessary to run
its operations. This will be particularly so if individuals and companies have a preference for
acquiring foreign exchange legally over having to resort to the (illegal) parallel market.

** There are reports of foreign currency shortages also in the parallel market, which would
not be the case if exchange rates fully adjusted. These shortages persist most likely because
informal traders, having been tolerated by the authorities in spite of being unlicensed, may be
hesitant to deviate too much from the official rate lest they incur stricter enforcement of the
(continued)



opportunities would make it difficult for a dual exchange rate regime to persist over an
extended period in the absence of any exchange rate restrictions. Also, a more freely
operating official market would reduce the need to acquire foreign currency in the informal
market, thereby lowering informal market demand and mitigating upward pressures there.
The likeliest outcome of a more flexible exchange rate structure, therefore, is a reduction or
elimination of the currently large exchange rate spread at a higher unified exchange rate. >

39.  Other exchange rate operators are the BE and commercial banks. Accounts in foreign
currency at commercial banks have recently been allowed. Eritrean expatriates can send
money through these accounts, which are then exchanged with the commercial banks at the
official rate. It appears to be more common practice, however, for foreign currency account
holders to withdraw their hard currency from the bank and then sell it in the parallel market
in order to secure the better parallel rate, thereby circumventing the official rate.

60.  Official external operations are conducted by the BE. In particular, when its own
foreign reserves are insufficient, the BE acquires the necessary foreign currencies from
officially licensed foreign exchange bureaus (particularly Himbol) and from commercial
banks. When none of these sources are available, the BE sometimes obtains foreign currency
from unofficial dealers at rates closer to the parallel market rate.

E. Macroeconomic and Microeconomic Implications
Macroeconomic Implications
External Competitiveness

61.  The policy and management of exchange rates in Eritrea have widespread
implications on both the macroeconomic and microeconomic level. Among the
macroeconomic implications is the negative effect of the exchange rate regime on external
competitiveness. The strong overvaluation of the nakfa at the official rale raises the real
exchange rate and thus reduces competitiveness for those exports transacted at the official
rate.”® Reduced export competitiveness, in turn, translates into smaller export volumes than
could otherwise be realized.

requirement to obtain a license. In fact, street traders have at times been arrested, resulting in
a sharp reduction in the availability of foreign exchange to the private sector.

%5 The appendix illustrates some of these issues diagrammatically.

28 Let e denote the nominal exchange rate (expressed in Eritrean nakfa per U.S. dollar) and P
and P* the domestic and foreign price indices, respectively. Then the real exchange rate can
be expressed as € = P/(eP*), the nominal exchange rate corrected for movements in relative
price indices. Hence, domestic inflation pressures relative to external pressures lead to an
increase in the real exchange rate, making domestic goods less competitive abroad.
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62.  The following empirical analysis illustrates quantitativel7y some of the potential
benefits that could be obtained from freeing the exchange rate.”’ Reflecting the lag at which
changes in economic variables work their way through the economy, quarterly export
volumes (EXP) were regressed on lagged logs of the real effective exchange rate (REER) and
a trade-weighted real GDP growth index of the main trading partners of Eritrea (FGDP), as
well as on a dummy variable (D) to control for the effects of the border war with Ethiopia.”®
Using quarterly data for the period 1992-2001, the following results were obtained (standard
deviations are in parentheses):29

EXP,= 11.85 - 81D,> - 1.85REER,, + 3.68FGDP., {R®= 32).
4.5 (14 (.99) (1.63)

63.  Using these estimates, it is possible to calculate what level of exports could have been
realized if the exchange rate had been determined by the market. Although not perfectly so,
the parallel exchange rate is a possible proxy for the “true” exchange rate. As only a few data
points are available, the parallel exchange rate time series is a combination of data obtained
from the authorities and staff estimates.”® Nominal and parallel exchange rates are shown in
Figure IV.1.

64. According to Figure IV.1, the parallel market exchange rate started to deviate from
the official one in 1998. To the extent that the parallel rate reflects the market valuation of
the nakfa, starting in 1998, exports would have been higher than realized if the exchange rate
market had been fully market based. By substituting the parallel exchange rate values intc the
export equation estimated above, one obtains a quantitative estimate of the benefits (or costs)
of the current exchange rate regime.

65.  Figure V.2 shows how exports would have differed from actual exports 1f the parallel
exchange rate, instead of the official one, had been used in all transactions. On average,
quarterly exports would have been 55.2 percent higher, with a total export gain over the (ime

27 As discussed below, several qualifications imply that this analysis should be interpreted as
mcrely an illustrative exercise, rather than a firm quantitative prediction of the eftects of
removing Lritrea’s exchange restrictions.

28 A lag structurc of two quarters was used, ensuring a high £ as well as statistical
significance of all variables (at the .05 level), particularly the real effective exchange rate.

2% Given an F-statistic of 12.41, the overall regression, as well as all of the variables, are
statistically significant at the .05 level. The high value of the D coefficient relative te the
REER coefficient (in absolute terms) and its high statistical significance suggest that war-
related effects, including supply-side effects, dwarfed the influence of other economic
variables.

3% Although the authorities officially compile parallel exchange rate statistics, only data for
1999 and 2002 have been made available to IMF staff. The remaining values were
constructed by interpolation.
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period 1998-2001 equivalent to over US$300 million. According to these estimates, in 2001
alone exports would have been more than twice as high as the actual figures, corresponding
to over a one-fourth of total nominal GDP in 2001, and thus raising Eritrea’s GDP growth

potential by over 25 percentage points.

66.  These estimates are subject to several important qualifications. First, the estimates
reflect the relationship between export volume and the exogenous variables in equilibrium,
which is determined simultaneously by export supply and demand. During much of the time
period under consideration, Eritrea’s war with Ethiopia put severe constraints on supply. To
the extent that supply constraints will be less important as war effects diminish over time,
projections using the above parameters must be interpreted with caution.

Figure IV .l. Eritrea: Nominal Exchange Rates, 1998-2002
(In Nakfa per U.5. dollar)
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67.  Second, while a depreciating exchange rate makes exports more competitive, it also
makes import goods more expensive. If there are limited domestic substitutes for imported
production inputs, domestic production using imported inputs will suffer. However, the
already large volume of franco valuta imports (see below for more details on the france
valuta system), which are presumably executed at exchange rates closer to the parallel
exchange rate, suggests that a move toward a unified exchange rate structure wiil have enly a
small effect on imports, as they already reflect the higher rate.

68. Lastly, and most important, the estimated benefits from removing the current
exchange rate restrictions are based on the assumption that all export transactions have been
executed at the official exchange rate. This is unlikely to have been the case in light of the
increasingly active parallel market over the last year or so. The benefits of fully liberalizing
exchange rate markets will, therefore, be more limited than suggested by the above
regression. However, this exercise does illustrate the significant economic benefits that
potentially flow from choosing an appropriate exchange rate regime.

Trade and payments channels

69.  The scarcity of foreign exchange has reinforced the use of alternative payments
systems. An informal funds transfer scheme known as the franco valuta system has been
used and is rooted in the strong kinship ties of Eritreans with its large diaspora. The
functioning of this scheme is illustrated by the following example. An importer contacts a
person abroad to pay for the import goods in the exporting country. Instead of repaying the
foreign contact person directly, the Eritrean importer repays the foreign contact person’s
domestic relative, friend ,or business partner in nakfa at the agreed exchange rate {(which
typically is significantly higher than the official exchange rate). This system thus
cireumvents the domestic scarcity of foreign exchange and is estimated by the BL: to have
been applied (o almost two-thirds of goods imports during the first half of 2001,

Scarcity of foreign exchange

70. ‘The current exchange rate regime affects the scarcity of foreign exchange in two
ways. First, the lack of adjustment of the overvalued official foreign exchunge rute implies
that the exchange rate is stuck below the market equilibrium, lcading to cxcess demand for

31 Other examples of franco valuta transactions include remittances sent from abroad into
Eritrea in the form of foreign currency, remittances channeled through foreign exchange
bureaus, or those transferred via foreign currency accounts with commercial banks. Cash
remittances, often via intermediaries, have been an important channel for foreign currency
transfers from the diaspora into Eritrea. The official level of remittances channeled through
exchange rate bureaus is very low, although some transfers seem to take place in this way at
the unofficial rate of exchange. Foreign currency accounts with commercial banks have enly
recently been allowed; their usage for foreign currency transfers will depend on the extent to
which individuals can withdraw foreign currency from these accounts and exchange it in the
parallel market.



foreign exchange. Second, on the supply side, the shortage of foreign exchange is
exacerbated by the reduction in exports discussed above, which thus generates a smaller
inflow of foreign exchange.

71.  The decline in Eritrea’s foreign reserves has sharply reduced the country’s capacity
for imports, including those that may be important inputs into production. Moreover, the low
level of reserves, combined with an overvalued fixed exchange rate, undermines credibility
regarding exchange rate stability and has the potential to trigger financial crises.

Foreign direct investment (FDI)

72.  Asis evident from the discussion above, the current exchange rate regime in Eritrea is
very complex and opaque. The “semilegal” nature of a substantial part of foreign exchange
transactions and the authorities’ occasional crackdowns on the parallel market also introduce
uncertainty regarding the availability of foreign currency and the rate of exchange. All of
these factors create an environment that is unfavorable to investment and deter FDI. Lower
FDI, in turn, reduces growth, lowers exports, and makes foreign exchange scarcer (because
of both smaller capital inflows and lower exports). Low FDI is particularly harmful because
Eritrea’s long-term growth prospects depend on imported technology.

Microeconomic implications

73.  In addition to the macroeconomic effects of a dual exchange market and an
overvalued exchange rate, Eritrea’s management and structure of the foreign exchange
market also have negative implications at the microeconomic level.

Allocative efficiency

74.  In a market-based allocation with flexible prices, only thosc firms will obtain forcign
exchange whose use for 1t 1s at least as productive as its costs. With productivity us the key
criterion for obtaining resources, scarce foreign exchange is allocated to those uscs that have
the strongest impact on the productivity and growth of the economy.

75.  Tn contrast, in the absence of pricc adjustment, like in Eritrea, a shortage of foreign
exchange emerges and available foreign currency must be rationed. That is, it must be
allocated through mechanisms other than pricc. In the carrent foreign exchange market
structure, this may be party affiliation, random luck, or other noneconomic criteria. This
allocation mechanism leads to inefficiencies and distorted competition by implicitly
subsidizing those firms that obtain foreign exchange at the lower official rate.

76.  In addition, the opacity of the system and its semilegal character involve high
information and transaction costs that undermine competitiveness and distort competition.
Finally, firms are required to account for foreign exchange transactions using the official
rate, irrespective of the actual rate at which the foreign currency was obtained. This inflates
profits and increases profit taxes for those firms that have to resort to the parallel market and
thereby puts them at a further disadvantage. However, worst hit are those firms that have no
access to foreign exchange for importing necessary production inputs.
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Rent seeking and fraud

77. By allocating resources by criteria other than profitability, rationing creates incentives
for rent seeking, thereby diverting resources away from productive activities toward those
aimed at obtaining foreign exchange at a favorable rate. Counter to the system’s intentions, it
creates the potential for fraud and bribery and raises general governance issues. These risks
are exacerbated by a lack of transparency and the uncertainty costs the svstem imposes on
firms and individuals. The current system, therefore, puts at risk the reputation of the Eritrean
people hardworking, honest, and free from corruptien by raising the rewards for “bending”
the rules.

78. A similar potential for fraud is created by forcing all firms to report costs and profits
based on the official exchange rate. Private companies that must purchase their foreign
currency in the parallel market thus face the unappealing choice of either follawing the rules
and incurring an elevated tax rate or committing fraud through misreporting of profits.**
Neither option constitutes an adequate basis for a healthy and sustained development of the
private sector.

F. Conclusions

79.  Although Eritrea’s official exchange rate regime and foreign exchange markets are
extremely liberal, the actual implementation involves considerable open and hidden rigidities
that keep the foreign exchange system from reaching a market equilibrium. Although the
authorities maintain that the exchange rate restrictions are required because of the scarcity of
foreign exchange, in order to keep foreign exchange affordable and available fo meet the
economy’s priority needs, this section’s discussion shows that, in stark contrast to the
authorities’ intentions, the current regime actually exacerbates the scarcity of foreign
exchange as well as allocates the existing foreign exchange inefficiently. The current regime
thus keeps the exchange rate from playing a positive role in Lritrea’s economic development.
The effects of these rigidities and distortions are far-reaching, extending from a loss in
external competitiveness to allocative inefficiencies, which, in tumn, lower exports and reduce
macrocconomic growth.

80.  Reforms of the foreign exchange regime are complicated by the extremely low level
of foreign reserves and the high official demand for foreign exchange in connection with
priority needs of the government, including, in particular, the management of the drought.
Policy measures will, therefore, have to follow a well-sequenced and well-paced reform
agenda, at the end of which a greater degree of exchange rate flexibility should be permitted
in a unified market based on underlying supply and demand conditions. In principle, this

32 Alternatively, firms may attempt to recover higher costs of foreign exchange through
higher sales prices. However, the scope for price adjustments is limited by the recent
Proclamation No. 125/2003 on Unfair Trade Practices. This proclamation empowers the
Ministry of Trade and Industry to subject goods or services to price controls if their prices are
deemed “too high,” and the determination of “fair prices” is presumably based on valuing
imported inputs at the official exchange rate.
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would imply no more than a return to the official system of a “managed float™ introduced in
1998. To achieve this objective, reforms will alse be needed in the exchange markets to
ensure that market conditions are not undermined by dominant institutions and noneconomic
allocation criteria.
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Diagrammatic Analysis of Exchange Rate Determination

81.  This appendix provides a diagrammatic description of recent exchange rate
developments in Eritrea, as well as an analysis of the implications of removing existing
exchange rate restrictions. As Figure IV.1 in the main text shows, the parallel foreign
exchange market came into full existence only after 1998. Until then, both exchange rates
were essentially identical, suggesting that the official exchange rate closely reflected a
market equilibrium. In Figure IV.3, this situation corresponds to the intersection of Dy and Sy
with €° as the resulting equilibrium exchange rate.

Figure 1V.3. Eritrea: Exchange Rate Determination
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82.  After 1998, a parallel market began to emerge because the demand for foreign
exchange by the private sector was no longer met in full by the supply at the official rate. In
Figure IV.3, this situation is shown as the result of an outward shift in demand from D to
D> The lack of adjustment in the official exchange rate created excess demand equal to 4E

# The exchange rate premium could also have been caused by a reduction in the supply of
foreign currency. The analysis and the diagram would, however, be very similar, with
identical implications for the effects of removing exchange rate restrictions on exchange rate
developments.
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in the official market and thus led to the formation of a parallel market, in which supply is
given by &. For a number of reasons, the supply curve in the parallel market is likely to be
steeper than the supply curve in the official market. First, parallel market dealers typically
demand a risk premium in compensation for the risk of legal prosecution, given their illegal
status. In addition, dealers may also be able to exploit informational imperfections in the
highly non-transparent parallel foreign exchange market in Eritrea. Finally, transactions costs
are often high because many parallel market dealers operate on a small scale, Requests for
larger amounts of foreign currency are then often channeled through several layers of traders,
each of whom requires a fee.

83.  The parallel market rate ¢’ is determined by the intersection of & and Dy, resulting in
an exchange rate premium equal to €’ — €°. The volume of foreign exchange traded in the
parallel market at ¢’ is equal to 4B, while that traded in the official market at &” is equal to
0A. The total traded volume of foreign exchange is, therefore, equal to 08.*

84.  Lifting restrictions on the exchange rate in the official market will remove the need
for a parallel market. In the absence of restrictions, Sy becomes the relevant supply curve in
all markets. In the parallel market, at e’ there will therefore be excess supply of foreign
currency equal to BD, putting downward pressure on the parallel exchange rate. Similarly, if
the official exchange rate is allowed to adjust, excess demand in the official market exerts
upward pressure on ¢°. Eventually, both exchange rates will converge to the unitary market
equilibrium rate, e . The total volume traded is equal to OC; this is higher than the total
volume of foreign currency traded under the dual market structure, illustrating the point that
the current exchange restrictions reduce the available amount of foreign exchange.

** Demand in the diagram encompasses both private and official demand, although official
demand and selected private demand for “priority needs” are given preference at the official
rate, €°. As a result, demand in the parallel market is mostly private. However, as discussed
in the main text, there have recently been cases where the supply of foreign currency in the
official market was insufficient to satisfy even official demand, thus temporarily forcing
some official demand into the parallel market.
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V. INFLATION AND ITS DETERMINANTS IN ERITREA™
A. Introduction

85.  For effective macroeconomic management, including policies to influence the
monetary transmission mechanisms and the demand for money, a firm understanding of the
determinants of inflation is essential. Currently, there exist no formal studies of the relation
between inflation and its determinants in Eritrea. Moreover, the monetary authorities have
had limited scope for conducting an independent monetary policy in pursuit of their statutory
objective of maintaining the domestic and external value of the nakfa because, following the
introduction of the nakfa at end-1997, monetary policy quickly became subordinated to fiscal
policy objectives and the large financing needs of the government.

86.  This section discusses various determinants of inflation and attempts to formally track
the processes through which they influence inflation in Eritrea. In the next subsection, the
two inflation measures existing in Eritrea are discussed and their strengths and weaknesses
are highlighted. Subsection C reviews overall inflation developments in and discusses
developments in subcategories of inflation, in order to evaluate inflation performance in
recent years. Subsection D presents a theoretical framework for inflation and discusses
related data issues. Subsection E discusses the results of an estimation of the long-run
equations for both money market and purchasing power parity (PPP), as well as the short-run
inflation dynamics. In the last part, some tentative conclusions and policy implications are
presented.

B. Measures of Inflation in Eritrea

87.  Until recently, the authorities have used two measures of inflation, one preduced by
the Bank of Eritrea (BE) and the other established by the National Eritrea Statistics and
Evaluation Office (SEQ) (sce Table V.1). The BE began producing its consumcr price index
{CPI) measure in 1994, shortly after independence, on the basis of a limited jgoods basket
comprising 14 groups and undertaken by six ficld staff during the last three days of cach
month. This CPI measure sutfered from the following limitations; (1) an outdated weighting
pattern, going back to the carly 1990s and based on the Ethiopian and other countries’ CI*s;
(ii) a limited goods basket (115 items); (iii) exclusion of some essential goods, such as
dwelling rents; and (iv) a coverage limited to the Asmara region.

88.  The SEO began compiling its own measure of the CPI in January 1996. While this
measure is more comprehensive than the BE index, the geographical coverage is still limited
to Asmara, whose population makes up for less than 10 percent of the total population. At the
same time, however, the average income and expenditure levels are considerably higher than
in the rest of the country, so that the measure may cover well over one-fourth of total

** Prepared by Jakob Christensen.
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household expenditure in Eritrea. Price information is collected once a month, but there are
plans to collect the more volatile prices on fresh fruits and vegetables on a biweekly basis.
The CPI measure comprises about 500 items, and three price quotations are obtained for each
itemn. Prices for most items are collected from open-air markets. A major deficiency, so far, is
the underlying weighting pattern, which is largely based on the household income and
expenditure survey (HIES) conducted in 1996/97.

89.  New HIES has been recently completed and will permit an updating of weights. In
order to obtain a broader inflation picture, the Statistical Department of the Fund (STA)
recommended that the authorities expand the geographical coverage of the CPI to include
major urban centers other than Asmara. However, it was not considered feasible to include
nonurban areas, given the high administrative costs related to such operations and the fact
that most rural households make a considerable part of their purchases in urban markets.

90.  Table V.1 shows the weights of the two different Eritrean CPI measures, as well as
those of Ethiopia for comparison. It is seen that food and clothing and footwear have
significantly larger weights in the SEO measure than in the BE measure. Despite these
differences, the two measures have moved relatively closely for most of the time. Over the
period May 1999-December 2001, the correlation coefficient for the monthly overall indexes
of the two measures was 95 percent.®

91.  Given similar characteristics in neighboring Ethiopia (broadly the same income level,
climate, and economic structures), the weights in the Eritrean CPIs are compared with those
calculated in a recently conducted HIES in Ethiopia. The calculations for Ethiopia suggest
that the weight for food in Eritrea may be larger than included in even the SEQ’s measure of
the CPI. If so, inflation in Eritrea would have been higher than reported, especially for the
recent period of food shortages.

3¢ Recently, however, significant differences emerged between the two measures. For the
year-on-year inflation in December 2002, the BE estimated inflation at 34 percent, against a
rate of 24 percent reported by the SEO estimate. The main differences between the two
indexes applied to clothing and footwear and transportation subcategories, where the BE
measure was higher by 28 and 117 percentage points, respectively, than the SEO measure.
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Table V.1. Eritrea: Comparison of the Weights in the CPI Measures of BE, SEO, and Ethiopia
(in Percent)

Eritrea

Commodity/ Service Group BE SEO Ethiopia 1/
Food K} 47 60
Beverage and tobacco 6 3 3
Clothing and footwear 7 14 9
Household items and furniture 13 7 5
Health services and medical care 3 1 1
Personal care 1 5 1
Energy, water, and houschold rent 23 13 15
Transportation and communications 3 ) 2
Miscellanous 7 2 4
Total 100 100 100
Memeorandum items:

Administered CPIL 2/ 17

Non-administered CPI 83

Tradables 3/ 73

Nontradables 27

Sources: Bank of Eritrea; Eritrea Statistical and Evaluation Office; Ethiopian authorities; and IMF staff
estimates.

1/ The CPI weights for Ethiopia are based on a recently compiled household income and expenditure survey
(HIES).
2/ Prices on bread, flour, petroleum products, and pharmaceuticals are administerad by the authorities.

3/ Tradables goods comprise lood, beverages and lobaceo, clothing and footwear, and houschold goods,
whereas nontradables comprise all remaining items in the CPL

C. Recent Developments in Intlation
Overall inflation developments

92,  Until the war with Ethiopia during 1998-2000, the Eritrean economy experienced a
relatively high degree of macroeconomic stability with mostly single-digit inflation (Table
V.2).*” During the first two years following independence, a combination of favorahle

*7 To obtain a longer observation period, the two inflation measures of the BE and SEQ were
spliced, with the SEQ measure used for data since 1996. This method appears justifiable,
{continued)
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supply conditions, including strong agricultural production, kept inflation low. However, in
1995, inflation increased to 11 percent, reflecting mostly low domestic food producticn
owing to a drought and a decline in food aid deliveries, but also demand pressures arising
from strongly expansionary fiscal and credit policies. The deceleration in inflation in 1996
was mainly a result of the significant increase in manufactured production and the rise in
imports, particularly of cheap food staples from Ethiopia following its bumper harvests in
1995-96.

93.  During the war Ethiopia in 1998-2000, inflation accelerated signitficantly. Money
growth increased strongly to finance defense spending, while money demand was subdued
by relatively weak GDP growth. In addition, the hostilities caused a significant increase in
food prices because of (i) the lack of food imports from Ethiopia following the closure of the
joint border; (ii) the large-scale mobilization of farmers to the army; and (iii} the decline in
arable land caused by a wide-ranging placements of land mines.

Table V.2, Eritrea: CPT and Selecied Economic and Financial Indicators, 1993-2002

1993 1994 1995 199 197 1998 1% 200 Wl 2002
(Annual percentage change, unless otherwise indicalad)

Conswmer price index (CP1) {Asmara; end of period) 9.6 6.8 110 3.4 17 9.0 1.6 20.8 £ 233
Food CPI (end of pericd) 79 203 129 315 52 179
Nonfood CPI {end of period) 16 A7 8z 218 163 304

Exchange rate {nakfa per U.S. dollar; end of period) 69 27 35 8.1 11 16 56 101 138 141
{annuat percentage change) 378 61.3 331 1290 -126 71 it2 52 1g5 23

Import unit prices 4.1 1% 82 09 -64 33 -4 -25 -14 -14

Agricultural production 626 1718 472 31l 62 3588 200 848 l0le -T13

Broad money (including foreign currency depasits) 1/ 524 453 173 18.7 30.6 182 409 130 k4 183

Credil Lo the povernmen! 2/ -1.40 10.6 254 na 0 i5h 451 LAY g 152

Ovrall fizcal batance (incl. grants, in pereent of GDP) 64 -125 0 235 -104 60 380 -9 B G4E S301

Domeatic fiscal halance {in percent of GDP) -24 42 A2 1R 15 A2 3 3sE 0 2is 0 203

Sources: Eritrean authorities; and staff estimates.

1/ Figures for 1993-97 exclude currency outside banks in Lritrea,
2/ Change in percent of broad moncy i the beginning of the period.

94.  Good progress was made in restoring macroeconomic stability in the period

immediately following the war. Monetary policy was tightened and domestic financing of the

given the close correlation between the two measures for the most of the overlapping
observation period.



fiscal deficit reduced. Economic growth picked up, and inflationary pressures were further
dampened by a relatively good harvest which boosted food supplies. However, in 2002,
inflation surged again on account of a number of factors. First, in 2002-3 the country
experienced its worst drought since independence. Second, the exchange rate came under
increasing pressure as foreign reserves declined to below one month of imports. In particular,
the parallel market exchange rate at which most private transactions are conducted has
depreciated significantly, and this has resulted in an acceleration of imported inflation.
Finally, both fiscal and monetary policy became expansionary again in 2002. These and other
factors affecting inflation will be examined more formally in the sections below.

Specific inflation developments

95.  The analysis above suggested that inflation in Eritrea was driven by a combination of
general domestic and external factors, including, in particular, agricultural production, fiscal
policies, and exchange rate movements. To shed more light on them, inflation developments
are examined in further detail by disaggregating the CPI index. Figure V.1 {upper panel)
shows that food and nonfood prices diverged quite strongly during the drought in 1997,
which was followed by a significant increase in food prices while the rest of the economy
enjoyed relative strong macroeconomic stability. Diverging trends persisted for most of the
1998-2000 war. However, the differences narrowed from 2000 and onwards, when nonfood
inflation increased strongly in parallel with war financing.

96.  Prices of a number of essential goods are administered in Eritrea mainly for
stabilization purposes. They include bread and flour, petroleum products, and
pharmaceuticals, comprising 3 percent, 13 percent, and 1 percent, respectively, of the total
CPI index. The middle panel in Figure V.1 shows developments in administered and
nonadministered prices. For most of the period, price increases for administered goods and
services were more limited than those for nonadministered goods and services. Where their
ratc of change exceeded the latter, this was mostly a result of incremental increases in the
price of bread and the infrequent but rather large adjustments in petroleum prices.

97. A further breakdown of the CPlis possible by (radable and nontradable gaads
(bottom panel of Figure V_I). Tradables consist not only of goods whose prices are fully
determined by foreign prices and the exchange rate, but also those domestic substimtes that
are subject to strong compcetition from imports. In the Eritrean case, these comprise mainly
food, beverages and tobacco, clothing and footwear, and household goods. Using this
definition in line with the system proposed by Celasun and Goswami (2002),*® tradables
account for about 73 percent of the Eritrean CPI based on the weights of the SEO (Table
V.1). The bottom panel in Figure V.1 shows that tradable goods inflation has been higher

% Oya Celasun and Mangal Goswarmi, “An Analysis of Money Demand and Inflation in the
[slamic Republic of Iran,” IMF Working Paper 02/205 (Washington: International Monetary
Fund, 2002).
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Figure V.1. Eritrea: Inflation and its Subcomponents, January 1997-December 2002
(Percentage change from previous year)
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than inflation in nontradable goods for most of the period. This suggests that imported
inflation is a driving force for overall domestic inflation.

D. Theoretical Background and Data Issues

Theoretical background

98. The literature on the determinants of inflation in developing countries suggests three
principal influences: cost-push pressures, demand-pull factors, and structural changes or
rigidities. The main cost-push factors normally include wage growth and changes in import
prices. Wage growth in excess of productivity growth—often caused by real wage rigidity
1s a principal determinant of nontraded goods inflation, while, especially in small open
economies like Eritrea, a significant weakening of the exchange rate predictably raises the
price of tradables in the economy. Demand-pull factors are dominated by monetary and fiscal
expansion, or by large, unsterilized inflows of foreign exchange. In the case of Eritrea, these
are mainly related to remittances from the diaspora. Finally, structural factors include
movements in administered prices, increases in the tax rates, or exogencus shocks, such as
droughts and war.,

99.  The inflation process in Eritrea can be described by a medel including both a money
market equation and an equation to capture the influence of the exchange rate and foreign
prices. In this note, the domestic price level in the cconomy, p, is assumed to be a linear
combination of the price level for tradable goods, pr, and nontradable goods, pyr,
respectively. That is,

p=8p, +(1-)p,,, {1

where 0 <0 <1. The purchasing power panty (PTT) hypothesis imylies: thal the domesne price
of tradable goods is determined in the world market and equal to’

pr=g-e, (2)

where e is the nominal effective exchange rate (defined as foreign currency per domestic
currency) and g represents the weighted average of foreign prices, whete the weights for both
are given by Eritrea’s composition of imports. The price of nontradables, in tum, is
determined by adding an assumption of equilibrium in the money market so that real money
supply (m'-p; both in logarithms) equals real money demand, where the latter is assumed to

% This and the following equations express variables in their logarithmic form.
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being a positive function of real income, y, and a negative function of the nominal interest
.40
rate, I:

ms——p:md(y,i). (3)

Any excess supply of money is expected to increase demand for goods and services and put
upward pressure on inflation.

Data issues and methodology

100. The empirical analysis was complicated by certain rigidities and a lack of reliable
time series on some key variables. First and foremost, nominal interest rates, the normal
measurement of the opportunity cost of holding money, are not a useful indicator in the case
of Eritrea because they have remained fixed despite the scope, in principle, of banks to adjust
them and their impact on money demand is likely to be limited. In this situation, the rate of
inflation was used as a proxy for the opportunity costs of holding money.

101. The empirical analysis was carried out using quarterly data for the period 1992:Q2 to
2002:Q3. All series used in the analysis are plotted in Figure V.2. In order to examine the
different impacts of broad money or narrow money on inflation, they were both included in
the analysis: m/p is real narrow money, including notes and coins in circulation, and m3p is
real broad money, consisting of m/p plus time and savings and foreign currency deposits.
The nominal exchange rate, e, and the foreign price level, ¢, were calculated in effective
terms, taking into account the foreign trade pattern of Eritrea; an increase in the effective
nominal exchange rate means an appreciation of the nakfa (see Annex I for further data
details).

102. Traditional unit root tests (see the table in Annex II) indicated that all series were at
least integrated of order one. However, the Dickey-Fuller tests gave inconclusive resulls with
respect to foreign prices, the nominal effective exchange rate, and real broad mancy, which
were found to be integrated of the second order in some specifications of the test, These
findings imply that the first differences of these variables may be nonstationary and that the
standard approach of determining a long-run relationship between these vanubles in levels
may not be warranted (see further discussion below).

4 1 order to obtain a sufficient number of observations, quarterly data were used. In that
context, it became necessary to interpolate quarterly data for GDP fror annual data.
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Figure V.2. Eritrea: Levels and First Differences of the Data Series, 1992:Q1-2002.Q04 1/
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103.  Given the problems involving the measurement of the opportunity cost of holding
money and the second-order integrated variables, the standard approach to an econometric
analysis of inflation had to be modified. Under the standard approach, long-run relationships
are usually based on variables specified in levels. This was not possible, given that inflaticn
(i.c. the first difference of the price level) was used as a measure of the opportunity cost of
holding money. Furthermore, the second-order integration of domestic and foreign price
inflation and the exchange rate depreciation called for a cointegration analysis of these
variables specified in first differences.

104. Inthe event, the equation applied consisted of five interrelated variables fmp, y, dpi,
dq, def 4! where economic theory suggests that two long-run relationships would exist, first,
a (revised) PPP, linking the (change in) domestic prices with that in foreign prices and the
nominal exchange rate; and, second, an equation for money market equilibrium determined
by real money, real income, and changes in domestic prices. Both the {change in) real
exchange rate and real money demand would be expected to be fairly stable in the long run,
and temporary deviations from long-run equilibria would be expected to cause an adjustment
such that the long-run equilibria are restored.

105. More specifically, a vector of endogenous variables, x, that are integrated of order 1 is
analyzed using the vector error-correction representation

k
Ax, :#"‘ZF;A’C:-:- +7x,_, t+E, , (4

i=1

where the parameters ¢ and /'1,....., [k are allowed to vary without restrictions, % is the lag
length of the model, and &, is the a vector of normally distributed shocks with a zero mean.
The presence of cointegration is tested by examining the rank of 7. In the event of recduced
rank of 7 (i.e., when rank(z)=r,n, where » is the number of endogenous variables), there exist
r coinfegraling vectors and the matrix w can be written as z=af’, with £ conlaimnyg the r
cointegrating vectors, and o describing the speed of adjustment fo the long-mun equilibrium
(the error-correcting terms). If 71, the 1ssve of wdentification anses. In his study, the
expected rank is two (in other words, there are two long-run relations relating to the money
market and PPP), implying that (over)identilying restrictions should be placed on the
parameters in

! For the definition of variables, see Annex I to this section.



“71 -

_a'n &y ) I mp ]
&y | Cn ¥y
v = o | a B, By B By /315} depi (%)
o7 | @y | Yy . 5
' B Bn Bn By B d
Qg | Cyy q
a5, | O | | de i

In the estimations below, f1; and 23 will be normalized to 1, while the simplest forms of the
(revised) PPP and money demand relationships will be tested by adding exclusion restrictions
on B4 Bis ] and /B2 fas ] to test the money market and PPP relationships.

E. Results

Long-run relationship

106. The results from the first set of cointegration tests are summarized in Table V.3. The
number of cointegrating vectors was estimated using the Johansen procedure.** Cointegration
tests in the Johansen setting are sensitive to the lag length of the vector autoregressicn
(VAR). Although it is common to include four lags in the VAR when quarterly data are used,
at this stage, the results reported are with two, three, and four lags, respectively, included in
the VAR.

107. The economic model suggests that two cointegrating vectors should be found and the
cointegrating test typically picked up two stationary vectors (see column 2 in Table V.3).
However, the results vary between one and three vectors, depending on the number of lags
included in the modcl. The parameters in the restricted model were constrained to test
whether the two stationary vectors could be represented by the two long-run relalionships
discussed abyove. The results were in part supportive of the theoretical arguments, although
the signitficance was somewhat wealk.

108. Turning to the parameters of the cointegrating vectors, it is noted that the estimated
parameters for all variables had (he expected sign except for inflation as a measure of the
opportunity cost of holing money and, in some cases, foreign prices. The PPP relationship
was found to be well established and suggests that, as expected, in the long run domestic
inflation increases with foreign inflation and exchange rate depreciation.

% See Soren Johansen “Statistical Analysis of Cointegrating Vectors,” Jowrnal of Economic
Dynamics and Control, Vol.12 (June-September 1988), pp. 231-54. The number of
cointegrating vectors was estimated using the trace statistics with the significance level set at
5 percent.
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Table V.3, Eritrea: Structural VAR Medels, 1993:Q2-2002:0Q3

Number of  Chi-Sqaure Statitics
Lags Cointegrating of Likelihood Ratio Restricted Cointegrating Vectors 4/
Vectors 2/ Test: 3/

VAR models, including real narrow money, mip

mip P dp dy de

2 3 922 ** 1 -0.51 -35.1 L 0
0 0 1 012 0.15

3 2 8.94 * 1 -1.19 -26.5 0 0
0 0 1 0.03 0.37

4 2 on * 1 -1.53 -24.5 a a
0 0 1 -0.63 1.6%

VAR-models including real broad money, m3p

_ mdp ¥ dp dg de _
0

2 2 9.92 * ] LIS 270 D
L0 0 ! 0.05 022 |
3 1 6.96 * T 263 254 0 Do
L0 0 1 021 058
4 2 9.07 - 1 288 -30.1 0 0 ]
L0 0 1 0.76 120

1/ The VARs also include (unrestricted) seasonal dummy variables and a step-dummy for 19974

2/ The number of cointegrating vectors is based on Johansen's trace statistics at the 5 percent significance level.
3/ * and ** indicate rejection of the likelihood ratio-test at 5 percent and | percent levels, respectively.

4/ 'The estimations assume two coihtegrating vectors. Bold figures are estimated coefficients.

109. By contrast, the results regarding the long-run money demand relationship were
somewhat mixed. As expected, the coetfficient for income indicates that money demand
increascs in line with real income. The income elasticity appears to be relatively high but is
generally lower in regressions with narrow money than in those using bread money. This
suggests that time and savings deposits are less directly influenced by developments in
income than the components of M1, In Eritrea, a considerable part of these deposits depend
on transfers to households from the diaspora, a large part of which appear to reflect factors
other than those determining money demand of residents.

110.  Against expectations, when inflation was interpreted as the opportunity cost of
holding money, its coefficient was negative in all cases, suggesting that the demand for
money increases with inflation. This result could point to model misspecification. On the
other hand, inflation may be a more reliable measure of the need to hold money for
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transactions purposes than of the opportunity cost for holding money as a savings instrument.
If the transaction motive dominates, higher inflation would raise the demand for real
balances. The likelihood that money demand in Eritrea is dominated by transactions needs
appears to be plausible because the availability of goods for inflation protection is limited.
More importantly, perhaps, a considerable part of the money balances reflects remiftances of
the diaspora, which are driven by considerations other than the usual domestic determinants
of money demand. In fact, inflation may lead to increases in remittances by the diaspora to
family members to protect their real purchasing power (and thereby increase bank deposits
and money balances).

111.  On the basis of this reasoning, all long-run coefficients of the money demand
equation would display the correct sign, and the cointegrating vectors from the specification
with four lags were used in the short-run analysis.”> A visual inspection of these vectors
suggested that they were relative stable in the equations with both narrow and broad money.

112. A test of weak exogeneity indicates that m/p, m3p, y, dg, and de are weakly
exogenous in the model for both narrow and broad money, implying that the inflation rate,
dcpi, is the only variable in the system that adjusts to the disequilibrium in the money market.
In other words, a change in inflation increases the demand for money while reducing the real
money supply, thereby putting downward pressure on prices and restoring equilibrium.

Short-run inflation dynamics

113.  Given that inflation is the only variable in the money market relationship that is not
weakly exogenous to the cointegrating vector, the dynamics can be consistently analyzed by
estimating a single error-correction equation for the first difference of inflation™. The model
was estimated using ordinary least squares for both narrow and broad money. As explanatory
variables, it included their current values and the four lags of the first difference of real
money demand, output, the change in exchunge rale depreciation, and the change 1n foreign
price inflation (and including seasonal dummies), as well as the first lag of the two crror-
correction terms, ECM(money) and ECM{1’P1?), which represent excess supply of money and
real depreciation, respectively.

** These long run vectors took the following form in the model using mp:
ECM(money)=mlip-1.53y-24.5dp and ECM(PPP)=dp-0.63dg+1.61de; and in the model
using m3p: ECM{(money)=m3p-2.88y-30.1dp and ECM(PPP)=dp-0.76dg+1.20de.

“If any of the other variables had not been weakly exogenous, a VAR error correction
would have been the appropriate specification.
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114, By removing the variables with statistically insignificant coefficients from the general
error-correction equation, the following inflation equation is obtained for narrow meney for
the period 1994:Q1-2002:Q2:*°

ddcpi, = 1.33 + 1.14 ddcpi,_ 1+0 61ddcpz£ 5 +O 29ddcp1, 3 0 17 dmlp, —0.13dmlp, ,

(0.24%%)  (0.35%%) (0.06%)

-0. 20dde( + 0 12 ECM(man@f), .

(0.10%

115.  Except for narrow real money balances, the coetficients in the equation have the
expected sign. The first three lags of inflation enter the regression with positive signs,
suggesting that there is a significant amount of inertia in the formation of inflation
expectations and their influence on actual inflation. An acceleration in the rate of
depreciation of the effective exchange rate significantly raises the rate of inflation with a lag
of one quarter. As expected, the coefficient with respect to the error-correction term,
ECM(money), was positive, which suggests that an excess supply of money will cause the
rate of inflation to increase in the subsequent quarter and thereby partly offsets the initial
excess money supply in real terms. The coefficient for ECM{PPFP) was not significant,
suggesting that the restoration of PPP is not achieved over short-term periods like the ones
examined.

116. For the model using broad money, the following inflation equation was obtained:

ddepi, = 0.77 + 0.56 ddcpi,_, + 0 16 ddcpz_t .+ 0 lldq, ) ((36‘443) dm3p, —_g.%ﬂ)dm?ap!_z

(0.08%%)  (0.134)
+ ((30%9) dm3p,_, + ({300*% ECM (money),_,.

117.  The coefficients in the equalion have the expected sign, except, again, for real broud
money balances (the first two lags). The first and third lags of inflation cnter the regression
with positive signs. [lence, similar to the model for narrow money, there appears to be
significant amount of inertia in the formation of inflation expectations. Furthcrmore, foreign
mnflation was found to predictably increase domestic inflation with a lag of two quarters. A
temporary deviation from the money market equilibrium ECM{money) was again found to
have a predictable influence on (he rate ol inflation. Interestingly, the pace of adjustment in
the model with broad money was found to be only half as fast as that in the narrow money
model. This may be explained by the fact that the support by the diaspora may increase in the
wake of macroeconomic volatility, thereby prompting a rise in deposits, most of which are

% The exclusion restrictions were tested at each stage of the model reduction, and only
statistically insignificant restrictions were accepted. Standard errors are in parentheses.
Asterisks ** and * denote statistical significance of the coefficients at the 1 and 5 percent
levels, respectively.



initially kept as savings. As in the model for narrow money, the coefficient with respect to
ECM(PPP) was not found to be significant.

118. The most difficult result of the empirical analysis concerns the unexpected sign for
real money balances in the short-term inflation equations. Normally, any increase in these
balances would be expected to raise inflation, but that does not appear to be the case in the
equations estimated. The reason may lie in the extremely large inflows of private transfers
from the diaspora, which not only increase private sector deposits but for much of the period
under review, also generated exceptionally high levels of excess reserves in commercial
banks. As the latter constitute idle resources as far as the inflationary process is concemed,
the relationship between their size (and change) and inflation must have been tenuaous at best
for much of the period under review. Since mid-2001, these excess reserves have disappeared
as a result of the heavy borrowing of government from the banks. There are indications that
this large deficit financing of government has contributed to the recent acceleration in
inflation. However, this effect may not lasted long enough to influence the parameter values
for real money balances.

F. Conclusions

119. The analysis above has examined various aspects of inflation and its determinants in
Eritrea. The two inflation measures of the BE and SEQ are both fairly comprehensive in their
coverage of various goods, but neither currently monitors price developments outside
Asmara. The recent conclusion of an HIES will permit a reassessment of the weights used in
the indexes and a broadening of inflation measures to urban centers outside Asmara.

120.  The analysis suggests that inflation in Eritrea has been influenced to a considerable
extent by recurrent drought and the war during 1998-2000. Some of these influences were
direct, like the price increases for food during droughts, while others were indirect, such as
the price increases that followed the depreciation of the nakfa as a result of the larpre financial
imbalances of the country in connection with the war. Tn addition, discretionary adjustments
in administered prices have at times had a significant effect on inflation.

121.  All these special factors undermine the stability of the (unctional relationships
between inflation and its determinants. The cconometric analysis nevertheless suggested that
a certain degree of stability exists, on one hand, for the long-term money demund function
and for the reliability of the long-term purchasing power parity hypothesis on the other,
which, together, underlie the inflation model presented in this document. In addition, it was
possible to assess some key factors that dominate the short-term inflation dynamics.

122.  The short-run analysis suggests that there is a substantial degree of inertia in the
inflation process, which, in turn, points to a slow adjustment in inflation expectations. In
addition, imported inflation resulting from increases in foreign prices or a depreciation of the
nakfa predictably feeds into domestic inflation, albeit with a certain lag that may reflect
administrative inertia or incomplete adjustment in inventory prices for imported produets.
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Moreover, an excess supply of money (measured by the error-correction termy} as a result of
e.g. expansionary monetary policy, has the expected upward effect on inflation.

123.  An unexpected sign was observed for the effect of real money balances on inflation.
The exact reason for this is not clear. However, the strong influence of diaspora transfers and
its significant effect on banks’ excess reserves may serve as an explanation. However, there
may also be misspecification of the model. Further research of these issues is needed to
understand the transmission mechanisms and give guidance to monetary policy and
management in the BE’s efforts to protect the domestic and external value of the nakfa.
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ANNEX T

Data Description and Sources

Data Definition and Sources

Variable  Description Source

M1 Narrow money National authorities

CPI Consumer Price [ndex A combination of the SEQ and BOE CPI indexes
mi logarithm of M1

cpi logarithm of CPI

mip real MIdemand, m1 - cpi

depi inflation, first difference of cpi

ddepi First difference of depi

E the effective nominal exchange rate (index) Staff estimates, weighted by Eritrea’s trade patfern.
€ The logarithm to E

de First difference of e

dde First difference of de

v Real GDP at factor costs National authorities.

¥ Logarithm to real GDP

dy First difference of dy

p* the foreign price level (index) Staff estimates

p* logaritm of P* Four individual data, weighted by Eritrea’s trade pattern.
dp* First ditference of p*

ddp* First difference of dp*

! Interpolated using the Cubic Spline method to obtain quarterly data.
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Time-Series Properties: Test for Stationarity

124. It is important to examine the statistical properties of the variables before undertaking the
empirical analysis, in particular stationarity. In the event that variables, which are found to be
1(1) in levels are included in levels in the regressions, the estimated coefficients will be biased.
This problem can be avoided by taking the first difference of the variables. However, such an
operation will remove the significant amount of information and prohibit a leng inference from
being drawn from the model. The former problem can be circumvented by including a long-run
relationship among the variables. The test for the stationarity of the variables is reported in the
table below.

Variable Order of Integration 1/
p l
e 1-2
q 1-2
mlip 1
m3p 1-2
¥ 1

1/ The order of integration (IOI) of the variables was determined by an
augmented Dickey-Fuller test; A constant and trend were added and a
maximum of eight lags were included. The 1Ol for e, g, and m3p were
inconclusive, as the results were sensitive to the number of lags included
in the test.
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Table 1. Eritrea: Gross Domestic Product by Sector, 1997-2002

STATISTICAL APPENDIX

1997 1998 1999 2000 2601 2002
Prel. Prel.
(In millions of nakfa, unless otherwise indicated)
Agriculture 752.5 1,293.3 1,291.9 871.1 1,279.2 941.3
Crops and livestock 606.1 1,127.3 1,103.8 634.0 997.5 611.5
Staple crops 184.9 500.7 450.7 184.0 3804 98.5
Cash crops 91.9 248.8 224.0 91.5 189.1 49.0
Livestock 3254 377.8 429.1 3585 428.0 464.0
Forestry and fishing 146.3 165.9 183.1 237.1 281.7 3298
Forestry 141.7 159.2 177.2 2177 254.7 299.0
Fishing 4.6 6.7 10.3 19.5 269 30.8
Industry 1,044.4  1,067.0  1,186.8 1,326.1 1,602.5 1,997.1
Mining and quarrying 12.0 10.1 9.8 58 28 33
Manufacturing 3505 3484 378.7 467.9 561.2 682.2
Handicrafis and small industry 127.0 126.8 142.7 176.3 2114 256.9
Electricity and water 44.0 49.1 56.5 68.4 80.8 100.8
Building and construction 510.8 532.6 599.0 607.8 746.3 954.0
Distribution services i,6704 1,5208 1,661.7 1,864.0  2,246.5 2,7439
Trade, wholesale, and retail 1,105.1 968.3 1,058.0 1,136.2 1,3695 1,672.6
Transport and comimunications 5653 552.5 603.7 727.8 877.0 1,071.3
Other services 5.6 11846  1,3542 17116 2,0058  2,363.6
Financial services 125.3 144.4 161.7 189.2 228.0 2785
Dwellings and domestic services 78.7 89.1 99.1 121.9 143.5 169.5
Public administration and services 573.0 698.6 805.2 1,037.7 1,197.7 1,387.6
Domestic and other 2187 252.5 288.1 362.7 436.6 528.0
GDP at current factor cost 44628 50657 54946 57728  7,1340 80458
Indirect taxes less subsidies 511.5 464.7 487.5 427.7 637.0 9854
GDP at current market prices 4,974.3 5,5304 5,982.1 6,200.5 7,771.0 9.031.2
Net factor payments 1/ 1,275.8 9134 1,0384 961.0 983.1 1,472.8
GNP at current market prices 6,2502 64438  7,0205 71615  R7541 10,504.0
Memorandum items:
GDP at constant factor prices 32608 33949 34038 29967  3,2569 32182
(annual percentage change) 77 3.9 0.3 -12.0 8.7 -1.2
(In percent of GDP at current factor cost)
Agriculture 16.9 25.5 235 15.1 17.9 11.7
Industry 234 21.1 216 23.0 225 248
Distribution services 374 300 30.2 323 3ts 34.1
Other services 22.3 234 246 29.6 28.1 294

Source; Staff estimates based on information provided by the Eritrean authorities.

1/ Estimated as 50 percent of private remittances.
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Table 2. Eritrea: Agricultural Production and Prices, 1997-2002

STATISTICAL APPENDIX

1997

1998

1999

2000

2001
Prel.

2002
Prel.

Total volume of staple crops

Serghum
Retail unit price
Volume

Teff
Retail unit price
Volume

Miltet
Retail unit price
Volume

Barley
Retail unit price
Valume

Wheat
Retail unit price
Volume

Peas
Retail unit price
Volume

Sesame
Retail unit price
Volume

Maize
Retail unit price
Volume
Others 1/
Retail unit price
Yolume
Livestock 2/
Cows
Goats
Poultry
Total area (thousands of hectares)

Cultivated area (thousands of hectares)
Cultivated area (as percent of total)

(Unit price in nakfa per quintal; volume in thousands of quintals)

984.1

195.0
553.2

320.0
41.5

200.0
74.9

215.0
160.9

247.0
51.3

291.0
12.1

400.0
23.0

186.0
64.1

300.0
3.2

4,673.2

2420
2,697.7

658.0
187.1

J68.0
518.0

280.0
566.0

257.0
220.5

446.5
21.8

45.2
275.0

2899

118.0

34084

257.0
2,072.0

i,125.0
131.5

351.0
2323

282.0
403.4

258.0
190.1

612.0
337

61.6
288.0

159.0

1248

1,319.5

339.0
62011

1,159.0
104.1

442.0
725

286.0
2379

330.0
105.8

786.0
464

0.7
404.0

532

58.8

(In thousands of units, unless otherwise indicated)

1,927.8
4,661.8
1,134.3
12,189.0

3931
32

2,026.2
7,061.9
1,160.9
12,189.0

500.2
4.1

2,130.0
74150
1,184.1
12,189.0

472.4
39

L9170
6,673.5

1,065.7

12,189.0

3586
29

2,379.9 642.8
357.0 448.0
787.6 284.3

1,084.0  1,018.0
195.5 318
733.0 702.0
3027 580
293.0 3BLo
449.3 97.4
280.0 419.0
2542 26.4
850.0 857.0

94.1 30.2
19.4 14.4
414.0 520.0
90.5 30.1
186.6 70.1

2,128 1,992.7

70072 6,937.]

1,1200  1,1088

£2,189.0  12,189.0
366.7 3913
3.2 3.2

Source: Ministry of Agriculture.

1/ Including horsebeans, groundnuts, lentils, nihug,vetch, and soybeans.
2/ The livestock figures for 997 are based on surveys conducted during April 1996 - April 1997,

and the poultry figure excludes towns.
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Table 3. Eritrea: Regional Structure of the Agricultural Sector, 1997-2002

1997
Total Total Staple crops Livestock population
Province 1/ population 2/ cultivated area Sorghum  Teff Millet  Other 3/ Cows Goats Poultry
(In thousands) {In thousands (In thousands of quintals) (In thousands)
of hectares)

Debub 754.5 1114 722 392 253 160.9 490 706 513
Gash-setit 641.2 183.7 424.0 0.1 294 2741 917 1,746 424
Maelel 569.4 272 2.8 20 38 129.2 4] 24 36
Anseba 4457 43.6 16.5 0.1 6.5 8.1 219 620 78
Semienawi K.B. 462.7 272 374 - 9.6 34.0 179 995 27
Debubawi K.B. 204.6 o . 82 571 6

Total 3,078.1 393.1 552.9 41.4 74.6 359.3 1,927 4662 1,134
Seraye 446.9 72.9 110.2 54.4 424 169.2
Denkel 187.3

Total 634.2 72.9 110.2 54.4 424 169.2
1998
Total Total Staple crops Livestock population
Province 1/ population 4/ cultivated area Sorghum  Teff Millet Other 3/ Cows Goats Poultry
(In thousands) {In thousands (In thousands of quintals) (In thousands)
of hectares)

Debub 799.5 129.1 214.7 180.9 46.7 592.5 513 1,072 529
Gash-setit 515.6 220.4 2,167.1 0.7 122.0 86.1 96% 2,633 432
Maekel 502.3 30.2 8.2 49 8.4 400.1 42 35 95
Anseba 400.8 53.8 170.0 0.5 143.3 40.0 231 941 T2
Semienawi K.B. 392.7 66.6 137.6 0.0 1975 1345 186 1,516 27
Debubawi K.B. 189.6 85 865 6

Total 2,800.5 500.1 2,697.6 187.0 5179 1,253.2 2,026 7,061 1,161
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Table 3. Eritrea: Regional Structure of the Agricultural Sector, 1997-2002 (continued)

1999
Total Total Staple crops Livestock population
Province 1/ population 4/ cultivated area Sorghun  Teff Millet Other 3/ Cows  Goats  Poultry
(In thousands) (In thousands (In thousands of quintals) (In thousands)
of hectares)

Debub 802.2 128.1 59.9 1304 382 401.8 539 1,126 540
Gash-Barka 588.7 217.6 1,484.5 0.5 73.0 132.9 1,018 2,765 441
Maekel 573.5 278 0.5 0.4 1.5 441 44 37 97
Anseba 457.7 58.1 354 0.t 94.6 63.5 243 O88 76
Semienawi K.B. 448.4 40.0 371.6 25.0 117.4 195 1,592 28
Debubawi K.B. 216.5 89 983 61
Other 5/ 250.0

Total 3,337.0 472.4 20719 131.5 2323 9727 2,127 7491 1,187

2000
Total Total Staple ¢rops Livestock papulation
Province 1/ population 4/ cultivated area Sorghun  Teff Millet Other 3/ Cows  Goats  Pouliry
(In thousands) (In thousands (In thousands of quintals) (In thousands)
of hectares)

Debub 702.5 131.0 109.7 103.5 257 229.5 487 1,295 81
Gash-Barka 5156 933 394.8 0.0 4.9 29.0 913 2,369 480
Maekel 3023 30.9 4.4 0.7 0.3 2452 38 174 401
Anscha 400.6 48.2 11.7 0.0 10.9 15.9 219 734 74
Semienawi K.B, 392.6 55.1 99.5 0.0 30.7 15.8 178 1,435 26
Debubawi K.B. 189.6 0.0 0.0 0.0 0.0 0.0 82 667 5
Other 5/

Total 2,703.2 3585 620.1 104.2 72.5 5354 1,917 6,674 1,066
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Table 3. Eritrea: Regional Structure of the Agricultural Secter, 1997-2002 (concluded)

2001 (Prel.}

Total Totat Staple crops Livestock population
Province 1/ population cultivated arca Sorghum  Teff Millet Other 3/ Cows  Goats Poultry
{In thousands) (In thousands (In thousands of quintals) (In thousands)
of hectares)

Debub 702.5 146.8 213.0 190.5 108.5 613.7 511 1,359 504
CGash-Barka 5156 11 414.3 12 43.2 38.0 958 2,488 421
Maekel 5023 38.0 1.4 3.7 2.8 401.4 40 182 85
Anseba 400.8 48.9 844 0.0 113.3 371 230 771 77
Semienawi K.B. 392.6 41.9 74.5 0.1 339 38 187 1,507 27
Debubawi K.B. 189.6 0.0 0.0 0.0 0.0 0.0 87 701 &
Other 5/

Total 2134 386.7 787.6 195.5 3027 1,094.0 2,013 7.007 1,120

2002 (Prel)
Total Total Staple crops Livestock population
Province 1/ population cultivated area Sorghum  Taff Millet Other 3/ Cows (Goats  Pouliry
{In thousands) {In thousands {In thousands of quintals) {In thousands)
of hectares)

Debub 702.5 154 216 319 7.9 153.5 506 1,346 499
Gash-Barka 515.6 158 2144 0.0 11.6 158 949 2,463 417
Maekel 502.3 20 0.0 0.1 0.0 324 40 180 84
Anseba 400.8 38 15.0 0.0 343 416 227 763 77
Semienawi K.B. 392.6 23 333 0.0 4.1 25.1 185 1,492 27
Debubawi K.B. 189.6 86 694 6
Other 5/

Total 27034 393.0 284.3 319 57.9 268.4 1,992.6  6,937.0 1,1087

Source: Ministry of Agriculture.

1/ Names of provinces change after 1997 onward due to the restructuring of local administrative zones in April 1996

2/ Based on 3 percent annual population growth.

3/ Includes barley, wheat, peas, sesame, and maize.

4/ Population figure in 1998 does not include returnees; 1999 and 2000 figures include returnees and expected returnees.
5/ Tncludes Seraye and Denkel.
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Table 4. Eritrea: Food Grain Position, 1996/97-2001/02 1/

(In metric tons)

1996/97 1997/98 2/ 1998/99  1999/00  2000/01  2001/02

Prel.
Opening balance 14,997 50,000 . 134,038 18,879 40,000
Gross domestic production 132,000 100,289 .. 340,850 133,235 237,991
Less post-harvest losses 11,000 10,029 34,085 13,324 23,800
Less seed, feed, and nonfood uses 15,000 12,559 20,191 22,650 40,460
Net domestic production 106,000 77,701 . 286,574 97,261 173,731
Domestic grain balance 120,997 127,701 - 420612 116,137 213,731
Food imports 309,290 140,000 .. 144440 426,158 277,071
Commercial 3/ 120,000 140,000 ver e 80,000
Food aid 4/ 189,290 21,435 188484 197,071
Total grain balance 430,287 267,701 .. 565,052 542295 490,802
Consumption 415,285 591,784 - 690,759 683,030 724,500
Memorandum item:
Grain surplus/deficit 15,002 -324,083 - =125,707  -140,735 -233,698

Source: Ministry of Agriculture.

1/ Agricultural year, September to August.

2/ Food balance for 1997.

3/ Commercial imports in 2002 are rough estimate of government and private sector imports.

4/ Food aid includes only deliveries in January-March; does not include pledges of forecast for response through the ye



Table 5. Eritrea: Annual Catch and Sales of Fish, 1997-2002 1/

1997 1998 1999 2000 2001 (Prel) 2002 (Prel)
Industrial ~ Artisanat Total Industrial Artisanal Total Industrial Artisanal Total Indusirial Artisanal Total Industrial Artisanal Total Industrial Artisanal Total
{(In tons)

Massawa 37 154 191 350 1,370 1,720 3,845 712 4,557 11,528 1,237 12,766
Assab 0 34 34 b 201 201 it 229 240 i53 153

Total 37 188 225 350 1,571 1,921 3,856 941 4,797 11,528 1,390 12,918 14,629 1,303 15,932 6,858 1,571 8,429

{In millions of nakfa)

Massawa 2/ 02 09 1.1 . 12 3.8 02 4.0 31.0 8.6 39.6
Assab 0.0 0.2 0.2 0.0 1.0 1.0 0.6 1.1 1.7 0.9 0.9
Total 0.2 1.1 13 0.0 22 i.0 4.4 1.2 57 31.0 9.5 40.5

Source: Ministry of Marine Resources.

1/ Industrial or commercial fishing is almost exclusively for export.
2/Tn 1998, industrial fishing was carried out by the Eridat Jve, which stopped its operations afier six months of the fishing period. The sales revenue from Eridal Ive has not yet been settled.
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Table 6. Eritrea: Gross Value of Public Enterprise Production, 1997-2002

Number of Enterprises Number of Employees Production (In millions of nakfa)
Type of Industry 1997 1998 1999 2000 2001 2002 1997 1998 1999 2000 2001 2002 1997 1998 1992 2000 2001 20412
Prel. Prel. Prel.
Food industries 60 60 60 1,296 1,586 1,391 263 izl 331
Beverage industries 9 9 9 587 736 506 322 288 337
Tobacco and matches 1 1 1 236 103 1 43 109 109
Textile industrigs 13 13 13 3,706 2,503 2,313 69 91 74
Leather and shoes 22 22 22 951 217 380 68 57 05
Nonmetallic industries 73 73 73 414 369 327 108 151 173
Of which : Eritrea Cement 1 1 i 184 169 163
Paper and printing 6 6 6 326 242 297 29 32 51
Chemical indusiries 12 12 12 616 408 275 53 56 47
Of which : Eritrea Saltwarks 2 2 2 537 349 275
Metal industries 16 16 16 693 379 24 45 38 57
Total 212 212 212 8,825 7,243 6,232 1,000 1,144 1,245

Source: Ministry of Trade and Industry.

XIGNIddV TVOILSILVLS



Table 7. Eritrea: Investment Projects by Sector, 1997-2002

(Value inthousands of nakta)
1997 1938 1999 2000 2001 (Prel.) 2002 (Prel.)
Local Foreign Total Local  Foreign Total Local Forcign Total Local  Foreign Total Local Foreiga Total Local  Foreign Total
Agriculture 7,235 7,235 22,651 3,360 26,011 29,767 11,801 41,568 2,501 10,547 13,043 3,730 8,000 11,730 6,069 20,531 26,600
Number of projects 3 3 17 27 4 4 7
Fishing 107 107 17817 1180 18,997 . 26984 29200 56,184 8,149 8,149
Number of projects 1 1 4 5 1
Mining 4,511 4,511 17603 1,220 18,823 3453 3,453
Number of projects 1 I e 4 .. e 1
Quarrying 18,722 18,722
Number of projects 2 2
Manufacturing 287491 100,397 387,888 183,666 33,630 217,296 147005 71,070 218,075 112,864 46,117 158,981 328,065 711,038 1,039,103 103,072 172,544 275,616
Number of projecis 53 12 65 68 54 2% 33 21
Constryction 8,279 262515 270,794 . . . 252,132 11,125 263,257
Number of projects 2 4 6 3
Export/import trade
Number of projects
Hotels and restaurants 23,342 68,004 96,846 215506 60446 275952 27,845 2,595 30438 35051 LI125 36,176 30,307 41,130 71,437 121,883 29,041 150,924
MNumber of projects 13 2 15 43 10 11 15 10
Others 41,400 2,241 43641 25925 440 26,365 11,630 9,630 27,004 11,629 11,629 218,755 199,735 415490 19466 29254 483,720
Number of projects 10 2 12 14 14 6 g 8
Total capital 392,076 437,668 829,744 483,168 100,276 583444 474211 109,674 583,795 189,029 86,989 276,018 589,006 959,903 1,548,909 250,490 251,371 501,861
Total number of projects 84 21 105 150 109 47 67 46
Source:  Eritrean Investment Center.

- I8
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Table 8. Eritrea: Assab Refinery Production, Purchases, and Sales by Hritrea, 1997-2002

{Quantities in metric tons; value in millions of nakfa)

1997 1998 1999 2000 2001 (Preliminary) 2002 (Preliminary)

Production Purchases  Value  Purchases Sales  Value Purchases Sales Value Purchases Sales Value Purchases Sales Value Purchases Sales Value

Liquefied petrolenm gas 4,643 1,504 7 754 824 2 1,946 1,946 7 788 4 2,304 4 3,080 3102 27

Regular gasoline 63,865 14,733 21 15,888 15,804 18 14,139 12,939 41 15,891 17,030 102 18,743 18,123 62 15,980 15,905 81

Keroscne 12,181 21,086 30 9,660 21,387 20 20,740 14 v 22,706 13 22,087 23,203 65 24,515 20,277 21

‘Jet fuel 23,061 9,859 14 8,670 6,318 8 23,663 5,949 179 35,563 11,090 49 12,155 12,769 36 2,448 6,988 32

Automobile diesel 123,655 137,730 163 101,522 105,970 3 108,651 102,870 46 119,948 . 121,175 364 117,241 111,424 316 99,627 100,133 413

Inland fuel oil 114,964 43,160 49 33,403 41,379 28 26,039 39,147 9 34,747 44,367 96 46,888 40,002 23 12,072 20,146 40

Bunker fuel oil 0 7,971 4 14,192 0954 11 15,951 5916 333 15,198 14,964 29 22,094 29,339 2l
Export fuel ail 77.960 167 0
Bitumen (asphalt) 15,962 483 1

Total 436,291 236,693 290 184,089 193,236 180 192,389 174,622 333 206,937 217,157 688 234,706 220,485 6al0 185816 195,890 775

Source: Petroleum Comporation of Eritrea.

1/ Eritrea has not bezn producing petroleum products since 1998, when the Assab oil refinery stopped production.

_88_
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Table 9. Eritrea: Ex-Refinery and Retail Prices of Petroleum Products, 1997-2002

Retail Prices (Dec. 1997)

Retail Prices (Dec. 1998)

Retait Prices (Dec. 1999)

Asmara Massawa Assab Keren Nakfa Asmara Massawa Assab Keren Nakfa Asmara Massawa Assab Keren Nakfa
Unit

Liquefied petroleum gas  Nakfa/ton 4,000 3,250 4,000 3,250 5,000 3,250
Regular gasoline Cents/liter 280 275 275 283 292 280 275 275 283 292 280 275 275 384 397
Kerosene Cents/liter 155 153 146 158 167 155 153 146 158 167 155 153 146 229 242
Jet fuel Cents/liter 179 134 179 134 179 134
Automobile diesel Cents/liter 170 163 156 173 182 170 165 156 173 182 170 165 156 209 222
Inland fuel oil Cents/liter 113 109 105 117 128 113 109 104 117 128 113 109 104 187 200

Retail Prices (Dec. 2000)

Retail Prices (Dec. 2001, Preliminary)

Retail Prices (Dec. 2002, Preliminary)

Asmara
Unit

Massawa Assab Keren

Nakfa Asmara Massawa Assab Keren Nakfa

Asmara Massawa Assab Keren Nakfa

Liquefied petroleum gas  Nakfa/ton 6,750

Regular gasoline Centsfliter 530
Kerosene Cents/liter 290
Jet fuel Cents/liter 400
Automobile diesel Cents/liter 315

Inland fuet oil Cents/liter 218

524

284

394

309

212

524

284

394

309

212

535

295

320

223

548

308

333

237

7.000

575

315

420

345

257

6,540

569

309

414

339

250

7,000
569
309
414
339

250

580

320

349

262

594

334

364

277

10,750

725

461

566

492

297

10,670 10,750

718

454

559

485

290

718

454

559

485

290

730

466

497

303

745

481

512

319

Source: Petroleum Corporation of Eritrea
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Table 1. Eritrea: Electricity Production, Sales, and Tariffs, 1997-2002

- 0} -

STATISTICAL APPENDIX

1997 1998 1999 2000 2001 2002
Prel. Prel.
(In thousands of kilowatt-hours)
Total preduction 179,192 185,820 207,086 199,433 224 441 249,117
Intereonnected system 149,305 150,498 170,607 179,210 200,936 222,016
Asmara 136,803 137,016 152,273 150,185 143,201 40,644
Massawa 12,502 13,482 18,334 18,883 16,478 3,873
Qthers 10,142 41,257 177,499
Self-contained system 29,887 35,322 36,479 20,223 23,505 27,101
Agsab 18,992 20,596 18,542 16,650 18,480 20,137
Decamhare 3,099 3,693 4,514
Keren 3,027 4,880 6,192
Others 4,769 6,144 7,231 3,573 5,025 6,964
Total volume of sales 143,695 145,637 158,495 159,597 175,926 194,161
Interconnected system 117,313 117,789 128,276 142,447 156,190 170,976
Asmarg 94,149 93,402 101,800 103,682 110,936 118,750
Ghindae 2,675 3,306 2,822 2,962 2,905 4,785
Massawa 20,489 21,081 23,654 23,447 27,443 29,071
Others 12,396 14,906 18,370
Self-contained system 26,383 27,848 30,219 17,150 19,736 23,185
Assab 16,589 15916 15,613 14,060 15,349 17,441
Decamhare 2,783 3,095 1,568
Keren 2,621 3,854 4,793 .
Others 4,390 4,983 6,245 3,090 4,387 5,744
{In millions of nakfa)
Total sales revenue 121.8 120.9 131.0 182.7 214.3 234.9
Interconmected system 98.5 96.4 104.3 161.9 189.8 206.3
Asmara 8.5 74.9 815 115.4 132.7 1428
Ghindae 2.5 2.8 26 35 32 44
Massawa 17.5 18.7 20.3 27.0 333 34.6
Other 16.0 20.6 245
Self-contained system 233 24.5 26.7 20.7 24.5 28.6
Assab 13.6 12.8 13.0 153 17.4 20.0
Decamhare 23 34 i3
Keren 2.6 37 4.6
Others 4.8 4.6 5.8 4.9 7.1 8.6
Electricity tariffs (Nakfa per kimowatt-hour)
Domestic
Less than 500 kilowatt-hours 0.65-075 0.65-0.75 0.65-0.75 1.19 1.19
Greater than 500 kilowatt-hours 0.55-0.65 0.55-0.65 0.55-0.65 1.09
General 1/ 1.00 1.00 1.00
Small industry 1.29 1.39
Large industry
Less than 100,000 kilowatt-hours 0.75 0.75 0.75 0.90 0.90
Greater than 100,000 kilowatt-hours 0.50 0.50 0.50 0.64 0.64
Commercial 1.39

Source: Ministry of Energy and Mines.

1/ Includes street lighting and small industry.



Table i1. Eritrea: Asmara Price Tndex, 1997-2002 1/

1997 1998 1995 2000 2001 {Preliminary 2002 (Preliminary)
Mar. June Sep. Dec Mar.  hme Sep.  Dec. Mar.  June Sep. Dec. Mar.  June Sep.  Dec. Mar. June Sep.  Dec Mar. June Sep. Dec.
(1996 = 100}

Food 97.1 997 1039 1066 1326 1188 1251 1282 i32.6 1324 1506 1448 1467 1684 1968 1904 1842 1922 2082 2003 198.8 2052 2428 2360
Cereals 96.1 912 1052 1092 1678 1483 1478 160.1 167.8 1604 1718 1690 1702 1975  21i3 2165 208.8 207.7 2000 2039 199.4 2149 2569 2654
Bread and injera 1000 1000 1001 002 97.7 1002 100.8 1043 97.7 982 1024 1821 1021 1205 117.8 1250 1250 1295 1258 1265 1376 1459 1408 1657
Pulses and oilseeds 936 1035 1060 1206 1636 1465 1577 1505 1627 1687 1865 1910 209.8 2162 23863 2338 2139 2132 2212 2079 198.1 2169 2817 2976
Vegetables and fruits 287 1004 1094 1109 126.0 98.7 1378 1320 1260 1335 1749 1478 1457 1458 2332 2137 1742 1R8O0 2536 2001 1820 1764 2796 2450
Spices 87.7 70.3 833 1130 2624 2111 2367 2604 2623 2673 2823 2920 2522 2340 975 3100 3094 277.1 2674 2505 2428 2345 2441 3068
Meat 0L7 1105 1100 {126 1159 1145 {124 (114 1159 1220 1552 1409 156.t  179.7 2366 2143 2295 2624 2993 2938 2071 3105 3584 3006
Fish 5.2 942 1109 1154 1188 1209 1158 95.3 1138 1087 1207 1198 1205 113 1529 1556 1583 1569 1564 156.4 1693 1563 1587 1604
Dairy preducts 1029 (034 1058 1032 1166 1118 1130 1140 1166 1230 1405 1447 1440 1545 2124 1873 1917 2150 219.1 2002 2122 2062 2239 2354
Other food 100.0 96.1 97.6 958 f06.8 974 954 96.6 1068 1007 1036 1082 1081 1156 1303 1295 1273 1269 1300 1400 [443 1457 1473 1558

Beveraye and tobacco 1004 1060 1072 1063 1070 1670 1686 1131 1147 1148 1150 1189 1283 1287 1378 1445 1417 1420 150.] 1784 1822 1831 1934 1847

Clothing and footwear 1078 1129 1165 1191 1227 118 1138 1123 1032 1087 (102 1882 1135 1175 1223 1330 139.0 1405 1383 143.0 1518 1565 1703 1814

Energy, water, and building materials 107.4  107.2 1063 1056 1061 1053 10671 1063 108.1 1086 1090 122.1 1434 1449 1493  153.4 [68.3 1500 1539 178 1787 2009 2041 2241

Fumiture and housing equiprrent 1066 1085 109.5 1071 1088 1043 1010 1035 1066 1091 1127 1279 1342 1343 1594 1867 1673 154% [5%9 1707 1832 1987 1967 22238

Medical eare 923 94.6 92.0 9G4 €30 1097 1046 1055 1080 1074 1103 1098 1183 1180 1176 (241 1334 1323 1257 1265 125.1 1286 1424 1353

Transport and Comrmunication 1009 101.1 1008 {002 1003 1006 LODT 1068 014 1030 1017 1037 1064 1064 1066 1070 108.7 1075 1079 1123 1144 1383 1544 2478

Recreation and education 103.6 1026 1816 1037 1032 1015 1053 1105 1169 117.9 1190 1247 1271 1340 1317 1523 151.7 1510 1490 1495 153.9 1544 1592 1756

Personal care 99.8 1014 1074 1076 1087 [060 1050 {D%.0 1154 {156 1134 1218 1229 1303 1432 1473 1482 1583 1839 1772 813 1975 2218 1965

General index 1012 1036 1063 1077 1114 1122 1154 1174 19,1 1199 129.1 1298 1353 {43.0 1640 1647 1648 1658 1744 (774 179.6 1885 2122 2197

12-menth average index 1011 1018 1026 103.7 i06.2 10R.4 1it0.86 11346 151 70 1205 1230 1270 1321 392 1476 1556 1618 1659 1692 1726 1782 1867 1978

(Changes in percent)

Inflation :

Antal (yearly average) 37 50 6.5 78 235 8.4 79 3.9 g4 103 129 155 15.5 225 225 19.2 14.6 i0.n 10.1 12.5 16.9
End of periad 3.2 4.4 4.2 7.7 10.2 8.3 12.5 9.0 122 6.9 167 1.6 176 192 271 26.8 217 5.9 63 17 9.0 143 21.7 2338

Source: National Statistics and Evaluation Office.

L/ This series replaces the previous price fdices compiled by the Bank of Eritrea.
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Table 12.  Eritrea: Developments in the Labor Market, 1997-2002

Diec. 1957 Dec. 1998 Sep. 1999 Dec. 2000 Dec. 2001 (Preliminary) Dec. 2002 (Preliminary)
Male Female Total Male Female Total Male Female Toral Male Female  Total Male Female  Total Male Female  Total
Registered job seckers 27,923 7,329 35252 18,292 3,444 26,736 866 909 1,775 900 1,994  2,8%4 793 1,003 1,796 728 369 1,597
Number of job seekers placed 15,013 1,897 16,910 11,974 2,199 14,173 1,152 338 1491 3,054 1,484 5,138 2,867 688 3,555 1,485 710 2,195
Reported vacancies .. 21,157 ... 20,479 1,979 7,439 6,579 3,377
Eritreans permitted to work abroad 971 ... L1091 168 701 1,099 1,800 349 211 1,160 313 622 9315

Employment in private and public establishments 1/

Of which : government-owned establishments

... 66,026 32,267 98,293

Source: Ministry of Labor and Human Welfare.

i/ Large establishments only.
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Table 13. Erirea: Structurs of Private Sector Wages, 1997-2002

{Base salary per month, in nakfa)

. 1997 1998 1999 2000 2001 2002
Production Service Production Service Production Service Production Service Production Service Production Service
Lower Upper Lower Upper Lower Upper Lower Upper Lower Upper Lower Upper Lower Upper Lower Upper  Lower Upper Lower Upper Lower Upper Lower Upper

Messenger 150 620 150 620

Postman 150 620 150 620

Driver 468 1916 468 1916

Typist 205 1461 205 1,461

Clerk 205 1,461 205 1,461

Storekeeper E58 0,000 I58 95,000

Inspector 468 1,980

Teacher 380 2509

Statistician 1,476 1,903

Nurse 450 1,874 4350 1,874

Senior supervisor 924 1,000 924 1,000

Production manager 1,291 8,280 4350 8,280

Section head "

Deepartinent head 1,391 8,280 450 8,280

University graduate

{with master's degree) 1,844 16,400 1,844 16400

Specialist (in all fields) 1,200 12,933 1200 12,933

Senior expert 1,200 12,933 1200 12,933

Manager 1,391 B280 450 8,280

Source: Ministry of Labor and Human Welfare.
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Tahle 14, Britrea: Summary of Government Operaticns, 1997-2002

{In millions of nakfa, unless otherwise indicated)

STATISTICAL APPENDIX

1997 1998 1999 2000 201 2002
Prel. Est.
Tatal revemme and grants 23107 2,208.1 2,384.5 33131 3,361.9 3AME
Total revenne 20228 1,6887 1,895.5 2,1083 1,985.4 22914
Tax reverme 9594 9770 1,018.7 9827 1,2788 1,538.2
Direct taxes 4479 5123 518.7 4735 57289 552.8
Tndirect domestic taxes 212.8 1985 235.8 2381 2970 3683
Tmpart duties and taxes 2987 2661 2633 2710 409.0 517.1
Nontax revenue 1,063 4 5978 599.9 8028 5323 2241
Port fees and charges 4443 99.7 1070 59.4 1033 148.5
Sale of goods, services, govt, property, and other fees 619.1 4980 4929 7434 4794 5756
Extracrdinary revenues 1139 276.9 3229 1749 92
Grants 2479 5194 489.0 12048 13756 1,1184
Public contritntion (transfer to defense from abroad) 61.2 131.4 1958 404 20.1
Grants in kind/earmarked 2879 458.2 ERTX] 0089 1,335.1 1,098.3
Total expenditure 2,558.1 4,218.8 54678 41,1364 4,545.3 3,176.9
Current expenditure 14128 27816 3,213 %9 3,364.2 3,2873 3,656.0
“Wages, mlaries, and allowances T06.8 8383 9820 51,3089 1,166.8 1,471.8
Materials 519.7 16787 1,877.0 135325 14078 1,4893
Subsidics 250 137.9 .
Pensions 216 21.0 189
Interest and charges 493 673 1122 175.0 2661 3478
Domestic 49.3 62.% 1009 157.0 202.5% 239.2
External 44 11.3 18.0 63.7 1087
Grants and contributions 137.0 1763 2427 3011 28746 32990
Capital expenditure 1,147 8 14374 2,457 7272 1,356.6 1,5373
Central treasury 587.8 584.2 1,157.0 295.5 539.8 6282
Externally financed 440.0 853.2 1,088.7 431.7 216.8 £99.1
Net lendting and contingency 25 0.2 83 450 98,5 6.4
Overall batanes, excluding special programs
Exclding granits -5353 -2,5301 -3,5724 -2,028.1 -2,559.0 -2,8854
Including grants -2474 -2,010.7 -3,083.4 -823.3 -1,1834 -1,767.1
Special programs 127 90.7 142.0 1,1677 1,521.5 955.0
Energency Reconstruction Program (ERP) 19B.0 6484 4638
Demobtlization 6.9 7.8
Hupanitarian 327 90.7 1420 2687 B66.3 483 4
Overafl balance, inchuding special programs
Excluding prants -568.0 -2,620.8 23,7144 -3,195.7 -4,080.5 -3,840.4
Inclnding gramts -Z80.1 -2,i0L.4 -3,2254 -1,991.0 -2,704.9 -27220
Financing 2801 21014 3,2254 1,991.0 2,704.9 27220
External (net) 204 8 1983 5249 5350 1,046.6 5189
Offical (net) 204 8 1919 340.5 386.7 964.5 671.4
Othter public borrowing 4.4 1843 57.9 4.5 =517
Exeeptional financing 90.4 776 295.2
Domestic (net) 1987 1,853 2,662.7 1,481.7 14626 1,8243
Banking system 1787 4,703.9 2,565.4 1,989.5 1,5122 1,809.6
Central bank 1787 -289.6 1,640.9 5835 8653 1,085.1
Commiereial banks 1,994 0245 1.406.0 647.0 7245
Nonbank financing 20.0 1504 973 -507.8 -49.7 147
Hrrors and omissions -123.4 488 378 <258 1957 =21.2
Memorandum items:
Stock of government domestic debt 1,515.9 3,220.7 5,786.1 T.8056 93179 11,127.5
(in percent of GDF) 30.5 58.2 6.7 1259 119.9 132
Deefense expendinmes 6342 1,9363 2,224.5 2,2203 1,883.6 2,144
(in percent of GDF) 127 350 LY 358 4.2 233

Hources: Ministry of Finance; and staff estimates.
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Table 15, Eritrea: Selected Indicators of Government Operations, 1697-2002

STATISTICAL APPENDIX

1997 1598 155% 2000 2001 2002
Prel. Est.
(Anmuzl percentage change)
Total reverntie and prants 24.0 -4.4 8.0 389 is 14
Total reveme 46.1 -16.5 12.2 112 =58 154
Tax revenue 155 1.8 43 -5 ot 203
Montax revenue 9L.8 -43.8 03 338 =336 359
Extraordinary revenne 1431 16.6 -45.% -832
Grants -39.8 80.4 -5.8 146.4 14.2 -187
Total expenditme 1.8 54.9 294 -24.4 5.9 139
Current expenditure -15.6 96.9 15.5 4.7 =23 11.2
Capital expenditure 321 252 56,2 -67.8 86.5 126
Net lending and contingency =916 -92.0 -3,250.0 442.1 -318.9 -935
Special programs -84.3 1774 566 7223 303 -37.2
(In percent of GDP, wnless otherwise indicated)
Total reveme and grants 46.5 0.9 39.9 53.4 433 37.8
Total revemue 40.7 30.5 37 34.0 256 254
Tax ravenue 19.3 17.7 17.0 15.8 16.% 17.0
Naontax revenue 214 10.3 10.0 129 6.9 8.0
Extracrdinary revenue 21 4.6 52 23 03
Grants 58 94 8.2 194 127 124
Total expenditire 514 763 914 66.7 585 572
Current expenditure 244 303 537 54.3 423 405
Capital expenditure 231 26.0 75 11.7 175 16.9
Net lending and contingency -0.1 0.0 0.1 07 -13 0.1
Overall balance, excluding speciai programs
Excluding grants -10.8 -45.7 -50.7 -32.7 <328 318
Ineluding grants -5.0 -36.4 -51.5 <133 -15.2 -19.6
Specjal programs 07 16 24 188 19.5 106
Overall balanee, including special programs
Excluding grante -11.4 -474 -62.1 =503 -525 -42.3
Including grants -5.6 -38.0 -53.% -321 -34.8 -30.1
Pinaneing 5.6 38,0 53.9 izl 348 301
External {net) 41 36 3.8 8.6 13.5 10.2
Domestie (net} 4.0 3335 44.5 239 18.8 202
Errors and amisgions -2.5 0% 0.6 -04 25 -0.2
Memorandum item:
GDP at current market prices (in millions of nakfa) t/ 4,974 5,530 3,982 6,201 7771 9,031

Sources: Ministry of Finance, and staff estimates,



Table 16. Britrea: Government Revenuies and Grants, 1997-2002

STATISTICAL AFPPENDIX

1997 1998 1999 2000 2001 2002
FPrel. Hst,
(In millictss of nakfa)

Tax reverme 9554 977.0 1,0187 9427 1,278.8 1,538.2
Direot taxes 4475 5123 3187 4735 37239 3528
Personal income 117.2 128.0 131.4 122.7 136.9 159.6
Business profits 2929 EXTW] 3377 2999 3875 337.2
Rehabilitation tax 181 17.5 113 10.4 29 1R

Other 1/ 19.7 EkN) 38.2 40.6 45.5 54.1
Indirect domestic taxes 2128 1985 236.8 238.1 2970 3683
Sales tax on domestic goods 120.8 1202 142.0 1574

Sales tax on domestic services 2/ 487 5.6 710 926
Exeises 42.5 66.3 84.0 1185
Import duties and taxes 2987 266,1 2633 2710 409.0 617.1
Customs duties 184.2 1673 162.0 162.7 2413 3033

Sales faxe on imports 1053 1040 152.7 2557
Excises on imports 9.1 74 150 58.1
Nontax revenme 1,063.4 597.3 599.9 802 8 5327 724.1
Port fees and charpres 444 3 49.7 L072.0 594 1033 1485
Other fees and charpes 013 86,7 1026 3643 1857 3.0
Sales of goods and services 5.1 528 409 421 48,8 554
Sales of government property 554 1.3 64.9 136.4 289 2913
Residual surphis and dividends nta 151.2 15727 114.2 359 16.0
Other 1176 196.1 1268 6.4 146.1 1339
Extracrdinary revenue 1139 2769 3229 174.9 292
Luocal transfer to defense §7.1 714 25.2 152
Surtax 26.8 276.9 2515 149.7 139
Reverue 20228 1,688.7 1,895.5 2,183 1,985.4 22914
External grants 2879 3104 489.0 1,204.8 1,375.8 1,1184
Grants in kind/earmarked 2879 458.2 ERZR 1,008.% 1,335.1 1,0983
Humanitarfan 327 9.7 142.0 9697 866.3 483 4
Demobilization 6.9 65
Capital projects 2352 367.5 215.6 393 4620 608 .4
Public contribution (transfer to defense from sbroad) §1.2 1314 1958 40.4 201
Revenue and external grants 23107 2,208.1 2,384.5 33131 33619 34098

{In pereent of GDFY
Direct taxes 9.0 23 87 16 14 6.1
Domestic mdirect taxes 43 15 4.0 38 38 4.1
Tmpoet duties and taxes 6.0 4.8 44 4.4 53 6.8
Nontax revenue 214 10,8 10.0 129 6.9 8.0
Extracrdinary revenue 21 4.6 52 23 G¢3
External grants 58 94 82 19.4 17.7 124
{In percent of tolal revenne and external prants)
Direet taxes 194 232 218 14.3 17.0 16.2
Donpestic indirect taxea 9.2 2.0 0.9 12 LR 10.8
Impeet duties and taxcs 129 12.1 110 82 12.2 18.1
Nontax revenue 46.0 271 152 242 158 21.2
Extracrdinary reveuue 52 11.6 97 5.2 0.9
External granits i35 s 20.5 36.4 40.9 328
(Annuat percentage change)

Direct taxes 179 144 1.2 -87 21.0 -3.5
Domestic indirest taxes 178 -6.7 192 3.6 4.7 24.0
Tmport duites and taxes 10.7 -[og -1.1 2.9 509 50.9
Nontax revenme 9i.8 -43.8 03 3.8 -33.6 359
Bxteaordinary revenue . 143.1 16.6 -45.8 -813
External grants -30.8 804 -58 146.4 14.2 -18.7

Sources: Ministry of Finance; and ataff estimales.

1 Agrimulal incomne tax and land use fee, taxes on dividends, and remtal ingeme.

¥ Including stamp duties.



Table 17. Eritrea: Govemnment Current Expenditure by Economic Clagsification, 1957-2002
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BTATISTICAL APFENDIX

1997 1998 1999 2000 2001 2002
Frel Est.
(In millicns of nakfa)

Current expenditure 1,445.5 28723 3,3559 43338 4,160.4 4,147.2

“Wages, salaries, and allowances F05.8 8383 982.0 LI08S 1,166.8 1,471.0
Defenze 3871 488.5 6179 936.5 8167 1,034.6
Cthers 3197 369.8 3641 3724 3501 4364

Materinls 5197 1,679.7 1,877.0 1,532.5 1,407.8 1,489.3
Deferne 247.1 1,447.8 1,606.6 1,283.7 1,066 9 1,069.8
(thers 2726 2118 2704 248.8 3409 419.5

Subsidies 250 1379

Pensions 216 21.0 18.9

Interest and charges 493 67.3 1122 1750 266.1 3478
Damestic 423 6529 1009 1570 2025 1332
External 4.4 13 18.0 63.7 108.7

Grants and contribitions 1370 176.3 2427 3011 2876 3290

Demobilization - 6.8 78

Humanitarian assistance 37 0.7 142.0 269.7 8663 483 .4

{In percent of GDF)

Current expenditure 29.1 e 56.1 69.9 535 459

Wages, salaries, and allowances 14.2 155 164 211 15.0 163
Defense 78 88 103 15.1 16.5 1.5
QOthers 6.4 6.7 6.1 60 4.5 4.8

Materials 104 304 314 24.7 181 165"
Defense 5.0 262 %9 207 13.7 11.3
Others 5.5 4.2 4.5 4.0 44 4.6

Subsidies 0.4 18 0.0

Pensions 0.3 03 0.2

Interest and charges 1.0 12 19 28 34 38
Tiomestic 1.0 1.1 1.7 25 26 6
Bxternal 0.1 0.2 0.3 <] 1.2

Grants and contributions 28 32 4.1 4.9 £l 6

Demobilization 0. a1

Hurmanitarian assistance a7 16 2.4 156 11.1 54

(In percent of total current expenditure)

Wages, salaries, and allowances 48.9 209 203 k1% 28.0 335

Materiats 360 5835 559 354 338 359

Subsidies 0.6 33 0.0

Pensions 0.5 0.5 05

Interest and charges i4 2.3 33 4.0 6.4 84

Grants and contributions 235 6.1 7.2 6.9 9 79

Demobilization 02 0z

Humanitatian assistance 23 32 4.2 224 20.8 1.7

{Annual percemtage change)

Current expenditure -2 8.7 16.8 201 -4.0 -0.3
‘Wages, salaries, and allowances -11.5 114 14.4 333 -109 26.1
Materials -276 252 11.7 -18.4 -Bb 58
Subaidies 4515 -100.0
Pensions -27 -0.8
Interest and charges 382 36.5 66.7 56.0 521 307
Grants and contributions 12.2 28.7 377 24.1 -4.5 14.4
Demobilization -100.0 13.7
Humanitarisn assistance -83.2 177.4 56.6 5829 =107 -44.2

Sources: Ministry of Finanee; and staff estimates.



Table 18. Britrea: Government Current Expenditure by Functional Classification, 1997-2002

STATISTICAL APPENDIX

1997 1998 1999 2000 2001 2002
Prel Esl.
(In millionz of nakfa)

General services 886.0 2,258 2,624.5 2,722 24447 2,619.5
Interial affairs 36.6 211 4.4 259 364 46.9
Regional administration 55.% 161.8 242.8 3288 126.7 164 8
Foreign affairs 84.5 884 58.1 102.7 103.6 1781
Ministry of Finance 0.8 273 254 17.5 209 34.0
Defense 1/ 6342 1,936.3 2,224.5 22283 1,883.8 2,104.4
Others 2/ 244 18.9 483 270 54.5 903

Economic services 1408 66.3 136.] 557 64.6 TLL
Agricultore and natural resoutces 37 328 36.0 115 329 343 31s
Trade, industry, and tourism 7.2 89 7.2 5.2 103 87
Mining and energy 4.0 33 31 29 31 34
Reads, transport, and communications 85.0 128 7.2 55 37 6.7
Construction and urban development @7 30 8.0 78 9.2 3.7
Others 4/ 21 23 79.1 1.3 20 10

Social services 2795 3184 3411 361.8 3456 394 8
Edueation and training 1383 159.2 1692 163.8 182.0 1829
Health 81.1 99.4 103.1 383 97.6 110.8
Labor and social welfare 39 a6 8.6 83 8.6 11.0
Relief and rehabilitation 87 89 9.0 i1 69 134
Others 5/ 41.5 423 51.2 59.3 50.3 7.7

Safety net measyres 12.5 4.4 6.9 78
Demobilization and reintegration 6.9 78
Support to martyrs' families 125 4.4

Pension payments 218 21.0 189

Interest and charges 49,3 673 1122 175.0 266.1 7.8
Domestic debt 49.3 629 1009 1570 202.5 239.2
External debt 44 113 18.0 63.7 108.7

Humanitarian assistance 327 907 142.0 9697 866.3 483 4

Miscellanzous 6/ 44.7 714 2719 145.2 2037

Tatal current expenditure 1,4455 2,8723 3,355.9 4,333 8 4,1604 4,147.1

{In percent of GDF)

General services 17.% 40.8 43¢ 43.9 315 20.0
Of which: defense 127 35.0 7.2 358 242 233

Economic services 28 1.2 23 0e 08 0.8

Social services 56 5.8 57 3R 44 44
Of whick: education and health 44 4.7 3.6 4.2 15 33

Others 28 4.2 4.2 18.9 16.5 11.5

(In percent of total current expenditure)

Genera] services 61.3 785 78,2 628 588 632
Of which: defense 43.9 674 £6.3 51.2 4353 50.7

Economic services 87 23 4.1 13 16 1.7

Social services 193 1.1 10.2 83 LE] 9.5
Of which: education and health 15.2 9.0 8.1 6.1 6.7 7.1

Others 2.6 8.1 1.5 271 309 251

(Annual pereentage change)
General services -34.3 128.8 17 ol =283 -7.8
Of which: defenge -30.7 1746 6.2 =37 -323 -39

Economic services -32.6 -57.7 §9.8 -60.5 -1.5 -5.2

Social services 3286 25 =10 23 -23.8 -1.7
Of which: education and health 531 55 2.7 -6.8 -15.2 0.6

Others -59.4 511 0.5 3450 -12.6 -30.1

Sources: Ministry of Finanee; and staff estimates.

1 Incding the eost of the Mational Service Program in 1994-96, and the back pay of wages and salaries.
2/ Tncluding President's Offive, Ministry of Mustice, Auditor General, Central Personnel Agency, Peace Keeping Commissior, and National Statistics and Evatuation |

3/ Inchuding Ministry of Fisheries.

4/ Including Eritrean Standard Ingtitute, Privatization Agency, Free Zone Admitistration, and Land Commission,

5/ Including Ministry of Information and other national organizaticns,
&/ Including subsidies and support to families of the rezerve army.



Table 15,

Eritrea; Government Capital Bxpenditure, 1997-2002

STATISTICAL AFVENDIX

1997 1998 1999 2000 001 2002
Prel, Est,
(Tn millions of nakfa)
General services 99.6 1583 1249 1174 241.2 2278
Economic development T14.2 9084 2,003 5514 1,35%.0 955.6
Agriculture and natural resources 1/ 180.6 410.6 367.5 116.2 1647 1313
Mining and energy 190.7 198.4 1.1 33 L 1.0
Trade, industry, and tonrism 87.6 76.7 14.2 12 4.7 3.8
Transpart, construetion, and commnrcations 2421 3127 1475.2 2627 551.2 3754
Finance 2/ 13.2 1503 198.0 637.5 438.0
Social development 1340 250.7 1126 366.1 404.8 807.7
Edugation 993 94.2 64,1 262.2 231.2 284.3
Health 550 72.8 454 85,8 143.2 478.2
Social affairs 18.6 787 0.3 10.4 13.7 211
Others 3/ 1681 50 27 7.6 16.7 4.1
Total capital expendinze 1,147.8 14374 2,2457 1,064.9 2,005.0 1,991.1
Financing by source 1,147.8 14374 2,245.7 1,064.9 2,005.0 1,9911
Central treasury 6B7.8 3842 1,157.0 4935 5593 665.3
Externally financed 460.0 4532 1,088.7 714 14458 13257
(In percent of GDP)
General servicss 20 j4 21 1.9 EN I 25
Economic development 14.4 18.1 336 o4 175 106
Qf whick: agricultre and natural resources 16 74 6.1 1.2 2.1 1.5
Social development 6.7 4.5 1.9 59 5.2 39
Of whinh: education and health 3l 30 1.8 5.6 43 84
{In percent of total capital expenditure)
General services 8.7 13.1 5.6 1L.0 12.6 114
Economic development 612 69.5 89.4 34.6 7.8 48.0
Of which: agriculture and natural rescurces 157 28.6 6.4 109 82 6.6
Social development 29.1 17.4 5.0 34.4 20.2 40.6
Of which: education and heaith i34 11.6 49 7 18.7 353
(Ammml percentage ohange)

General services -39.2 89.1 -33.7 -6.0 105.5 -3.5
Eeonomic development 31.2 398 101.2 -71.0 133.7 -2.7
Of witleh: agriculture and natural reaources -29.5 1274 -10.5 -68.4 417 =202
Social development 64.6 -H9 -55.1 2352 16.6 99.5
Of whieh: eduration and health 126 52 -34.4 217.9 7.6 133.6

Sources: Mnistry of Finance; and staff estimates.

1/ Inchwling Ministry of Ficheries.

2/ Inchuding Emergeney Reconstruction Frogram (ERF}

3/ Inchwing Ministry of Information and national organizations.



Table 20. Eritrea: Monetary Survey, 1997-2002

STATISTICAL APFENDIX

1997 1998 1999 2006 2001 2002
Dec. Dee. Dec Dec. Mar. Jun Sep. Dec. Mar. Jun. Sep. Dec.
Proj.
(In millions of nakfa)
Net foreign assets 1,855 789 951 553 410 361 861 1,220 730 836 910 t,232
Foreign assets 2,102 1,084 1,391 1,289 1,227 1,530 2,239 2,831 2,247 2,455 2,648 2,593
Of which - foreign Teserves 1,728 525 52t 370 360 478 524 697 649 480 416 4568
Foreign liabilities 247 294 440 745 816 1,168 1,378 1,610 1,518 1,559 1,738 1,761
Net domestic assets 2,937 4,874 7,027 2,465 8,657 9,134 9,304 10,182 11,084 11,488 12,118 12,275
Net domestic credit 3,486 5983 8364 10,178 10,343 9,439 9,927 10,943 11,365 11,906 12,580 13,209
Net claims on the central government 1,517 3221 5,773 7,766 7825 6,844 7,183 8,101 8302 8,747 9,325 9,834
Credit to the economy 1,969 2,765 2,591 2412 2,518 2,585 2,744 2,842 3,002 3,159 3257 3,373
Credit to public enterprises 85 265 697 402 385 322 287 349 383 144 114 125
Credit to privare sector 1,584 2,499 1,870 1,985 2,100 2,249 2,442 2,483 2,610 3,015 3143 3,249
Valuation ] 283 4685 403 492 492 692 454 457 468 463 485
Other items (ne1) -549 -1,394 -1,802 2,206 -2,179 -797 -1,315 -1,215 -737 886 926 -1,419
Money and quasi money 4,792 5,663 1977 9,018 2,067 9,495 10,165 11.402 18,813 12,384 13,028 13,507
Money (M2} 4,710 3,577 7,554 8,728 8,740 2,114 9,626 10,950 11,270 11,857 12,479 13,031
Money (M1} 2,024 2,307 1,465 3,931 3,882 1,999 3,342 5,036 5074 5,208 5,680 5,949
Currency outside banks 574 825 1,138 1,468 1410 1,515 1,635 1,868 1,919 2,037 2,165 2,215
Demand deposits 1,430 1,481 2,327 2,453 2,472 2,484 2,707 3,169 3,155 3,171 3,515 3,735
Time and savings deposits 2,686 3271 4,089 4,797 4,857 5115 5,285 5,914 6,196 6,649 6,799 7,682
Foretgn cummency deposits 82 Bo 423 200 327 382 539 452 543 527 549 476
Reserve motey (M) 4,718 3,005 4,241 4,564 4,602 3,740 3,788 4,408 4,270 4,232 4,539 4,955
Excess reserves 3,241 1,192 1,567 1,453 1,485 488 149 397 163 .81 -11 332
(Annual change in percent of beginning-of-period broad money stock)
Met foreign assets 1.9 -222 29 50 -6 1.0 4.9 7.4 3.5 36 05 0.1
et domestic assets 78 40.4 38.0 18.0 19.4 16.6 152 19.0 26.8 248 277 134
Net domestic credit 13.8 522 42.0 227 23.4 72 6.3 85 11.3 26.0 261 19.9
Net claims on central government 2.9 56 45.1 250 256 2.4 0.5 7 59 206.0 21.0 152
Credit to the economy 10.9 16.6 -31 -23 22 51 58 4.8 53 59 At 47
Credit to private sector 2] 19.1 -1 1.4 08 6.8 58 55 56 8.1 6.9 6.7
Valuation 59 a2 0.3 a3 03 2.7 0.4 -0.4 -3 23 03
Other items (nel) -6.1 -17.6 <12 =51 -4.4 9.0 6.2 11.0 159 09 EX:) -1.8
Money and quasi money 257 18.2 40.9 13.0 15.8 175 20.1 264 0.3 30.4 28.2 18.5
Money (M2) 275 18.1 349 14.7 4.5 157 16.6 24.6 279 289 28.1 183
Money (M1} 14.1 59 205 5.8 71 6.4 1.2 123 131 12.7 13.2 80
Currency ouiside banks 52 55 4.1 35 2.6 29 4.4 56 55 52 30
Demand deposits 14.1 0.7 149 1.7 X 38 43 78 7.5 72 3.0 50
Time and savings deposits 134 122 144 3.9 74 %3 9.4 12.4 14.3 16.2 149 10.2
Foreign currency deposits -L8 0.1 6.0 -1.7 1.3 1.8 3.3 1.8 24 15 0] 0.2
Memorandum itemns:
(Annual percentage change, unless otherwise indicated)
Reserve money 284 -36.3 411 16 11.9 -11.4 -14.6 34 -1.2 13.2 19.8% 124
Broad money 267 182 40.9 13.0 15.8 175 201 2604 303 304 28.2 i85
M2 276 184 54 155 149 16.2 17.1 255 285 0.1 20.6 19.0
Credit w private sector 136 578 -252 6.2 31 322 251 251 243 4.1 287 0.8
Excess reserves/broad mongy (percent) 676 211 196 16.1 164 51 15 is L4 0.7 -0.1 5
Composition of Broad money (in percent of broad money)
M2 98.3 985 94.7 238 96.4 96.0 941 965.0 954 957 938 965
Curreney outside banks 120 4.6 14.3 163 15.6 16.0 la.1 16.4 16.2 16.4 16.6 164
Demand deposits 303 262 292 273 273 262 26.6 27.8 26.7 256 270 217
Time and savings deposils 56.1 57.8 51.3 532 536 539 52.0 519 52.4 537 522 524
Foreign currency deposits 1.7 1.5 53 3.2 36 4.0 53 4.0 4.6 43 4.2 15

Sources: Bank of Eritrea;, and staff estimates and projections.



Table 21. Eritrea: Summary Accounts of the Bank of Eritrea, 1997-2002

(In millions of nakfa) 1/

1997 1998 1999 2000 2001 2002
Dec. Dec. Dec. Dec. Mar. Jun. Sep. Dec. Mar. Jun. Sep. Dec.
Proj.
Net foreign assets 1,734 524 518 247 236 201 336 524 479 309 242 293
Foreign assets 1,746 532 537 386 376 494 543 716 668 499 434 487
Of which: international reserves 1,728 525 521 370 360 478 524 697 649 480 416 468
Foreign liabilities It B 19 139 14¢ 293 207 192 189 191 192 195
Net domestic assets 2,984 2481 3,722 4,317 4,366 3,539 3,452 3,885 3,791 3,924 4,296 4,662
Net dorestic credit 1,939 1,790 3,154 4,061 4,143 3,360 3,392 3,900 3,801 4,002 4,544 5,019
Net claims on central govermment 1,626 1,336 2,964 3,551 3,645 2,879 2,753 3,239 3,123 3,271 3,837 4,248
Excl. customs deposit accounts 1,626 1,336 2977 3,561 3,664 2,901 2,776 3,240 3,146 3,297 3,839 4,255
Credit to central government 2,009 1,788 3,780 4,145 4,152 3,678 3,685 4,043 4,146 4,397 4,899 5,375
Deposits of central government 383 452 816 594 508 799 933 805 1,023 1,126 1,061 1,127
Credit to the economy 102 75 95 161 156 145 190 117 212 214 190 193
Of which: credit to private sector 102 75 95 161 156 145 190 117 212 214 190 193
Claims on nonbank financial institutions 0 0 Q 0 0 0 0 0 0 0 0 ¢
Credit to commercial banks 235 381 371 448 453 457 597 653 588 597 605 624
Cther deposits in foreign currency -24 -3 -276 -100 -110 -122 -148 -108 -122 -79 -88 -46
Valuation 189 279 378 391 391 391 489 251 252 257 257 265
Other items (net) 856 412 190 -134 -167 212 -429 -266 -262 -336 -505 -621
Assets 1,283 1,138 1,072 1,078 1,085 1,084 1,085 1,085 1,089 1,110 1,093 1,107
Liabilities 427 726 882 1,212 1,253 1,296 1,514 1,351 1,351 1,446 1,598 1,729
Reserve money (M0) 4,718 3,005 4,241 4,564 4,602 3,740 3,788 4,409 4,270 4,232 4,539 4,955

Sources: Bank of Eritrea; and staff estimates.
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Table 22. Eritrea; Summary Accounts of the Commercial Banks, 1997-2002

(In millions of nak{a)

1997 1993 1999 2000 2001 2002
Dec. Dec. Dec. Dec. Mar, Jun. Sep. Dec Mar. Jun. Sep. Dec.
Proj.
Net foreign assets 121 265 432 306 174 160 525 697 250 587 667 939
Assets 356 551 854 913 851 1,036 1,696 2,115 1,586 1,956 2,213 2,505
Liabilities 235 286 421 607 676 876 1,172 1,418 1,329 1,368 1,546 1,566
Net domestic assets 3,979 4,545 5,937 7,106 7.275 7,649 7,654 8,643 9,413 9,500 9,958 10,226
Net domestic credit 5,573 6,346 7,842 9,076 9,185 8,133 8337 9,388 9,684 9,839 10,172 10,803
Claims on central government (net) -109 1,884 2.809 4215 4,180 3,965 4,431 4,862 5,240 5,476 5,486 5,586
Credit to the economy 1,867 2,689 2,496 2,250 2,362 2,450 2,554 2,725 2,791 2,945 3,067 3,181
Credit to public enterprises 385 265 697 402 3595 322 287 349 383 144 114 125
Credit to private sector 1,482 2,424 1,775 1,823 1,944 2,104 2,252 2,367 2,398 2,801 2,954 3,056
Claims on nonbank financial institutions 0 0 25 24 23 24 14 10 10 0 0 0
Claims on the Bank of Eritrea (net) 3,814 1,773 2,537 2,610 2,643 1,718 1,353 1,801 1,654 1,418 1,619 2,036
Total reserves 4,050 2,154 2,908 3,058 3,095 2,175 1,950 2,453 2242 2,014 2,225 2,660
Required reserves 808 945 1,244 1,444 1,447 1,510 1,558 1,799 1,848 1,928 2,033 2,147
Excess roserves 3,241 1,192 1,567 1,453 1,485 488 149 397 163 -81 -11 332
Credit from the Bank of Eritrea -235 -381 -371 -448 -453 -457 =597 -653 -588 -597 -605 -624
Valuation 0 4 87 102 102 102 203 203 205 211 206 220
Other items (net) -1,594 -1,306 -1,993 -2,071 -2,011 -586 -B86 -949 -476 -350 -420 -797
Deposits 4,100 4,810 6,36% 7412 7.450 7.809 8,179 9,339 9,664 10,088 10,626 11,165
Demand deposits 1,355 1,456 2,133 2,425 2,375 2,434 2,503 3,081 3,046 2,990 3,366 3,654
Savings deposits 2,616 3225 3,995 4,739 4,823 5,077 5,243 5,860 6,155 6,610 6,757 7,039
Fized deposits 70 46 94 57 35 38 42 54 41 39 42 43
Resident foreign currency deposits 58 83 147 190 217 260 301 345 422 448 460 429

- 20T -

Sources: Bank of Eritrea; Commercial Bank of Eritrea; and Housing and Commerce Bank of Eritrea; and staff estimates.
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Table 23. Eritrea: Distribution of Net Foreign Assets, 1997-2002

(In millions of nakfa)

STATISTICAL APPENDIX

1997 1598 1299 2000 2001 2002
Dec Dec. Dec Dec. Mar. Jun. Sep. Dec Mar. Jun. Sep. Dec.
Net foreign assets (excl. birr claims) 1,793 ‘183 951 553 410 ElH 861 1,220 730 895 910
Bank of Eritrea (BE) 1,417 524 518 247 236 201 336 524 47 309 242 367
Commercial Bank of Fritrea (CBE) 350 214 366 248 102 83 367 530 1 402 526
Housing and Commerce Bank of Eritrea {HCE} ig 31 66 58 72 78 157 166 217 185 141
Assets 1,820 1,084 1,391 1,299 1,227 1,530 2,239 2,831 2,247 2,455 2,648 .
BE 1,428 532 337 386 376 494 543 716 668 499 434 560
CBE 82 500 787 855 779 958 1,539 1,907 1,362 1,771 1,015
Foreign exchange 12 32 [0s 192 156 65 176 136 106 154 164
Claims en foreign banks 344 468 683 663 623 893 1,363 1,771 1,256 1,516 1,851
HCB 30 51 66 58 72 78 157 207 217 185 192
Foreign exchange g 11 12 15 9 ] 40 43 11 18 1
Claims on foreign banks 22 40 54 42 62 72 117 165 208 167 186
Liabilities 27 204 446 745 816 1,162 1,378 1,610 L35I8 [,359 1,738
BE 11 8 19 139 140 293 207 192 189 191 192 193
CBE 3 286 421 507 676 876 1,172 1,377 1.329 1,368 1,489
HCB 12 9 1] [ o 4] aQ 41 0 1] 57
Annuval change 911 -1,004 162 -397 -8 79 234 667 39 534 49
BE 778 -893 -6 =271 -104 -41 40 277 243 108 -94 -157
CBE 113 -145 152 -118 69 86 175 282 -69 320 159
HCB 21 33 15 -8 27 34 100 109 145 107 -16
Bitr ¢laims {net) -891 -204 204 -209 -209 978 978 978 978 978 978
BE -18 978 978 78 973 978 978 978 973 Q78 878 o78
CBE -864 -1,182 -1,182 -1,186 -1,186 ] a 0 a 1] 1]
HCB -8 4] o Q 4] Q 0 0 0 0 a
Assets 997 2,226 2,226 966 596 906 996 995 996 996 996
BE ] 9% 996 96 956 596 995 996 996 996 986 926G
CBE 97 1,230 1,230 0 4] 0 0 ] ] 0 a
HCR 0 0 o G 1] 4 )] 0 0 ] 0
Liabilities 1,887 2,430 2,430 1,205 1,205 I8 18 18 18 13 18
BE 18 18 18 18 18 18 18 18 18 18 13 18
CBE 1,860 2412 2,4i2 1,186 1,186 0 0 & 0 0 [
HCB 3 0 & 0 0 0 0 0 o 0 0
Annual change =732 687 0 -5 -5 1,182 1,183 1,186 1,186 4 o
BE 0 295 0 0 0 0 a 1] 0 ] 0 0
CBE =731 -318 0 -5 -5 1,182 1,183 1,186 1,186 0 o
HCB -1 8 0 o 4] a a 0 3 o 0

Sources: Bank of Eritrea; Commercial Bank of Eritrea; and Housing and Commeree Bank of Eritrea.



Table 24, Eritrea: Commercial Banks’ Excess Reserves, 1997-2002

(In millions of nakfa, unless otherwise indicated)

1997 1998 1999 2000 2001 2002
Dec. Dec. Dec. Dec. Mar. Jun. Sep. Dec. Mar. Jun. Sep. Dee.
(Tn miltions of nakfa, unless otherwise indicated)
Commercial Bank of Eritrea
Reserves 1/ 3918 1,968 2,349 2,492 2,544 1,408 1,206 1.679 1,443 1,156 1,268
Deposits with Bank of Eritrea 3,105 1,637 2,141 2,109 2,084 1,004 841 1,277 1,092 697 707
Cash in vaults 213 330 208 38 460 404 365 402 351 459 561
Deposits 1/ 3,467 3,927 5,069 5,924 3,950 6,222 6,395 7447 7,528 7,744 8,253
Demand 1,338 1,384 1,969 2,156 2,098 2,158 2,177 2,734 2,661 2,552 2,943
Savings 2121 2,529 3,079 3,738 3,821 4,030 4,180 4,663 4,828 5,155 5,269
Fixed 8 14 21 3t 31 34 37 50 38 36 41
Reserve requirements (20 percent of deposits) 693 785 1,014 1,185 1,190 1,244 1,279 1,489 1,506 1,549 1,651
Excess reserves 3,224 1,182 1,335 1,307 1,354 163 =713 190 -62 -393 382
{in percent of deposits) 93.0 304 263 22.1 228 26 -1.1 26 0.8 -5.1 4.6
Housing and Commerce Bank of Eritrea
Reserves 1/ 132 170 464 406 387 590 500 517 568 691 754
Deposits with Bank of Eritrea 118 100 383 309 280 509 446 422 444 618 719
Cash in vaults 14 70 81 97 107 80 55 95 124 73. 35
Deposits 1/ 5714 799 1,153 1,298 1,283 1,327 1,393 1,548 1,714 1,896 1,912
Demand IR 72 164 270 277 276 326 347 384 439 423
Savings 495 696 916 1,001 1,001 1,047 1,063 1,197 1,327 1,454 1,487
Fixed 62 32 73 27 4 4 4 3 3 3 2
Reserve requirements (20 percent of deposits) 115 160 231 260 257 265 279 310 343 379 382
Excess reserves 17 10 233 146 131 324 222 207 225 311 372
(in percent of deposits) 3.0 13 202 11.3 10.2 244 15.9 13.4 13.1 16.4 194
Total commercial banking scctor
Excess reserves 3,241 1,182 1,569 1,453 1,485 488 149 397 163 -81 -
(in percent of deposits) 80.2 252 252 20.1 20.5 6.5 1.9 4.4 1.3 0.8 -0.1

Sources: Bank of Eritrea; Commercial Bank of Eritrea, Housing and Comumerce Bank of Eritrea; and staff estimates.

1/ Local currency only.
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Table 25. Eritrea: Sectoral Distributicn of Commercia) Bank Loans, 1597-2002

{In millions of nakfa)
1597 1998 1959 2000 2001 2062
December December December June Decernber June December June December
Total Of which Total  Of which Total  OF which Total  Ofwhich Total O which Total  Of which Total  Of whick Total  Of which Total Of which
private private private private private private private private private
Agriculture 119 o6 165 1n2 171 118 183 127 144 9
Term loans 65 47 98 a5 5 [ &t 75 87 87
Overdrafts 55 19 67 27 96 49 102 52 57 19
Manufacturing 7 206 419 283 325 163 317 158 250 145
Term loans 188 129 204 132 124 62 124 58 138 63
Overdraftg 128 77 215 155 151 100 193 100 154 82
Domestic trade and services 5 581 904 839 o84 825 538 506 687 652
Term loans 506 382 712 660 745 708 209 3R4 300 285
Overdrafts 244 199 183 180 239 217 227 222 387 67
Export S8 40 4] 40 S 7 g T 6 3]
Term loans L1 25 23 22 4 3 2 2 2 2
Overdrafts 27 15 19 1% 4 4 5 5 4 4
import 231 200 297 275 224 204 266 241 247 224
Term loans 93 26 136 135 & 91 a6 95 101 101
Overdrafts 138 13 161 139 133 112 170 146 146 123
Building and construction 104 53 113 100 &2 35 45 40 47 41
Term loans 44 37 108 94 57 48 37 32 39 33
Overdrafts Lx} i6 [ & 5 7 8 ] 8 H
Other 73 73 6B 207 413 413 329 329 470 470
Total 1,653 1,219 2,008 1,862 2,599 2,276 2,013 1,764 2,361 2,108
Term foans 9949 780 1,280 1,128 1412 1,219 R81 760 984 885
Overdrafis 635 439 660 526 774 644 803 675 208 753

Sources: Bank of Eritrea, Commercial Bank of Etitrea, Housing and Commerce Bank of Eritrea; and staf¥ estimates.
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Tabte 26. Eritrea: Structure of Interest Rates, 1997-2002 1/

(In percent per annum; end of periad)

1997 1998 1999 2000 2001 2002
Savings deposits 6.0 6.0 (6.5) 6.0 (6.00 6.0 (6.0) 5.0-6.0 40-5.0
Loans
Agriculture
Commercial 85-9.5 85-95 8.0-12.0 8.0-12.0 8.0-12.0 8.0-120
Small scale 75-85 75-85 8.0-12.0 §0-12.0 8.0-120 8.0-120
Industry, mining, power, and water resources 85-93 8.5-9.5(83) 8.0-12.0 8.5-9.5(8.5) 8.0-12.0 8.0-120
Cottage industries 75-85 7.5-85 8.0-12.0 8.0-12.0 8.0-12.0 B.0-12.0
Domestic trade 12.0 12 (11.0) 8.0-12.0 80-12(8.5-12} 8.0-12.0 80-120
Transport and communications 8.5 8.5 8.0-120 8.0-120 8.0-12.0 8.0-12.0
Export trade 8.0 8.0 (8.0) 8.0-12.0 8.0-1203.0) 80-120 8.0-12.0
Import trade 9.0-12.0 9.0-12.0 (9.0} 8.0-120 8.0-12(9.0) 8.0-12.0 8.0-12.0
Hotels and tourism B.5-9.5 8.5-9.5 8.0-120 8.G6-120 8.0-12.0 8.0-12.0
Personal loans 10.0 10.0(8.5-12.0) 8.0-12.0 8.0-12.0(12.0) 16.0-12.0 10.0-12.0
Housing
Construction 7.5-10.0 7.5-10.0 (8.5-9.0) 80-120 8.0-12.0(5.5-10.0) 9.5-12.0 9.5-12.0
Purchases 85-11.0 85-11.0(12.0) 8.0-12.0 8.0-12.0(12.0)

Sources: Bank of Eritrea; Commercial Bank of Eritrea (CBE); Housing and Commerce Bank of Eritrea (HCBE); and staff estimates.

1/ Represents the interest rate structure of the CBE; from 1998 o, numbers in parentheses are for HCBE.
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Table 27. Eritrea: Balance of Payments, 1997-2002

1997 1998 1999 2000 2001 2002
Prel. Est.
(In millions of U.S. dollars)

Trade balance -441.1 -498.6 -474.5 -433.5 -516.7 -481.7
Exports, f.o.b 53.5 282 20.1 36.7 19.9 51.8
Imports, c.i.f. 494.6 526.8 494.6 470.3 536.7 3334
Petroleum preducts 46.4 214 332 42.4 49.2 48.5
Other imports 448.2 505.4 461.4 427.9 437.4 484.9
Services (net) 55.4 12.9 -57.3 324 94.2 102.3
Recetpts 149.8 82.2 45.6 60.7 127.5 1326
Paymenis 94.4 69.3 102.8 28.1 334 303
Income (net) 3.4 43 6.1 -1.4 -4.6 -6.1

Private transfers {net) 352.1 2454 243.6 195.7 175.0 205.6

Receipts 3544 2477 2547 2002 1804 2110
Payments 2.3 23 111 4.5 5.4 5.5

Current account, excluding official transfers -37.0 -235.9 -282.1 -206.8 .252.1 -179.9

Official transfers (net) 514 58.8 774 102.4 120.8 80.3

Current account, including official transfers 144 -177.1 -204.7 -104.5 -131.4 -9%.6

Capital account {net) 0.0 27 0.6 0.0 7.3 3.0

Financiai account 90.5 717 205.0 98.7 94.8 04.6

Official long-term capitat 289 64.4 109.6 504 101.4 787
Loan disbursements {committed) 28.9 64.4 110.2 51.0 103.1 82.1
Amortization payments 0.0 0.0 -0.7 0.6 -1.8 -34

Other public borrowings (net) 0.0 -0.6 -22.6 -5.7 40 18.2

Foreign direct investment -38.7 -30.4 -83.0 -27.9 -12 -20.0

Short-term capital (net) -22.8 17.8 10.2 -14.7 18.7 159

Errors and omissions 41.8 =713 -15.6 -9.5 36.5 -7.6

Overall batance 146.7 -174.1 -14.7 -15.2 72 -39.0

Financing -146.7 174.1 14.7 152 7.2 3.0

Change in net foreign assets of Bank of Eritrea -146.9 173.3 4.3 38 -14.3 17.5

Change in arrears (+ increase) 0.2 0.8 0.2 0.5 0.6 144

Exceptional financing 0.0 0.0 0.0 2.0 6.5 7.1

(In units indicated)

Memorandurmn jtems:

Current account, excluding official transfers (in millions of U.S. dollars) -37.0 -235.9 -282.1 -206.8 -252.1 -1719.9
(in percent of GDP) -5.4 <315 -384 -32.0 354 -27.8
Current account, including official transfers (in millions of U.S. dollars) 14.4 -177.1 -204.7 -104.5 -131.4 -99.6
{in percent of GDP} 21 -23.6 -27.9 -16.2 -18.4 -15.4
Gross reserves in convertible currency (in miltions of U.S. doflars) 2433 69.0 54.3 36.6 50.6 33l
{in months of imports of goods and services) 5.0 1.4 1.1 0.9 1.1 0.7
Stock of external debt (in millions of U.S. dollars) 75.9 i41.1 274.9 331.9 433.7 508.5
(in percent of GDP) 11.0 18.8 37.5 51.4 60.8 78.0
Debt-service ratio (in percent of exports) 0.3 0.8 5.7 3R 53 i5.1
Exchange rate (in nakfa per U.S. dollar; annual average) 74 8.2 9.6 9.6 109 i4.0

GDP (in millions of U.S. dollars) 690.9 749.9 733.7 645.9 712.9 647.0

Sources: Bank of Eritrea; and staff estimates.
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Table 28. Eritrea: Commodity Composition of Exports, 1997-2002 1/

(In miltions of nakfa,unless otherwise indicated)

1997 1998 1999 2000 2001 2002
Prel. Est.
Food and live animals 81.3 58.3 68.2 109.8 89.8 422.6
Of which : Ethiopia 15.1 2.8 0.0 0.0 0.0 0.0
In percent 18.5 48 0.0 0.0 0.0 0.0
Beverages and tobacco 8.9 0.2 04 0.5 1.3 24
Of which . Ethiopia 8.4 0.1 0.0 0.0 0.0 0.0
In percent 938 50.0 0.0 0.0 0.0 0.0
Crude materials 129.5 39.6 2472 37.7 31.0 62.6
Of which : Ethiopia 94.6 30.0 0.0 0.0 0.0 ¢.0
In percent 73.0 335 0.0 0.0 0.0 0.0
Mineral fuels, Iubricants, and related materials 0.1 0.1 0.0 0.0 0.0 0.0
Of which : Ethiopia 0.1 0.1 0.0 0.0 0.0 0.0
In percent 100.0 100.0 0.0 0.0 00 0.0
Animal and vegetable oils, fats, and waxes 1.4 0.0 31 02 03 1.4
Of which : Ethiopia 1.3 0.0 0.0 0.0 0.0 0.0
In percent 971 0.0 0.0 0.0 0.0 0.¢
Chemicals and related products 8.2 4.1 52 6.3 7.1 4.6
Of which . Ethiopia 5.6 1.4 0.0 0.0 0.0 0.0
In percent 67.8 34.1 0.0 0.0 0.0 0.0
Manufactured goods 64.3 26.1 232 26.1 571 56.0
Of which : Ethiopia 38.6 6.4 0.0 0.0 0.0 0.0
In percent 59.9 24.5 0.0 0.0 0.0 0.0
Machinery and transport equipment 10.8 4.7 29.8 34 1.4 8.7
Of which : Ethiopia 5.8 1.3 0.0 0.0 0.0 0.0
In percent 53.5 277 0.0 0.0 0.0 0.0
Miscellaneous manufactured articles 70.9 13.8 9.5 4.7 53 19.2
Of which . Ethiopia 68.8 10.1 0.0 0.0 0.0 0.0
In percent 97.1 732 0.0 0.0 0.0 0.0
Total 3753 196.9 163.6 188.7 1934 5776
Of which : Bthiopia 238.1 52.2 0.0 0.0 0.0 0.0
In percent 63.5 26.6 0.0 0.0 0.0 0.0

Source: Customs Office.

1/ Data may differ from those in Table 30, owing to incomplete information on the commodity composition of exports.
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Table 29. Fritrea: Commodity Composition of Imports, 1997-2002 1/

(In millions of nakfa, unless otherwise indicated)

1997 1998 1999 2000 2001 2002

Prel. Iist.

Food and live animals 599.9 460.1 7477 1,1257 1,677.1 1,439.1
Of which : Ethiopia 202.7 i8.8 0.0 0.0 0.0 0.0
In percent 338 4.1 0.0 0.0 0.0 0.0
Beverages and tobacco 224 20.2 18.8 13.8 20.2 3535
Of which : Fthiopia 8.3 0.0 Lo 0.0 0.0 0.0
In percent 37.1 0.0 0.0 0.0 0.0 (.0
Crude materials 67.7 43.7 77.0 581 394 63.6
Of which : Ethiopia 16.0 1.0 0.0 0.0 0.0 0.0
In percent 236 23 0.0 0.0 0.0 0.6
Mineral fuels, lnbricants, and related materials 523 41.3 314 51.0 34.0 74.1
Of which: Ethiopia 0.1 10 0.0 0.0 0.0 0.0
In percent 0.1 23 0.0 0.0 0.0 0.0
Animal and vegetable oils, fats, and waxes 57.6 71.3 39.8 111.2 156.0 852
Of which : Bthiopia 03 0.0 0.0 0.0 0.0 0.0
In percent 0.6 0.0 0.0 0.0 0.0 0.0
Chemicals and related products 182.8 152.2 298.6 241.0 271.0 4079
Of which : Ethiopia 4.7 0.2 0.0 0.0 0.0 0.0

In percent 25 0.1 0.0 0.0 0.0 0.0
Manufactured goods 678.5 642.4 635.9 726.7 818.0 1,2303
Of which : Ethiopia 18.4 1.3 0.0 00 0.0 0.0
In percent 27 0.2 0.0 0.0 0.0 0.0
Magchinery and transport equiptnent 1,158.2 1,030.1 996.2 771.2 994.0 1,610.4
Of which : Ethiopia 12.6 253 0.0 0.0 0.0 0.0
In percent 1.1 0.2 0.0 0.0 0.0 0.0
Miscellaneous manufactured articles 2427 231.4 2332 2453 346.0 501.3
Of which : Bthiopia 114 1.1 00 0.0 0.0 0.0
In percent 4.7 0.5 0.0 0.0 0.0 0.0
Total 3,062,0 2,693.0 3,1286 3,344.0 4,355.7 5,447.3
Of which . Ethiopia 274.6 24.9 0.0 0.0 0.0 0.0
In percent 9.0 0.9 0.0 0.0 0.0 0.0

Source: Customs Office.

1/ Data may differ from those in Table 31, owing to incomplete information on the commodity composition of imports.
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1997 1998 1999 2000 2001 2002
Prel. Est. 2/

(In millions of nakfa)
Belgium 0.0 0.2 0.0 0.3 0.0 0.0
Djibouti 2.7 0.5 28.3 0.0 0.3 §.7
Ethiopia 238.1 522 0.0 0.0 0.0 0.0
Germany 2.1 36 5.6 4.6 6.7 2.9
Italy 18.3 10.4 8.6 7.4 15.9 133
Japan 0.0 26.0 0.0 0.0 0.0 0.0
Korea, Rep. of 0.0 0.0 0.5 0.0 0.0 0.0
Netherlands 14 5.7 2.6 9.8 2.3 22
Saudi Arabia 1.3 2.3 12.9 17.4 3.1 0.9
Sudan 62.3 535 54.9 94.8 94.6 226.8
Sweden 0.0 0.0 0.0 0.0 0.0 0.0
United Arab Emirates 0.9 14.3 7.4 0.5 1.1 0.9
United Kingdom 18 2.0 2.7 0.0 2.1 1.4
United States 3.2 4.0 4.8 0.0 0.5 1.8
Yemen 0.2 0.8 44 49 1.6 1.2
Other 37.0 214 309 490 65.2 17.1
Total 375.3 196.9 163.6 188.7 193.4 2743

(In percent)

Belgium 0.0 0.1 0.0 02 0.0 0.0
Djibouti 0.7 0.3 17.3 0.0 02 2.1
Ethiopia 63.4 26.5 0.0 0.6 0.0 0.0
Germany 0.6 1.8 34 24 35 1.1
Italy 4.9 5.3 5.3 39 82 4.9
Japan 0.0 13.2 0.0 0.0 0.0 0.0
Korea 0.0 0.0 0.3 0.0 0.0 0.0
Netherlands 0.4 2.9 1.6 52 1.2 0.8
Saudi Arabia 1.9 12 7.9 9.2 16 0.3
Sudan 16.6 272 335 50.2 48.9 827
Sweden 0.0 0.0 0.0 0.0 0.0 0.0
United Arab Emirates 02 7.3 4.5 0.3 0.6 03
United Kingdom 05 1.0 1.7 0.0 1.1 0.5
United States 0.9 2.0 2.9 0.0 0.3 0.7
Yemen 0.1 0.4 27 2.6 0.8 04
QOther 9.9 10.9 18.9 26.0 33.7 6.2
Total 100.0 100.0 100.0 100.0 100.0 100.0

Source: Customs Office.

1/ Data may differ from those in Table 28, owing to incomplete information on the direction of exports.

2/ Estimated for first and second quarters.
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1597 1998 1999 2000 2001 2002
Prel. Est. 2/
(In millions of nakfa)
Belgiim 26.8 47.3 76.8 118.1 121.6 104 4
Djibouti 79.0 573 26.6 15.1 32.6 503
Ethiopia 274.6 25.0 1.9 33 2.5 0.0
Germany 168.4 152.7 125.0 103.4 120.9 109.9
Italy 420.1 469.8 480.9 436.3 806.0 3911
Japan 125.5 107.1 74.9 252 58.6 52.6
Korea Rep. of 0.0 1184 33.9 323 0.0 0.0
Netherlands 512 60.1 88.2 103.7 1413 77.8
Sandi Arabia 4802 15.4 521.8 374.2 714.3 404.1
Sudan 20.3 22.0 40.7 52.4 52.9 49.5
Sweden 22.9 19.0 24.7 243 21.1 35.1
United Arab Emirates 402.0 436.8 603.5 637.0 659.0 476.2
United Kingdom 142.1 120.5 108.5 135.0 98.4 519
United States 96.4 113.9 90.9 171.5 207.7 58.9
Yemen 54 11.4 521 598 64.5 335
Other 1473 916.4 778.2 1,026.4 1,212.0 862.2
Total 3,0622 2,693.1 3,128.6 3,344.0 4,313.4 2,757.5
{In percent)

Belgium 09 18 2.5 35 28 38
Djibonuti 2.6 2.1 0.9 0.5 0.8 1.8
Ethiopia 8.0 0.9 0.1 0.1 0.1 0.0
Germany 5.5 5.7 4.0 3.1 28 4.0
Italy 13.7 17.4 15.4 13.0 18.7 14.2
Japan 4.1 40 24 0.8 1.4 1.9
Korea 0.0 4.4 1.1 1.0 0.0 0.0
Netherlands 1.7 2.2 2.8 31 33 2.3
Saudi Arabia 15.7 0.6 16.7 112 16.6 14.7
Sudan 0.7 0.8 13 1.6 1.2 18
Sweden 0.7 0.7 0.8 0.7 0.5 1.3
United Arab Emirates 13.1 16.2 19.3 19.0 153 17.3
United Kingdom 4.6 4.5 35 4.6 23 1.9
United States 31 42 2.9 5.3 4.8 2.1
Yemen 0.2 04 1.7 1.8 1.5 12
Other 244 34.0 24.9 30.7 281 313
Total 100.0 100.0 100.0 100.0 100.0 100.0

Source: Customs Office.

1/ Data may differ from those in Table 29, owing to incomplete information on the origin of imports.
2/ Estimated for first and second quarters.
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Table 32. Britrea: External Public Debt Commitmants and Dishursements, 1997-2002

(In millions of U.8. dollars)

Amcunt

Contract Centracted, 1997 189% 1999 2000 2001 2002
Lender Date End-2000 Prel. Bst.
International Developuent Associstion-1 1/ April 7, 1993 26.0 0.4 0.0 0.0 0.0 0.0 0.0
China-1 2/ May 24, 1993 24 0.0 0.0 0.0 0.0 0.0 0.0
China-2 2/ April4, 1994 3.6 0.3 0.0 0.0 0.0 0.0 0.0
European investment Bank 3/ May 22, 1994 10.0 12 1.5 23 L7 0.0 00
International Fund for Agricalinzal Development 1/ Jan. 30, 1995 123 11 02 0.1 07 4.1 27
Kuwait Fund for Arab Bconomic Development-1 4/ April 14, 1994 16.7 13 02 0.0 0.0 oo 0.6
Sandi Fund for Development-1 5/ ’ June 24, 1995 350 32 3.1 18.2 24 0.2 -23
Abu Dhabi Fund [or Development-1 6/ July 7, 1995 25.0 3.7 8.7 69 10 04 1.9
Arab Bank for Economic Development in Africa (BADEA) 7/ Sep. 27, 1995 12.0 1.8 21 5.6 0.6 0.1 2.4
Kuwait Fund for Arah Economic Development-2 4/ Sep- 21, 1955 253 1B R.7 6.5 1.5 0.4 =11
International Development Association-2 1/ March 26, 1996 17.0 2.8 i5 i3 64 1.2 0.0
OPEC Fund for International Development-1 8/ Tuly 16, 1996 50 0.7 1.3 13 X ] 0.0 0.0
African Development Bank-1 9/ Nov. 8, 1996 55 0.5 54 L3 0.0 0.3 0.0
International Development Association-3 1/ April 24, 1997 6.0 0.3 0.8 20 2.0 0.6 0.0
Kuwait Fond for Arab Economic Development-3 10/ May 13, 1997 225 23 10,3 30 1.5 0.7 0.6
African Development Bank-2 5/ May 29, 1997 12.4 0.0 0.4 0.2 03 0.6 1.6
Italy 11/ Jaly 11, 1997 250 33 2.0 14.1 23 18 0.4
BADEA Tuly 18, 1997 10.0 0.0 25 0.6 27 23 13
QOPEC Pund for International Development-2 8/ Aug. 22, 1997 6.0 0.0 37 1.9 0.5 0.0 0.2
Swedish Infemational Development Ceoperation Agency (RIDA} 12/ Dee 11, 19597 22 0.0 0.¢ 00 4.3 0.0 0.7
International Development Association~4 17 Dee. 11, 1997 325 0.0 L3 16.5
International Development Assaciation-5 17 Dec. 22, 1997 19.6 0.0 0.1 0.8 19 3.6 1.6
United States-1 13/ Jan. 24, 1998 10.0 10,0 0.0 0.0 0.0 0.0
Tntermational Development Association-6 Lf Feb. 10, 1998 51.2 0.2 12 20.0 12.1 122
African Development Banle-3 9/ Feb, 16, 1998 4.6 0.2 2.3 0.7 1.1 12
Aftican Development Bank-4 9/ Feb. 16, 1998 16.8 0.0 0.0 0.2 0.5 03
Saudi Fund for Development-2 14/ Mar 23, 1998 20,0 0.0 6.0 16 0.1 0.5
Libya-1 15/ Sep. 24, 1998 9.7 . 0.0 9.7 0.0 0.0 0.0
Libya-2 16/ Dec. 20, 1998 4.0 0.0 4.0 0.0 0.0 0.0
Saudi Fund for Development-3 17/ Mar. 23, 1998 10.0 0.0 59 1.4 0.3 03
International Development Association-7 1/ Jul. 31, 2000 40.0 0.2 4.0 1.1
Intemationzl Development Association-f 1/ Dee. 6, 2000 90.0 0.0 554 22.6
Internationa) Development Aszociation-9 1/ Dec. 19, 2000 40.0 0.1 1.5 52
China Dee. 29,2000 36 0.0 0.0 24
International Development Association-10 1/ Sep. 1, 2001 5.0 o e o . 0.2 02
United States-2 4/ May 16, 2001 10.0 10.0 0.0
Aftican Development Bank-5 2/ July 1, 2001 25,9 L 1.0 0.0
BADEA 2001 May 3, 2001 22 0.0 0.0
Yaudi Frund for Development=4 18/ Jaly 18, 2001 64 0.0 64
Kuwait Fund for Arab Economte Development-4 19/ Mar. 21, 2001 5.0 . . L 0.0 5.0
International Development Association-11 1/ May 16, 2002 60.0 s 0.3
United States-3 4/ Feb. 12, 2002 10.0 0.1
Abu Dhabi Fund for Development-2 20/ Jan. 10, 2002 5.0 2.9
OFEC Fund for International Development.3 21/ Cot. 29, 2002 0.9 . 0.0
Taotal TIBS 289 65.5 107.1 501 102.6 82.0

Source: Ministry of Finance.

1/ Maturity perind 40 years, grace period 10 years; mterest rate 0,75 percent.
2/ Maturity period 30 years, grace period 10 and 5 years for 1993 and 1994 loans, respectively; interest-free loans.
3/ Maturity period 20 years; prace period 6 years; interest rate 5.0 percent.
4/ Maturity period 30 years; prace period 5 years; interest rate 1.0 percent,
5/ Maturity period 20 years, grace period 5 years; interest rate 2.5 percent.
6/ Maturity period 20 years; grace period 5 years, interest rate 3.0 percent.
7/ Maturity period 18 years; grace period 5 years; intersst rate 3.0 percent,
8/ Maturity period 18 years; grace period 5 years; interest rate 2.0 percent,
9 Maturity period 50 years; grace period 10 years; interest rate 0.75 percent,
10/ Maturity period 41 years; grace period 5 years; interest rate 1.0 percent.
13/ Maturity period 30 years; grace period 12 years; interest rate 1.0 pergent.
12/ Maturity period 15 years; grave period 9 years, interest-froe loan.

13/ Maturity period 32 years; prace period 5 years; interest rate 3.0 percent.
14/ Matuzity period 20 years; grace period 7 years; interegt rate 1.0 percent.
15/ Maturity period 6 years; grace petod 0 years; interest rate 4.0 percent,
16/ Maturity period 10 years, grace period 3 years; interest rate 3.0 percent.
17/ Maturity period 20 yeats; grace period 10 years; intarest rafe 1.0 percent.
18/ Maturity period 20 years; grace period 2 years; intetest rate 2.5 percent.
197 Maturity period 27 years; grace period 2 years; interest rate 1.5 percent.
20/ Maturity period 2C years; grace pertod 4 years; interest rate 2,0 percent,
21/ Maturity period 20 years; grace petiod 3 years; interest rate 2.0 percent,



-113 - STATISTICAL AFPENDIX

Tabte 33. Eritrea: Foreign Exchange Rates, 1992-2002

(Average data)
Nominal Real
Nakfa- Nalkfa- Nakfa- Effective Effective
U.5. Dollar U.5. Dollar U.8. Dellar Exchange Exchange
Official Preferential Foreign Exchange Bureau Rate Index Rate Index
Exchange Rate 1/ Exchange Rate 1/ Exchange Rate 2/ (1995 = 100)
1992 2.8 6.6 102.5 101.0
1993 5.3 7.1 98.4 94.0
1994 6.2 7.1 88.5 96.4
1935 6.3 7.1 1000 100.0
1996 6.4 7.1 104.2 107.0
1997 7.0 7.1 112.2 115.1
1993 74 106.9 1177
1999 3.0 101.9 1185
2000 9.6 9.9 91.9 126.4
2001 L3 114 816 128.9
2002 14.0 14.0 63.8 116.7
2000
January 9.6 ] 9.9 88.2 108.1
February 2.6 2.9 894 1111
March 9.6 99 90.1 113.8
April 9.6 g9 90.8 116.6
May 9.6 9.9 927 122.1
June 9.6 104 91.0 122.7
July 9.6 10.4 91.5 126.4
August 9.6 9.6 929 132.0
September 9.6 9.6 94.4 141.2
October 9.6 9.6 95.2 141.6
November %.6 9.6 953 142.6
December 4.9 0.2 50.8 138.2
2001
January 10.2 102 26.7 133.7
February 10.2 102 875 135.2
March 10.2 10.2 38.0 137.2
Aprik 10.2 0.2 88.8 139.5
May 10.2 10.2 89.6 141.1
June 10.2 0.2 90.6 144.1
July 10.2 10.2 90.3 143.6
August 0.2 10.2 88.7 140.7
September 12.7 13.8 70.7 112.2
October 13.3 13.8 65.6 103.6
November 13.8 13.8 66.1 108.3
December 13.8 13.8 66.0 107.1
2002
January 13.8 13.8 66.3 108.0
February 138 13.8 66.7 1104
March 13.9 13.8 66.4 111.1
April 13.8 13.9 66.1 113.0
May 13.9 13.9 64.7 116.3
June 14.0 14.1 63.4 1129
July 14.1 14.2 61.8 112.5
Aupust 14.1 14.0 62.0 1153
September 14.0 14.0 62.7 118.7
October 14.0 14.1 62.6 124.3
November 14.1 142 61.7 130.0
December 14.1 14.2 60.9 1274

Sources: Eritrean authorities; National Bank of Ethiopia; and staff estimates.

1/ Prior to November 22, 1997, the exchange rate refers to the birr-U.S, dallar rate. Prior to May 1, 1993, the official

exchange rate was pegged to the [1.S. dollar. From May 1, 1993 to April 1, 1997, the official exchange rate was

equal to the marginal rate determined in foreign exchange auctions conducted by the National Bank of Ethiopia. The

official rate was unified with the preferential rate on April 1, 1997,

2/ Exchange controls were effective for a year beginning August 2000. During this period, the rate was determined by the Bank of Eritrea.



Table 34. Eritrea: Summary of the Tax System as of December 2002

Tax

Nature of Tax

Deductions and Exemptions

1.1

1.2
1.2

122

Tax on income and profits

Income tax on employment
(Proclamation No. 62/1994;
October 5, 1994; Legal
Notice No. 20/1995;
Proclamation No. 116/2001;
September 24, 2001)

Income taxes on agriculture

Income tax on commercial
farming

(Proclamation No. 62/1994;
October 3, 1594)

Income tax, rural land use
fee, and cattle tax for small-
holders (Proclamation No.
63/1994; October 5, 1994;
Legal Notice No. 21/1995)

Tax withheld monthly by emplovers on
salaries, allowances, pension
contributions, and other benefits and
personal emoluments (cash and

in kind).

Amnual tax levied on taxable income of
commercial farms, payable within four
months after the end of the fiscal year
for all taxpayers. Assessment based on
returns filed.

General annual land use fee for every
farmer, and an additional annuai fee
levied on smallkiolder commercial
farming, with specific rates for
livestock. A farmer or cattle owner in
highland shall pay tax from December
1 to end-February, and an owner in
lowland from March 1 to end-May.

Exemptions: income from
employment of unskilled
workers, employed on a
daily and irregular basis;
income of business
representatives residing in
the country less than 183
days.

None.

None.

Rates
Ne. Taxable income  Tax rate on additional
{nakfa per month) income (in percent)
1 upto 200 2
2 201 - 1,200 10
3 1,201 - 2,500 20
4 2,501 - 3,500 25
5 over 3,500 30
No. Taxable income  Tax rate on additional
(nakfa per year) income (in percent)
1 up to 1,000 2
2 1,001 — 10,000 5
3 10,001 - 20,000 10
4 20,001 - 35,000 15
5 above 35,000 20

General annual land use fee of ERN 18 per farmer,
and ERN 5 for every quarter of a hectare that is

commercially used by farmers without a commercial

farming license.

Specific tax rates for each head of animal:

Camel

Horned cattle, horse, mule
Donkey

Sheep or goat

ERN 4.0
ERN 2.0
ERN 1.0
ERN 0.5
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Table 34. Eritrea: Summary of the Tax System as of December 2002

Tax

Nature of Tax

Deductions and Exemptions

Rates

13

1.3.1

1.3.2

Income tax on profits

Income tax on profits of
incorporated business
(Proclamation No. 62/1994;
October 5, 1994;
Proclamation No, 116/2001;
September 24, 2001)

Income tax on profits of
unincorporated business
(Proclamation No. 62/1994;
October 5, 1994;
Proclamation No. 116/2001;
September 24, 2001)

Annual tax levied on taxable income,
payable within one, two, or four
months after the end of the fiscal yvear
for taxpayer categories A, B, and C',
respectively. Assessment based on
returns filed.

Annual tax levied on taxable income,
payable within one, two, or four
months after the end of the fiscal year
for taxpayer categories A, B, and C.
Assessment based on self-declared
income, except for certain sectors
where presumptive tax rates are
applied.

Exemptions: dividends and
interest income of persons.
Profits derived from mining
activities to be taxed as per
mining legislation. Any net
loss incurred in one year
may be set off against
taxable business income in
the next five years, unless
the ownership in the
company changes by more
than 25 percent. For new
investments, losses incurred
during the first two years
may be carried forward for
three consecutive years; for
new investients, losses
may be carried forward an
additional one year in
exceptionally critical
circumstances.

Exemptions: dividends,
interest income from bank
accounts, and income from
self-employed persons
residing in rural areas in
certain sectors (e.g.,
blacksmiths, pottery).

LV I T S

Taxable income
(nakfa per year)

upto 2,400
2,401 - 14,400
14,401 - 30,000
30,001 - 42,000

aver 42,000

30 percent

Tax rate on additional
income (in percent)

2
10
20
25
30
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Table 34. Eritrea: Summary of the Tax System as of December 2002

Tax

Nature of Tax

Deductions and Exemptions

Rates

1.4

L5

1.6

Tax on gains from lottery and

other games, royalties, and
services income earned
abroad (Proclamation No.
62/1994; October 5, 1994)

Rental income tax
(Proclarnation No. 62/1994;
October 5, 1994,
Proclamation No. 116/2001;
September 24, 2001)

Income tax on Eritreans
wotking abroad
{(Proclamation No. 67/1995;
February 10, 1995)

Levied on taxable gross income of
lottery and game wins. To be paid
within one month after income is
received. Assessment based on returns
filed.

Annual tax levied on all income
received in cash and in kind from the
rental of movable and immovable
property. Assessment based on returns
filed. Tax payments are required
within one month after the end of the
fiscal year.

Tax on net income from employment,
rent of movable and immovable
property, and vocational and
professional services. Payable monthly
or annually. Collected through
embassies, consulates and other
delegations under the Ministry of
Foreign Affairs; transferred directly to
the Treasury.

None.

Local property tax
payments, and one-fourth of
gross income received for
the rent of buildings,
furniture, and equipment (as
allowance for repairs,
maintenance, and
depreciation).

None.

Income from lottery (above ERN 500),
and from bingo (above ERN 400)
Royalty and income from services
from abroad

No. Taxable income
{nakfa per year)

up to 2,400
2,401 - 14,400
14,401 - 30,000
30,001 - 42,000

over 42,000

th £ W R

10 percent

10 percent

Tax rate on additional
income (in percentage)

2
10
20
25
30

2 percent
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Table 34. Eritrca: Summary of the Tax System as of December 2002

Tax

Nature of Tax

Deductions and Exemptions

Rates

21

22

Taxes on goods and services

Sales tax on domestic goods
(Prociamation No. 64/1994;
October 5, 1994; Legal
Notice No. 22/1995;
Proclamation No. 117/2001;
September 24, 2001)

Sales tax on domestic
services {Proclamation No.
64/1994; October 5, 1994;
Legal Notice No. 22/1995;
Proclamation No. 117/2001;
September 24, 2001)

Single-stage tax levied at factory or
wholesale level on all manufactured
goods and collected monihly.

Producers responsible for tax payment.
Tax imposed on the producers’
wholesale price and the excise tax paid.
Sales tax paid on raw materials used for
local production will be refunded.
Assessment based on self-declaration.

Single-stage tax levied on all services
rendered locally and coliected monthly
Person(s) rendering the service
responsible for tax payment.
Assessment based on value of the
service, through self-declaration.

All exports, and the
following products for
domestic sale are exempted:
basic foodstuffs (e.g.,
cereals, legumes, injera,
rice, bread); live animals;
capital goods for
agriculture, industry, and
construction; refractory
bricks and the like used in
building furnaces; fire-
fighting equipment; public
transport vehicles over 30
seats; vehicles used for road
maintenance, lifting and
loading equipment;
kerosene and aviation fuel;
medical equipment;
medical, scientific, and
technical instraments; fish
nets; beehives and
incubators; silver and gold
when imported by the Bank
of Eritrea; traveler's checks
and revenue stamps.

All exports, and the
following services: water
and electricity supply;
admission tickets; used car
sales; foreign currency
transactions; kindergarten
and formal education;
transport services {e.g., bus,
taxi); medical services; and
shoe shine).

Agricultural products, raw materials,
most intermediate and consumer goods 5 percent

Benzene (gasoline) 0.45 nakfa per litre

Gas oil (diesel) (.10 nakfa per litre
All other products (e.g., alcohol, soft drink,

fumniture, cloth, cigarettes) 12 percent

Subject to 10 percent sales tax:

telecommunications; laundry; legal services; public
notary and affairs services; photography, photocopying,
and other reproduction; auditing and accountancy;
lodging; consultancy; clearing and forwarding agents, and
brokers; tourism; rent of goods and movabie property:
garages; software; and warehouse.

Subject to 3 percent sales tax:

contractors; hair dressing and beauty salons; tailoring;
repairs and maintenance, excluding garages; gymnasium
and swimming pool; billiard and bowling; educational
training; carpentry; grain mill; printing; and internet,
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Table 34, Eritrea: Summary of the Tax System as of December 2002

Tax

Nature of Tax

Deductions and Exemptions

Rates

23

Excise tax on domestic goods
(Proclamation No. 64/1994;

October 5, 1994; Legal
Notice No. 22/1995,

Proclamation No. 117/2001;

September 24, 2001)

Levied at factory level on all
manufactured goods and payable within
one month from the date of production.
Assessed on the basis of costs of
production, through self-declaration.
Collected monthly.

Goods locally produced for
direct export.

Other services are subject to the rate determined in
regulations issued by the Minister of Finance.

Mineral water

Non-alcoholic beverages

Beer — bottled or canned
— draft

Wine

Hard liquor {e.g., whisky)
Cigars
Tobacco

Automebile - up to 1,800cc
- over 1,800cc

15 percent
or 0.20 nakfa per litre
whichever higher

15 percent
or 0.30 nakfa per litre
whichever higher

100 percent
or 3.00 nakfa per litre
whichever higher

100 percent
or 2.15 nakfa per litre
whichever higher

50 percent

or 2.00 nakfa per litre
whichever higher

50 percent

or 3.00 nakfa per litre
whichever higher

100 percent
or 100 nakfa per kg
whichever higher

100 percent
or 20 nakfa per kg
whichever higher

25 percent
35 percent

Land rover, jeep and the like 35 percent
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Table 34. Eritrea: Summary of the Tax System as.of December 2602

Tax

Nature of Tax

Deductions and Exemptions

Rates

3.1

32

33

3.4

Taxes on international trade

Customs duties

{Legal Notice 18/1994;
October 5, 1994; Legal
Notice 52/2001; September
24,2001)

Sales tax on imports
(Proclamation No. 64/1994;
Legal Notice 18/19%4;
October 5, 1994; Legal
Notice No. 22/1995;
Proclamation No. 117/2001;
September 24, 2001)

Excise tax on imports

Export tax

Customs tariff regulations follow the
Standard International Trade
Classification (SITC) system.

The sales tax applies to all imported
commodities, and is computed based
on the c.i.f. price plus customs duty
and, if applicable, excise tax. Paid on
clearance from customs.

Paid by the importer when goods are
cleared from customs.

Abolished on October 5, 1994.

Exemptions: imports of
diplomatic and consular
issions, personal effects
and property of Eritrean
returnees, and trade samples
not used as merchandise,

Same exemptions as for
customs duties, and as for
sales tax on domestically
produced goods. Reexports
are also exempted, Sales
tax paid on imports that ate
used for export production
is refunded.

Same as for domestically
produced goods.

Three different ad valorem rates, including the following:

agricultural products and essential
foods (e.g., cereals, live animals, oil
seeds, hides and skins), capital goods
(e.g., machinery), raw materials (e.g.,
cotton, petraleum, fertilizer), interme-
diate goods (e.g., metal, steel), and
pharmaceuticals

some foods (e.g., meat, diary products,
coffee and tea, vegetable oils), most
consumer goods (e.g., electronics,
kitchen and toiletry goods, stationary)

some foods (e.g., fish and fish products,
fruit juices, salt), mineral water, alcohol,
tobacco, perfume, electronics (e.g., TV,
VCR, CD player), cars, and clothes

Same as for domestic sales tax.

Same as for domestically produced goods,

2 percent

10 percent

25 percent
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Table 34. Britrea: Summary of the Tax System as of December 2002

Tax Nature of Tax Deductions and Exemptions Rates
4. Other taxes
4.1 Stamp duties Duties are levied on a range of legal Ministries, government Twenty different ad valorem and specific rates.
{Proclamation No 65/1994; documents and instruments, including authorities, and Bank of
October 5, 1994; Legal contracts, agreements, bills of Eritrea are exempted. .
Notice No. 23/1993) exchange, etc.

Source: Eritrean authorities.

1/ Category A corresponds to incorporated tax payers who are not required to keep any books, category B 10 those who are required by regulations issued by the Minister of
Finance to keep Profit and Loss Statement, and category C to those who are required to keep a Balance Sheet and a Profit and Loss Statement.
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