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Abstract

The purpose of this research is to investigate whether the currency board
arrangement (CBA) in Bosnia and Herzegovina (BH) is sustainable and desirable by
assessing its credibility and its effect on the economy. A CBA is a rigid monetary
regime under which a country fixes its exchange rate to some foreign currency and
maintains 100 percent backing of its monetary base with foreign exchange. In 1997,
BH adopted a CBA in its endeavour to achieve macroeconomic stabilisation in the
post-war period. As BH is now moving towards accession to the EU, an important
question concerns the desirability and sustainability of its CBA in the short to
medium term. Since there is no long data span for estimating the effects of the CBA
in Bosnia and Herzegovina in the empirical analyses other countries are also
investigated. Using a survey database for Central and South-Eastern European
countries the biprobit analysis finds that, other things being equal, a CBA is likely to
increase the credibility of the monetary authority, even in periods of crisis, since the
period for which credibility is investigated is the period of the global financial crisis
and the euro crisis (2009-2011). The results also suggest that CBAs are more likely
to increase the credibility of the monetary authority the lower the level of trust in
government and the worse the perceptions about the economic situation in a country.
In order to assess the desirability of a CBA its effect on macroeconomic performance
is investigated. The results of panel analyses of 25 transition countries with a range
of different monetary/exchange rate regimes, suggest that a CBA has a negative
effect on inflation, over and above that due to the fixed exchange rate and high
degree of central bank independence. The investigation of the effect of CBA on the
subjective evaluation of national economic performance suggests a negative effect of
CBA, presumably due to the strictness of the monetary authority under a CBA. The
important additional finding is that this negative effect becomes significantly smaller
the lower the trust in government. This again implies that a CBA is more effective in
a low trust environment, where it is more likely to be viewed as necessary for
stabilisation. Since the political situation in Bosnia and Herzegovina is still complex
and uncertain, the benefits of maintaining its CBA appear to be higher than the costs
and the regime is sustainable and desirable in the short to medium run.
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Preface

Since the abandonment of the gold standard, there has been a continuing debate
about the most appropriate monetary and exchange rate regime. Although it has been
suggested that the appropriateness of a specific monetary and exchange rate regime
depends on the country’s size, income, the level of openness and some other
characteristics, there is little evidence that a particular regime is more appropriate for
certain (types of) countries than others (Rose, 2011). The recent crisis confirmed the
importance of monetary/exchange rate policy as a stabilisation tool. The monetary
authorities of many economies, especially the large ones, reacted aggressively to the
global financial crisis (GFC) in order to mitigate its effect on the real sector.
However, most of the economies that had rigid monetary and exchange rate regimes
before the crisis retained them during the crisis, even though these regimes prevented
countries from insulating themselves from the spillover effects of foreign capital
flows. According to Rose (2013), economies with very rigid regimes (hard pegs)
performed similarly to those with more flexible regime (inflation targeting) during
and after the GFC. Although one should not conclude from this finding that, the type
of the regime does not matter. If the Federal Reserve System, European Central Bank
and the Bank of England had pursued more rigid regimes during the GFC, which
would have prevented them from reacting aggressively to mitigate the shock, the
crisis may have had worse consequences on their and other countries’ economies. On
the other hand, if countries with rigid regimes had had more flexibility they may
have been better able to protect their economies.

In European countries that experienced periods of high inflation at the beginning of
their transition to market economies, the introduction of fixed exchange rate regimes
helped in lowering their inflation rates and in establishing monetary stability (for
more details see Inoue, 2005). Some European transition countries introduced an
even stricter regime than a fixed exchange rate in order to establish and maintain
monetary stability. Besides fixing the exchange rate to some foreign currency this
regime, called a currency board arrangement (CBA), also requires maintenance of
100 percent backing of its monetary base with foreign exchange. Under a CBA,
central banks have very limited discretion and restricted ability to use monetary

policy instruments. This regime was widely used in British colonies in the first half
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of the twentieth century to facilitate monetary relationships between the colonies and
the ‘mother’ country. It again became popular in 1990s in transition economies:
Estonia introduced it in 1992, Lithuania 1994, Bulgaria 1997 and Boshia and
Herzegovina 1997. In BH and Bulgaria it is still in use, while Estonia and Lithuania
implemented the regime until the accession to the European Monetary Union in 2011
and 2015, respectively).

Modern CBAs have been introduced in countries that needed to achieve
macroeconomic stability and credibility and which are in the process of transition to
a market economy and/or desire to integrate further with the country to whose
currency they are pegging. Although it has frequently been associated with the
achievement of these desired goals, its overall effect on economic performance is not
straightforward, since a currency board may inhibit economic growth, especially in a
period of financial crisis, as monetary policy actions are constrained. Therefore, it is
likely that the sustainability and desirability of the regime depend on the specific

circumstances in the country.

The sustainability of a monetary policy (and a CBA specifically) may be defined as
the capability of the monetary authority to maintain its announced policy (which is
under a CBA the maintenance of a fixed exchange rate) in the medium-to-long run?,
while sustaining economic stability, especially during a crisis. The latter is also
related to the desirability of the regime since its effect on macroeconomic stability
and performance affects the appropriateness and attractiveness of the regime. To
investigate the sustainability and desirability of a CBA regime, its effect on the
credibility of the monetary authority and macroeconomic performance needs to be
analysed. If credibility is increased, as expected, inflation expectations should be
lower and consequently inflation rates should be maintained at lower levels.
Monetary stability and low inflation rates, if achieved, are further likely to increase
overall macroeconomic stability in a country. On the other hand, under a CBA, a
central bank cannot stimulate growth or provide a buffer to shocks. However, the
overall effect of a CBA depends also on the initial state of the economy, specific

(political and institutional) circumstances and the degree of exposure to crises

! For European transition countries this 'medium-to-long run' period can be argued to be the period
until EMU accession.
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(Blackburn and Christensen, 1989; Desquilbet and Nenovsky, 2007). By estimating
the effect on credibility and overall macroeconomic performance, we can draw
conclusions regarding the appropriateness of the monetary policy for specific
countries in a specific period. Although this empirical analysis is conducted for all
European transition countries with a CBA for which the data is available, the
implications of the analyses are discussed in more length for the country of interest,

Bosnia and Herzegovina (BH).

In 1997, after the civil war (1992-1995), BH adopted a CBA as its solution to
achieving monetary and overall macroeconomic stabilisation in the post-war period.
As BH is currently moving towards accession to the European Union (the
Stabilisation and Association Agreement was signed in June 2008), an important
question concerns the appropriateness of the monetary regime that is currently in use.
BH is a country that needs additional investment to build its infrastructure, support
the development of the real sector and promote economic growth. However,
commercial banks’ lending interest rates are high and conditions for receiving a loan
are hard to meet. Under a CBA, a central bank cannot affect those interest rates and
conditions, nor can it help to finance the government’s development projects. Since
implementation of this regime prevents a country from using one of the most
important macroeconomic tools for stimulating economic growth and buffering
shocks, the maintenance of this regime can be justified only if its effect on
macroeconomic stability is high, especially when the other tool, fiscal policy, is weak
and limited. In BH fiscal revenues are limited due to the high level of unemployment
and large shadow economy. On the expenditure side, most of the government
spending is directed to financing the large government administration sector,
reflecting the nature of the Dayton Peace Agreement, and the high social benefits
(partially due to a large number of war invalids and soldiers’ families which are
supported from the governments’ budget). However, in a politically disintegrated
country, that lacks high quality institutions and rule of law, like BH, discretionary
monetary policy could have resulted in irresponsible decisions and direction of more
expenditure into unproductive areas. This would eventually undermine monetary
credibility, raise inflation and overall instability. Therefore, the sustainability and

desirability of the regime depend on specific national circumstances that should be
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investigated and controlled for in the empirical analysis and considered when making
assessments about the appropriateness of a regime for a specific country.

The research programme reported in this thesis addresses a gap in the literature.
Studies of the CBA in BH are relatively scarce and lack any empirical analysis of its
sustainability and desirability. There are some cross-country studies that have
estimated the effect of CBAs on macroeconomic performance (proxied by inflation,
growth and growth volatility), but they categorised this regime as a hard peg?, not as
a monetary framework and included both developing and developed countries in
their analyses (Gosh et al., 1998, 2000; Wolf et al., 2008). However, as noted above,
a CBA is more than a hard peg regime, since the abilities and limitations of monetary
policy are specified within the regime and it should therefore be treated as a unique
monetary framework. Moreover, developed and developing countries have different
characteristics and hence Frankel (2010) argued should be treated separately. Some
studies have investigated the sustainability of a CBA regime in a particular country
by observing differences in the money market interest rates in the CBA and anchor
currency country (Alavez-Plata and Schrooten, 2003; Ho and Ho, 2009). Others have
examined the macroeconomic performance of a country with a CBA subject to
external shocks (Sepp and Randver, 2002a; Minea and Rault, 2011). We argue that
the usage of subjective attitudes for the evaluation of a CBA’s sustainability and
desirability is preferable, especially when only a short time span of data for
macroeconomic variables is available, as is the case for most of the European

transition countries.

In order to investigate the sustainability and desirability of a CBA, with special
reference to BH, this thesis is organised as follows. Chapter 1 starts with an
introduction to the main macroeconomic trends and the progress of transition of BH.
The major part of this chapter is devoted to the analysis of the monetary policy and
financial sector in BH. The reasons for the introduction of the CBA and trends in the

main monetary variables in BH are presented. By analysing the trends in the

2 Studies in which a panel of countries was used estimated the effect by including a full set of dummy
variables for different exchange rate regimes, treating a CBA as a type of the hard peg (Ghosh et al.,
1998, 2000; Wolf et al., 2008).
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financial and real sectors after the introduction of the CBA, the context for the
estimation of the medium-run desirability and sustainability of the CBA in BH is set.

In Chapter 2, the origins of the CBA from the gold standard and its evolution
through time are examined. This chapter elaborates the main characteristics of a
CBA and its strengths and weaknesses. The framework of a CBA is outlined and the
approach to using this variable in the empirical analyses in the thesis is explained.
The effect of a CBA is estimated by the inclusion of dummy variable, which allows
us to compare its effect with that of all other monetary-exchange rate combinations
used in other countries in the sample. In comparison with the cross-country studies
mentioned above, this approach simplifies the model and saves degrees of freedom
therefore gaining efficiency for the small sample properties. Finally, the CBA regime
Is discussed in the context of transition (CBAs in Estonia, Lithuania, Bulgaria and
BH).

In Chapter 3, after examining the concepts of sustainability and desirability of a
CBA, studies that have investigated the sustainability of a CBA are critically
assessed. The main features of a CBA’s sustainability and desirability, and the
interrelation between the two, are explored. The most important feature of a
monetary policy’s sustainability, its credibility, is discussed in detail. The specific
approaches to assessing the sustainability and desirability of a CBA, which are
applied in the empirical analyses in the following chapters, are introduced and
explained. Chapter 4 assesses monetary policy credibility in Bosnia and Herzegovina
and Bulgaria. The increased credibility of the monetary authority is the most
emphasised advantage of a currency board arrangement. This credibility is usually
argued to be the main source of the regime’s stability and sustainability, since it is
expected not only to reduce the time-inconsistency problem and therefore to provide
lower inflation expectations, but also to lower speculative attacks, contribute to
macroeconomic stability and attract foreign investment. As an indicator of the
credibility of the monetary authority/regime the perceptions and expectations of
residents about the stability of their local currency are used. Using a sample of
transition countries with and without a CBA enables the estimation of the effect of
CBA on the perceptions/expectations of currency’s stability, after controlling for

other relevant factors. In addition, the effects of a CBA conditional on residents’
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level of trust in government and their perceptions/expectations about the economic
situation in a country are investigated. These analyses are conducted through a
biprobit model using the evidence from the surveys conducted from 2009 to 2011 by
the Austrian National Bank (OeNB Euro Survey). This is a novel and, it is argued in
this thesis, a superior approach to assessing the credibility of a monetary authority.
The OeNB surveys were exclusively made available for this research by the Austrian
National Bank and have not previously been used outside the Bank or indeed for this

kind of research?®.

As explained in Chapter 3, the concepts of sustainability and desirability are
intertwined and a CBA’s positive effect on monetary credibility is likely to lower
inflation rates and increase macroeconomic stability. In Chapter 5 the effect of CBA
on inflation is investigated by comparing the inflation performance into countries
with and without a CBA through a (static and dynamic) panel analysis that includes
transition countries. Moreover, countries with CBA are divided to strong (more
strict) and weak (more flexible) CBA in order to investigate whether more rigid rules
improve inflation performance. This is just one part of the investigation of CBA’s
desirability. In Chapter 6, its effect on growth, growth volatility and subjective
perceptions/expectations about the economic situation in country are investigated.
Since, both on theoretical and empirical grounds, there are reasons to doubt whether
the effect of monetary regime (and CBA specifically) on growth and growth
volatility can be accurately observed, in the second part of this chapter a new strategy
for estimating the effect of CBA on macroeconomic performance is developed and
applied. This strategy relies on the usage of residents’ subjective evaluations of
national economic performance as an indicator of overall country’s performance,
again using the Austrian National Bank surveys. In Chapter 7 the main findings,
contributions and limitations of the analyses conducted in the thesis are elaborated.
In addition, conclusions regarding the medium-run desirability and sustainability of
the CBA in BH are drawn from the above analyses, taking the specific circumstances

and future goals of BH into account.

3 Some of the data used in this analysis (in Chapters 4 and 6) are derived from the OeNB Euro Survey
which have been provided by the OeNB solely for research purposes. These data are obtained under
special contractual arrangements from the OeNB and are not available from the author.
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Chapter 1: Macroeconomic Trends in BH

CHAPTER 1: MACROECONOMIC TRENDS IN BOSNIA AND
HERZEGOVINA WITH A FOCUS ON MONETARY AND FINANCIAL
SECTORS
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1.1 Introduction

Bosnia and Herzegovina (BH) is a small, open, Western Balkan country, which
became independent in 1992. During the period 1992-1995 BH experienced a severe
war, which resulted in human and economic losses. Since BH had no experience in
discretionary central banking, confidence and economic stability in the country had
to be restored, BH adopted a currency board arrangement (CBA) as a monetary
regime. This regime was first introduced in some British colonies in order to
completely anchor the monetary regime of colonies with Britain’s monetary policy.
This regime in BH was set by the Dayton Arrangement, which was signed in 1995,
which brought the war to its end. The implementation of the regime started in 1997.
This type of regime was argued to be needed given the complex process of transition

in unstable circumstances in a country after the war. Prasnikar et al. (2003) identified
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three processes of transition that were happening simultaneously in BH after the war:
a transition from a wartime economy to a peacetime economy; a transition to
nationhood and a transition from a command economy to a market-oriented
economy. In these circumstances a rigid regime was needed to assure the neutrality
of the monetary regime from political influence and pressures. However, the low
level of development and low flexibility of other sectors and mechanisms (such as
the trade sector and price and wage flexibility) in the economy may question the
sustainability and the desirability of the regime in the medium-to-long term. As noted
in the Preface this chapter aims at investigating these other sectors and mechanisms
in the country, which will contribute to drawing overall conclusions about the

regime’s sustainability and desirability.

In the first part of this chapter (Section 1.2) the main trends in the economy after the
war to the present time and the progress of transition will be critically assessed. The
specific circumstances, due to which the CBA was introduced at the first place, will
be presented and assessed in the context of whether that regime should be maintained
revised or abandoned after seventeen years of operation. Since this monetary regime
is rigid, other flexibilities, such as the flexibility (and soundness) of fiscal policy, as
well as flexibilities of prices and wages, will be appraised. Moreover, key trends in
the economy, such as the level of external debt, current account deficits, the level of
unemployment and movements of the real exchange rate, which may also affect
sustainability and desirability of the CBA, will be investigated. In the second part of
the chapter the main characteristics and operation of the CBA in BH will be
analysed. Furthermore, the degree of convergence with the anchor currency zone will
be investigated and the extent of financial sector (in)stability assessed. The main
limitations and threats from the financial sector, which functions within the CBA
framework, will be examined (Section 1.3), especially in the light of the latest global

financial crisis (GFC).
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1.2 The macroeconomic situation in BH — historical facts and recent trends

1.2.1 The pre-war role of BH in ex-Yugoslavia, the impact of war and the
country’s post-war constitution

Bosnia and Herzegovina is a small, open economy with a population of 3,791,622
people®. It is a multinational country with three major ethnic groups (Bosniaks, Serbs
and Croats). According to the pre-war census, BH’s population was 4.4 million of
which: 44 percent declared themselves as Bosniaks, 31 percent as Serbs, 17 percent
as Croats, and 5 percent as Yugoslavs (Agency for Statistics of BH, 1991)°. From
1963 until 1992 BH was one of the six socialist republics of Socialist Federal
Republic of Yugoslavia, SFRY®. As a federal unit of the SFRY, BH was one of the
major providers of raw materials and energy for the economic development of the
country. Furthermore, it was one of the three Yugoslav republics which had a
positive balance of foreign trade between 1985 and 1991, as a result of extensive
production and export of medium and higher value-added industrial products
(Dzelilovi¢ and Caugevi¢, 2007).

At the end of 1991 Macedonia, Croatia and Slovenia declared independence from the
SFRY. In March 1992 BH also declared independence, as a result of a majority vote
in the independence referendum. This resulted in a boycott by the great majority of
Serbs which escalated into the open warfare in April 1992. Just after the beginning of
the war, in May 1992, the Republic of Bosnia and Herzegovina was admitted to the
membership in the United Nations. During the period 1992 - 1995 BH experienced a
war, which was described as the worst in Europe since World War 1l. The losses
were huge: about 200,000 people were dead or missing; about a million people left
the country; overall war damage was estimated US$60-80 billion; by 1996 GDP had
shrunk to less than a third of its pre-war level (GDP per capita had collapsed to less

than US$500); industrial production had fallen more than 90 percent; at the end of

“This is the preliminary result of the 2013 census of population, households and dwellings in Bosnia
and Herzegovina (Agency for Statistics of BH).

S In preliminary results of the latest census, which was conducted in 2013, there is no data on ethnic
groups. According to informal results published in the local newspapers this structure in 2013 was:
48.4 Bosniaks, 32.7 Serbs, 14.6 Croats and 4.3 “others’.

& Until 1991 SFRY consisted of: Bosnia and Herzegovina, Croatia, Macedonia, Montenegro, Serbia,
and Slovenia. In this constitution it was first established in 1918 under the name of the Kingdom of
Serbs, Croats and Slovenes, and in 1945 it was renamed the Democratic Federal Republic of
Yugoslavia and finally to the Socialist Federal Republic of Yugoslavia (SFRY) since 1963.
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1996 unemployment was about 45 percent, and those employed were infrequently
and poorly paid (World Bank, 1997). Beside the massive destruction of physical
capital, trade channels were disrupted, many people lost their jobs and savings, much
agricultural land was mined and government, institutions and the legal system were

destroyed (European Commission and World Bank, 1999).

The war was brought to an end by the Dayton Peace Agreement in December 1995.
Although the Dayton Peace Agreement established BH as a sovereign country it did
not bring economic or political unity or pacification to the country. As defined in the
Dayton Peace Agreement BH is a state with two entities (the Federation of Bosnia
and Herzegovina, FBH, and Republika Srpska, RS) and these entities were given a
range of responsibilities, including many which are typically held by national
governments, such as: internal affairs, taxation and customs administration,
agriculture, energy, health and social policies, which point to the complex political
and institutional environment in the country after the war. FBH further consists of
ten cantons, which also have a high range of responsibilities. Additionally, following
a decision by the International Arbitration Commission for Br¢ko, in 2000, Brcko
District became a third division, independent of both entities. Although without
many crucial competences, the state-level institutional structure, as determined by
Dayton Peace Agreement, is also complex, with a Presidency that consists of three
(rotating) members, one from each ethnic group, a Council of Ministers (executive
branch) and a Parliamentary Assembly that consists of the House of Representatives
and House of Peoples. This political and economic fragmentation of the country has
constrained the formation of a single economic space and the implementation of

economic reforms.

Synchronisation of policies in key areas has not yet been achieved by the entities and
since ethnic parties still continue to dominate the political environment, the base for
sustainable growth and development is still not fully established. Even though not
specified in the Dayton Agreement, the High Representative, who was appointed by
the United Nations Security Council, has played an important role in the post-war
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period in BH, due to the inability of the BH government to agree on the major issues’
(such as the enforcement of a new currency, the establishment of some of the key
state institutions and laws at the state level). Although it was introduced as a
transition institutional framework the High Representative is still present today
which implies that Bosnia and Herzegovina is not yet functioning as an integrated
state and that the international community still plays an important role in BH. When
BH became a member of the International Monetary Fund, IMF, (in 1992) and the
World Bank (in 1996) economic reforms and transition towards a market-oriented
economy were a compulsory element of the internationally assisted reconstruction
programme (Dzelilovi¢ et al., 2004). Therefore, the process of transition towards a
free market economy has been conducted at the same time as the process of
reconstruction, before the grounds for an efficient transition were set. This process
will be critically assessed in the next section as it is important for setting the
framework in which the CBA has been functioning.

1.2.2 The process of transition towards a market-oriented economy

Although it was initiated immediately after the war, the process of transition towards
a free market economy in reality did not start until the late nineties, due to
infrastructural and institutional constraints, as well as political disagreements
between the entities. The adoption of state-level laws and the implementation of
policies which required some degree of state-level policy making were frequently
boycotted by the entities’ governments, resulting in a failure of BH’s institutions “to
provide a minimal framework of legislative, executive and judicial authority required
for the introduction and implementation of reforms” in the first years after the war
(Dzelilovi¢ et al., 2004, p.5). Therefore, the international community continued to
play a major role in supporting the process of transition. This process was primarily

based on monetary, financial and fiscal reform, privatisation, and trade liberalisation.

" The High Representative's power was increased from monitoring the implementation of the civilian
aspects of the Dayton Peace Agreement to enforcement of the reforms and progress of transition, and
legal compliance to decree in the case of unresolved issues at the state level.

23



Chapter 1: Macroeconomic Trends in BH

Monetary and financial reform

During the war and in the following years BH’s monetary and financial sectors were
unregulated and fragile: there were three agencies acting as central banks: the
National Bank of Bosnia and Herzegovina, the National Bank of Republika Srpska
and the Mostar ZAP; four currencies were in circulation only one of which, namely
the deutsche mark, was accepted in the whole country and there were a large number
of small, fragile commercial banks none of which operated over the whole country.
All these characteristics, together with the specific economic and political
circumstances after the war, indicated that there was a need for strict regulation,
especially in the monetary field. Monetary reform included the establishment of a
central bank at the state level, and issuing of a (one) national currency called the
‘konvertibilna marka’ (BAM is the international currency code for the konvertibilna
marka). Strict rules were set by the establishment of a CBA in 1997, which limited
the monetary sovereignty of BH in order to eliminate political pressures in the
monetary field. Additionally, for the first six years a foreign citizen was appointed to
undertake the governor role. The establishment of a CBA seemed to be the best
solution for establishing firstly monetary, and then overall, macroeconomic stability
in a destroyed economy (Kreso, 1997; Kovacevi¢, 2003). Although it can be argued
that similar results could have been achieved through full euroization as was to be
the case in Kosovo, the introduction of a national currency had a symbolic meaning
in terms of the country’s sovereignty after the war (Kreso, 1997). On the other hand,
the introduction of the CBA prevented the Central Bank of Bosnia and Herzegovina
(CBBH) from influencing the direction of domestic economic activity and from
directly stimulating economic development. Nineteen years after the end of the war
BH still operates a CBA which was introduced as a transitional mechanism. This
suggests that political risks are still present in the country and that the monetary
authority is still not ready to increase its discretionary powers and to independently
manage monetary policy (this issue will be discussed more in Section 1.2.4 where
recent trends in the country are presented). Another indicator of current political risk
is evident in the structure of the CBBH. Namely, the members of the governing
board are chosen by Presidency and were usually involved in politics prior to their
nomination to the Board. Moreover, the members of the Board and vice governors

(which are chosen by the Board) are chosen primarily on the basis of their ethnicity
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(so that the main ethnic groups are represented) rather than their expertise in central
banking. Furthermore, beside a head office in the capital, CBBH has three main
units: one in Republika Srpska and two in FBH; and two branches; one in Bréko

District and the other one in Republika Srpska.

Financial sector reform was one of the most rapid areas of reform during early
transition. It involved reform of the payments system (BH was the first country in the
region to reform their system®), privatisation of the banks, elimination of the state
control over interest rates, free entry of foreign banks and free international
movement of capital. It was primarily based on commercial banking sector reform,
as the commercial banks played the major role in the BH’s financial sector since the
war, with the big share of foreign-owned banks (this will be discussed in more details
in Section 1.3.4). Although the presence of foreign banks increased the quantity and
quality of banking services, they remained largely unwilling to invest in projects
which could stimulate the development of the BH economy (as will be shown in
Section 1.3.4). Due to its undeveloped capital market and other financial institutions,
as well as limited government expenditure (and the very low share of these
expenditures supporting economic activity), BH remained a very unfavourable
environment for business development, which was almost totally dependent on

commercial banks’ loans.

Apart from the central bank, which was established at the country level, the rest of
the process of financial liberalisation was implemented at the entities level: the
establishment of entities’ banking agencies (which are in charge of bank supervision
and issuing of banking licences), the establishment of the (relatively underdeveloped)
capital market, with all regulating institutions established at the entity level as well,
which again points to the problem of complexity and fragmentation of decision-
making in the BH economy. The trends and deficiencies of the monetary and
financial sectors will be assessed in more detail in Section 1.3. Next, the reforms in

other sectors will be elaborated.

8 The reform from the centrally organised (and in the case of BH entities based) payment system
(conducted through entities' institutes for payment transitions, which were controlled by political
structures) to banks (commercial banks and the Central Bank) led payment system was, on the
initiative and support of international community, conducted within six months in 2001 in BH and is
compatible with TARGET interbank payment system
(http://www.cbbh.ba/index.php?id=747&lang=hr, last accessed: 27/09/2014).
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Other reforms and their weaknesses

After the war fiscal policy was conducted wholly by the entities, without any powers
given to the state. As a result fiscal reform was conducted at a slow pace and was
driven by political interests rather than economic principles (Dzelilovi¢ et al., 2004).
Additionally, the fiscal system of BH is very complicated with a complex
administrative structure, especially in the FBH, as it consists of ten cantons, which
are also given high degree of competences. Consequently, the fiscal system in BH is
usually considered a further obstacle to business development and economic growth,
as it is too complicated, inefficient and unharmonized between entities.
Consequently, reform and the process of transition faced many obstacles and were
conducted at a slower pace and less efficiently than planned. The process of
transition perhaps started too early, before the economy was recovered and before the
needed institutional support for the efficient implementation of the process was
established. A process of privatisation was planned in 1996, though it did not start
until 1999. Although progress in the process of privatisation is evident, though it is
not yet completed, there are some criticisms of the process itself. As the international
community, in order to stimulate transition towards the market economy, directed its
funds primarily to private companies, BH “rushed” into process of privatisation
before the conditions for effective conduct of this process were established. These
conditions primarily relate to the establishment of a capital market, which has an
essential role in controlling managers through shareholders, as well as the
development of financial intermediation and a money market (Causevié, 2007).
Another issue was a lack of expertise and institutional, technological and legal
competence/frameworks prior to the introduction of the process of privatisation. The
process of privatisation was also characterised as “ethnicized”, as it was based on
entities’ laws and concentrated within the ethnic groups (Causevi¢, 2007).
Additionally, the new owners did not have a contractual obligation to invest in their
companies which resulted in a lack of funds to finance company restructuring
(Dzelilovi¢ et al., 2004).

In 1998 the Foreign Trade Law, which introduced a liberal trade regime in BH, was
adopted at the state level. This Law set the conditions for bilateral free trade

agreements (signed from 2001 until 2004), and subsequently multilateral agreement
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CEFTA, signed in 2006, between South Eastern European countries, and for starting
negotiations on the accession of BH to the World Trade Organisation. The economy
started to open up rapidly towards neighbouring countries and the European Union
(EU). However, trade liberalisation did not have the expected (positive) effects on
BH’s balance of payment because, before this opening of its borders, the
restructuring process has not yet been completed. Potential exporters lacked the
necessary funds which would support their production growth: finance was only
available under unfavourable conditions (after the war the interest rates were high
and loans were only available up to 300,000 BAM (153,387.56 euros), which
hindered the reestablishment of domestic companies and their expansion of
production). Financial obstacles, together with the lack of supporting institutions
(such as the institutions for quality control), as well as the absence of any support
from government or protection of domestic producers by adequate laws, resulted in a
persistent trade deficit, which has put direct pressure on the monetary base and
threatened monetary contractions and depression of the economy when capital
inflows were insufficient (as under the CBA, the main source of money creation is
through the balance of payments, as it will be explained in Chapter 2). These reforms
were part of the overall process of transition that BH has been going through since
the war. Although there are many weaknesses in this process some progress has been

made.

1.2.3 Assessing the progress of transition — quantitative and qualitative
approach

One of the ways of assessing the progress in transition is through observing the
transition indicators. Even though they have some potential imperfections (the
subjective nature of the scoring, possible non-transparency of the demarcation
between categories, and disregard of quality of the assessed processes) the EBRD
(European Bank for Reconstruction and Development) transition indicators are the
most frequently used indicators of the progress in transition. Those indicators assess
progress in the enterprise sector, markets and trade, financial sector and
infrastructure (Table 1.1). These indicators imply that the main elements of a market
economy are now present in BH, in terms of the dominance of private sector activity

and the presence of price and trade liberalisation. The slowest progress, according to
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the indicators, was achieved in enterprise reform, implementation of competition
policy and reform of non-banking financial institutions (the progress in these reforms
are assigned a grade 2, out of 4, in the last three years, indicating only a small
movement from a rigid centrally planned economy). According to the EBRD’s
assessment (EBRD, 2013) BH’s progress in transition in the last few years can only
be described as very slow. Consequently, BH’s average transition score, as measured
by the EBRD and reported each year in the Transition Report, is the lowest in
Central or South Eastern Europe (EBRD, 2010).

Table 1.1: EBRD transition indicators (1995-2013)

Year/indictor 1995 2000 2005 2010 2013
Enterprises

EBRD index of small-scale privatisation 1.0 2.0 3.0 3 3
EBRD index of large-scale privatisation 2.0 2.3 2.7 3 3
EBRD index of enterprise reform 1.0 1.7 2.0 2 2
Markets and trade

EBRD index of price liberalisation 1.0 4.0 4.0 4 4
:Eitl)ser;)Ii ;2:?:1 of forex and trade 10 30 37 4 4
EBRD index of competition policy 1.0 1.0 1.0 2 2+
Financial sector

EBRD index of banking sector reform 1.0 2.3 2.7 3 3-

EBRD index of reform of non-bank

- L 1.0 1.0 1.7 2- 2+
financial institutions

Infrastructure

EBRD index of infrastructure reform 1.0 2.0 2.3 3- 2.7

Note: The transition indicators range from 1 to 4+, with 1 representing little or no change from a
rigid centrally planned economy and 4+ representing the standards of an industrialised market
economy.

Source: EBRD transition reports, various issues

Although, according to the transition indicators, BH has made progress in many
fields, there were (and still are) many weaknesses which have undermined the overall
efficiency of transition and which inhibit further progress. These transition indices
provide only an overview and do not assess the overall performance of the economy.
They focus on a specific area at the moment of evaluation and do not assess whether
the basis for the sustainable development is present. Moreover, these indicators do
not take into account all specific circumstances and limitations which were
emphasised in the previous section and which may undermine further progress and

development. Therefore, a more descriptive approach is necessary which was
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provided in the previous section where the weaknesses of the post-war reforms were
examined. The general criticisms of the transition process in BH can be summarized

as follows.

First, the complex BH constitutional and political structure (established by the
Dayton Peace Agreement) inhibits creation of a unified economic policy which could
generate strong economic growth. Namely, the creation of a self-managed and
sustainable economy is constrained by political obstructions due to the opposed
interests of the ethnic groups and the difficulty of reaching a consensus between
those groups regarding issues of interest to all citizens. Second, this division of the
country was even reinforced during the process of transition by the adoption of laws
and creation of the supporting institutions at the entities level, which resulted in
inconsistent implementation of reforms. Third, the state “rushed” into the process of
transition without sufficient knowledge and necessary expertise for carrying out
reforms in a comprehensive manner, which resulted in a sporadic and slow reform
process (Dzelilovi¢ et al., 2004). Fourth, the process of transition was initiated and
supported by the international community, which did not create grounds for the
sustainable development as some necessary preconditions for economic development
were not previously established. Those conditions included the establishment of the
legal state, transparent institutions and the rule of law at the state level. The
international community expected that the development of the market-oriented
economy would automatically change the inhibiting political and social structures
and lead to well-being and prosperity, which did not happen (Papi¢, 2001). The main
weakness, in this sense, was the simultaneous implementation of the processes of
transition, without taking into account specific post-war conditions and the absence
of unity and concord within the country, which have resulted in the creation of an
aid-dependent development.

Although nineteen years have passed since the end of the war BH still continues to
require support from the international institutions, mostly from the World Bank,
IMF, EBRD and the EU institutions (the total donor aid in the most intensive
reconstruction period, 1996-1999, is estimated to total between US$ 1.8 to 4.9
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billion%). Much of this support (especially from the IMF and the World Bank) is
aimed at stabilising the fiscal position and filling budgetary gaps, as well as
strengthening the level of reserves held at the central bank (EBRD, 2010). The
question of funding BH’s economic development is still not solved as the country has
limited access to international funding, and corporate funding conditions in the
domestic market are unfavourable, with high lending interest rates and the absence of
government incentives to stimulate business investment and with only a limited
access to the domestic under-developed stock markets. Moreover, the development
of transparent state institutions and the rule of law, as conditions for ending
dependency, are still not achieved. According to the World Economic Forum’s
Global Competitiveness Report, which assesses the business environment based on
surveys of managers and on statistical data, Bosnia and Herzegovina was the lowest
ranked country in the region (Causevié, 2013). Moreover, in the last three years,
managers in BH ranked access to finance as the biggest obstacle to doing business,
while the institutional obstacles have been consistently ranked among top five in all
the reports published. Next, recent trends in the main economic indicators, which are
also important in the setting of a framework for assessing the sustainability and
desirability of CBA, will be investigated.

1.2.4 Key economic indicators

BH has experienced substantial economic growth during the transition period. GDP
per capita grew from 560.17 US dollars in 1995 to 4,657 US dollars in 2013.
However, this is expected, given the severe fall during the war (as presented in
Section 1.2.1). This economic growth has been attributed predominantly to greater
capacity exploitation in business and industry, privatisation, restructuring,
strengthening of the financial sector and attracting foreign direct investment
(Dzelilovi¢ and Causevi¢, 2007). According to the GDP data (Table 1.2), BH
recorded continuous growth until 2009 when the economy entered a sharp decline

due to the global financial crisis. This decline was a result of various factors,

® Because of the absence of a general overview of all donations the data for the total donor aid in the
most intensive reconstruction period (1996-1999) differ between different sources. The main reasons
for these differences are the lack of transparency of domestic authorities and uncertainty about the
misuse of these funds, on which there has been no serious investigation, but which was evidently
present (Papi¢, 2001).
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including the drying-up of bank credit, a severe contraction in foreign direct
investment, lower demand from regional neighbours and the European Union for
exports and a fall in remittances from workers abroad (EBRD, 2009). The current
account balance has been negative throughout the post-war period due to the lack of
competitiveness of BH products in regional and international markets, which is
partially the result of the weaknesses in the process of transition elaborated in the
Section 1.2.2. The decrease in the current account deficit which was evident in 2006
and 2009 (Table 1.2) was not a result of increased exports and competitiveness but of
lower imports of goods caused by the introduction of value added tax (VAT) and the
decrease in domestic aggregate demand, respectively. However, more positively, the
fall in the current account deficit in 2013 was a result of increased exports and
decreased imports. The persistent current account deficit is especially dangerous for
BH’s economy if there are no offsetting capital inflows, as under the CBA’s strict
rules, balance of payments transactions are the major determinant of money supply
stability. Moreover, there is a high level of imports of raw materials and intermediate
goods, which makes the country dependent on imports. The only category in which
exports are higher than imports is the ‘durable consumer goods’ group, namely, final
consumption goods. The export to import ratio remains low, even though it increased
from 29 percent in 2003 to 55.2 percent in 2013 (see BHAS, 2014, p. 13). This
performance is important when assessing the consequences of the inability to devalue
the currency, as is the case under a CBA, and this issue will be investigated in the
concluding chapter before making conclusions regarding the maintenance of the
CBA in BH. The remittances and the capital and financial net inflows decreased in
2009 and 2010 as financial aid and foreign direct investments, which have been
important factors in financing current account deficit, continued to fall (CBBH,
2009a).

The unemployment rate in BH is, after Macedonia, the highest in the region.
According to the Labour Force Survey the unemployment rate in 2013 was 27.5
percent, while the formally registered unemployment rate reached 45.9 percent. This
is an acute problem, especially in countries with rigid monetary regime, such as a
CBA, through which economic activity and the employment rate cannot easily be
stimulated. This is a bigger problem the lower the capacity and efficiency of fiscal

policy, which is the only macroeconomic tool for stimulating the economic activity
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in the economy with a rigid monetary regime. Moreover, the high and persistent
unemployment could be a potential threat for CBA’s credibility, since the residents
might expect the regime to be abandoned if the unemployment rate is high for a long
period of time (this issue will be investigated in Chapters 3 and 4). Observing the
growth of average net salary we can conclude that it did not follow economic
conditions in the country. While the GDP growth rate was either negative or below 1
percent after 2008 (until 2013) and unemployment was increasing (reaching 12.8
percentage increase in 2010 compared to 2009), the average net salary was
increasing in real terms (Table 1.2). By comparing gross wages and productivity
Kristi¢ (2007) found that there was clear wage inflationary pressures, since in the
observed period (1999-2005) wages were growing faster than productivity. Kristi¢
further found that this trend is driven by the rise of wages in the public sector, since
excluding the activities that are prevailingly state-owned, productivity grew much
faster than wages.
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Table 1.2: Selected economic indicators, Bosnia and Herzegovina (2000 — 2013)

Variablelyear 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013
GDP per capita (in USD) 1471 | 1,523 | 1,754 | 2211 | 2,634 | 2,837 | 3,265 | 4,017 | 4,865 | 4,496 | 4383 | 4,773 | 4,406 | 4,657
E:f‘c'eﬁtgw (e ES 550 | 240 | 500 | 390 | 630 | 390 | 570 | 600 | 560 | 270 | 080 | 1.00 | -1.20 | 2.50
Inflation™ 480 | 310 | 040 | 060 | 0.40 | 380 | 610 | 150 | 740 | 040 | 210 | 370 | 2.10 | -0.10
lfr "ggg;"ame (asapercentage | 900 | 5120 | -49.40 | -48.90 | -45.10 | -45.20 | -34.00 | -40.50 | -42.70 | -32.00 | -30.70 | -32.40 | -32.80 | -29.9
Current account balance (as a 710 | -12.90 | -17.60 | -19.20 | -16.20 | -17.10 | -7.80 | -9.00 | -14.10 | -6.50 | -6.10 | -9.70 | -9.30 | -5.50
percentage of GDP)

Unemployment rate** 22.90 | 21.10 | 19.60 | 21.50 31.10 | 29.00 | 23.40 | 24.10 | 27.20 | 27.60 | 28.00 | 27.50
Change in unemployment rate -7.86 | -7.11 9.69 -6.75 | -19.31 | 2.99 12.86 1.47 145 | -1.79
Expenditure of General

Government (as a percentage 5210 | 46.30 | 37.20 | 40.80 | 38.80 | 39.10 | 41.10 | 43.40 | 45.80 | 47.00 | 46.10 | 45.30 | 46.60 | 45.60
of GDP)

Overall balance of General

Government (as a percentage of | -6.00 -3.00 | -0.10 | 0.70 1.60 2.40 2.80 120 | -220 | -4.40 | -250 | -1.30 | -2.00 | -2.20
GDP)

External Debt of Government 3430 | 34.90 | 30.70 | 27.30 | 25.20 | 25.30 | 20.80 | 18.00 | 17.00 | 21.50 | 25.30 | 25.80 | 27.80 | 28.20
Sector (as a percentage of GDP)

Real effective exchange rate

(REER), (20050100) 100.00 | 102.33 | 99.82 | 101.3 | 102.66 | 101.85 | 101.9 | 101.2 | 99.68
Growth rate of net salaries 995 | 905 | 852 | 434 | 653 | 892 | 1007 | 1659 | 506 | 1.04 | 222 | 1.23

Notes: Highlighted variables are those important for assessing the productivity and flexibility of wages
*Growth rate of retail prices (RP) is presented until 2006, but for 2006 and following periods in the table is presented consumer price (CP) growth rate. For RP
rates weights used represent FBH and RS shares in BH GDP.
** The unemployment rate based on Labour Force Surveys

Source: Central Bank of Bosnia and Herzegovina annual reports (various issues), Agency for Statistics, Bosnia and Herzegovina, Labour Force Surveys, various

issues
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Prices in BH have been relatively stable. However, in the context of a fixed exchange
rate monetary policy is usually argued to be ‘imported’ from the anchor currency
country (zone) and the movements in the inflation rates in BH should therefore be
assessed together with those in the Eurozone. Inflation rates in BH and the Eurozone
have had similar trends since 2007, with a difference in sharper peaks and drops in
BH (Figure 1.1), perhaps due to lower reserves and capacities in its economy to
mitigate the effects of any factor that influences these movements. The high rate in
2006 in BH was recorded due to introduction of the value added tax and in 2008 due
to the increase of world prices of oil and food. As a result of the crisis inflation rates
dropped in 2009 in both BH and the Eurozone, recovered in 2011 and then fell again
in 2012 and 2013.

Figure 1.1: Inflation rates in BH and the Eurozone
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Source: Author’s illustration based on data from the CBBH website (www.cbbh.ba) and the Eurostat
(www.epp.eurostat.ec.europa.eu/portal/page/portal/eurostat’/home/) (last accessed: 24/09/2014)

The government’s budget has recorded a deficit since 2008. The problem is not the
deficit itself, since BH is a developing country undergoing a process of transition and
it can be expected that during this process its expenditure needs exceed its ability to
collect funds from its citizens. The problem is how these funds are being spent and
how (in)effective the government is in stimulating economic activity and mitigating

the effects of shocks to the real economy.
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Fiscal policy soundness and effectiveness

The fiscal revenues are significantly lower than their potential due to underdeveloped
production and economic activity in the country and the high level of the grey
economy. Schneider et al. (2010) estimated that the average size of the grey economy
in BH (over 1999 to 2007) was 33.6 percent of GDPC. On the expenditure side, there
is a high share of ‘unproductive’ expenditures in total government expenditures (with
the highest share of employees in public administration, defence and compulsory
social security in the region: 10.8 percent in FBH and 9.5 percent in RS in 2011, see
Kreso and Lazovi¢, 2013). Moreover, the quality of government institutions is very
low and BH is among the worst performers in South Eastern Europe according to the
World Development Indicators. It is in the last place according to voice and
accountability, political stability, one before the last if we observe the government
effectiveness and ranked lowly when assessing the control of corruption, rule of law
and regulatory quality (see Appendix 1.1). According to the Global Competitiveness
Reports 2008-2009 and 2009-2010, government instability, policy instability and
inefficient government bureaucracy were ranked as the biggest obstacle to doing
business. These are still rated among the first four obstacles for doing business (even
though, as noted above, in the last three reports access to finance was rated as the
biggest obstacle). This assessment is important for setting the framework in which a
CBA functions. Moreover, it is important for assessing the flexibility and
effectiveness of fiscal policy, since, in order to assess the need for the CBA the
viability of complementary and alternative policies have to be evaluated. As noted in
Hardouvelis and Monokrousos (2009, p.7) “a CBA can facilitate stabilization
programs in economies lacking credible institutions and when policy discretion is
ineffective for monetary stabilization”, which is still the case in BH. Moreover, it is
an effective tool for keeping the government spending “under control” since it
imposes a hard budget constraint on the government. The effectiveness of fiscal
policy is especially relevant in a period of crisis, since economic growth cannot be
boosted through monetary policy. However, according to the United Nations
Development Programme (UNDP)’s Early Warning System the BH government did

10 To our knowledge there is no more recent estimate available. However, there are also some other
estimates available which differ quite significantly: Tomas (2010) estimated the grey economy in BH
in 2008 to be 23 percent of GDP, while Vladusi¢ and Panti¢ (2008) estimated it to be 16 percent in
2006.
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not prove to be effective in mitigating the effects of the Global Financial Crisis. As
they note: “This was a consequence of the absolute absence of institutional
mechanisms which might be used to remove or at least mitigate the negative impact
on institutional performance” (UNDP, 2009, p. 31). Moreover, Kreso and Lazovi¢
(2013) show that the level of average gross wages increased in BH during the crisis,
while it was decreasing in Bulgaria, Slovakia and Croatia (EU countries that they
included in their analysis). Moreover, “while GDP in BH grew from 2006-2011 by
1.3 times, compensation for employees in the public administration and beneficiaries
of budget funds increased by 1.5 times, and social benefits by 1.8 times” (Kreso and
Lazovi¢, 2013, p.8). Since government expenditures exceed revenues the resulting
deficit was financed though foreign debt, which has been increasing from 2008
(Table 1.2). According to the currency structure of public debt on 31/12/2013, debt
denominated in the euro makes up 52.24 percent of the total public debt of BH and
33.24 percent in special drawing rights (SDR), though the effective payments are
again in euros (Ministry of Finance and Treasury, 2014, p.10). This is important
when considering the potential future changes in the nominal exchange rate, since the

burden of debt would be increased if the local currency is devalued against the euro.

Since the currency is fixed to the euro the question about the potential currency
over/under-valuation is frequently posed. According to the data on real effective
exchange rate (REER), which takes into account the changes in the exchange rates
with the trading partners (and weights it with the level of trade with each partner)
from 2005 the REER has appreciated in all years except 2007 and 2013 (Table 1.2).
In the annual report of CBBH the depreciation trend in 2013 is explained as a
consequence of “favourable developments in the real sector and improved
competitiveness” (CBBH, 2013, p. 27). However, the deviations in the REER can be
considered not to be too large (compared to, for example Bulgarian lev, which
appreciated 22.4 percent cumulatively for the period 2005-2008, see Hardouvelis and
Monokrousos, 2009). Another indicator of the overall situation in the country, which
is especially relevant for assessing the level of interest rates and the attractiveness of
the country for foreign investors is a country’s sovereign credit rating. The long-term
rating is B3/stable (according to Moody's Investors Service rating) which is a
category of speculative credit rating with high credit risk, which is the lowest rating

in the region. The rating improved to B2 in 2006, but decreased again in 2012.
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Given the economic and political situation in BH described above, the perhaps
inevitable step after the war was to impose strict rules designed to eliminate potential
abuse of discretionary monetary policy. These rules were imposed by the
introduction of the CBA for the first six years after the war, a period which was
extended mainly due to the persistence of political instability in the country. Reasons
for the introduction of the CBA in BH and its main characteristics, as well as the

main trends in financial sector under the CBA, will be presented in the next section.

1.3 The monetary and financial sectors in BH

The main characteristics of the reforms in the monetary and financial sector after the
war were explained in Section 1.2.2 and the overview of the macroeconomic
situation in which the CBA functions in BH was appraised in Section 1.2.4. Next,
more details about the characteristics and functioning of the CBA in BH will be
presented and the main characteristics of financial sector and its functioning critically
assessed.

1.3.1 Origins and the reasons for the introduction of the CBA in BH

In June 1997, in accordance with the Law adopted by the Parliament of Bosnia and
Herzegovina, within the framework determined by the Dayton Peace Agreement, the
Central Bank of Bosnia and Herzegovina, the monetary institution for the whole
country, was established. The Dayton Peace Agreement specified that the Central
Bank will operate a currency board, without the possibility of extending credit by
creating money. A new currency, konvertibilna marka, was introduced as the only
legal tender in the whole country. It was pegged to the deutsche mark at the fixed
exchange rate 1 DM = 1 BAM, as it was the most widely used currency prior to the
introduction of the national currency. After the introduction of the euro, the
konvertibilna marka became pegged to the euro at the fixed exchange rate 1 € =

1.955830 BAM.
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Beside the need for stability in a small, open, underdeveloped and unstable economy
the CBA was also introduced in BH for political reasons (Kreso, 1997; Kovacevié,

2003) related to a country which was, as explained above:

- exiting a war with severe traumas, divisions and mutual distrust, whose
economy had been destroyed, and which was bounded by a state constitution
with two entities with significant economic independence;

- undergoing transition from being a part of a larger nation to being an
independent, small country which lacked a monetary policy track record;

- in a transition process from a socialist command economy dominated by the

state to a marke