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Selected issues papers are usually retrospective. This one, however, contains a
substantial forward-looking component. This approach has been adopted in light
of the special characteristics of Bosnia and Herzegovina. Although the region has
a long and rich history, the country itself was only created in late 1995, as part of
the Dayton Peace Agreement. Thus, its short history limits the scope for inference
of policy prescription based on historical analysis. At the same time, the country
finds itself at an economic crossroads, and therefore, the wide-ranging, forward-
looking reform agenda warrants in-depth study. The structure of this paper
mirrors this reality. Accordingly, each chapter presents a streamlined review of
events that serve as background for a forward-looking assessment focused on a
program of reforms.
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Bosnia and Herzegavina: Basic Economic Indicators, 1995-99

1995 1996 1997 1998 1959

Population 37

Land area (in sq. km.) 51,129 51,129 51,129 51,129 51,129

Per capita GDP (1998, estimate, in US doliars) " 1054

GDP (millions of U.S. dollars) 1,867 2,741 3.423 3,899 4,418

Industrial production {percent change) 2/

Federation 18 88 36 24 11
Republika Srpska 18 19 27 23 2

Employment, end-period 3/ 287,580 336,062 344,345

Wages (DM/menth) 4/

Federation 76 296 493 524 549
Republika Srpska 5/ 60 8s 138

Real GDP {annual average) 21 as 30 12 10

CEI 5/

Federation (DM} -4 -25 14 5 0
Republika Srpska (YUD) 118 66 3 38
Republika Srpska (KM-based index) 6/ 21 17 -7 2 14

Money and credit 7/

Broad money 8 g6 52 k3| 3z
Domestic credit -9 13 22 10 7
{In millions of KM}

Consclidated government 8/

Revenue (including grants) 1,051 2,173 2,398 3,148 3,628

Expenditure -9 -182 2,429 3,658 4,094

Balance % 1,060 2,355 -3 =310 -466
{In milliens of U.S. dollars)

External current account balance 10/ 11/ =570 -1,306 -1,482 -1,234 947
Exports 11/ 152 336 575 817 973
Imports 11/ 1,082 0 2,333 2,526 2,388
Net invisibles 10/ 11/ 360 -1,642 276 475 468

CBBH Gross Reserves 12/

In milliens of U.S. dollars 207 235 80 175 475
In months of next year's merchandise imports 2.3 1.2 04 0.7 2
External debt
(In millicns of U.S. dollars) 3,361 3,620 4,076 2,981 3226
(In percent of GDP) 177 132 i19 76 73
Debt service {in percent of exports of goods and .
nonfactor services) 118 53 18 17 8
Memorandum items:
Exchange rates (period average)
Convertible marka {KM) per devtsche mark 1.0 1.0 1.0
BiH dinar per Deutsche mark 13/ [00 100 100
FR Yugoslav dinar per Deutsche matk 14/ 24 35 39 6.4
Croatia kuna per Deutsche mark 34 3.6 35 33 4.1

Sources: Data provided by the authorities; and IMF staff estimates.

t/ Data refer to the entire country, uniess otherwise indicated.
2/ Growth in 1995 is given for BIH territory as a whole.

3/ Data coverage not comparable before and after 1997, For estimated annual growth rates, see Table 21.
4/ Data refer to average net wages paid in a particular

particular month are included in the data,

5/ Period average retail price index. Data for both Entities are affected by post-
6/ Up to June 1998, prices observed in Yugoslav dinars and converted to DM

7/ Change in percent of opening M2,

8/ Excludes municipal governmer? operations for Re,

expenditures financed by external grants.

publika Srpska. Data for 1996 and subsequent years exclude military

war adjustments to market pricing,

period, nol average eamings in that period; only firms paying wages in a

using the parallel market rate described in footnoie 14,

9/ No net domestic financing of the budget deficit, other than arrears, in 1996-99,

10/ Excluding official transfers,

11/ Data for 1995-9% are rough estimates for the whole territory of Bosnia and Herzegovina.

12/ Excluding earmarked funds and blocked accounts, including foreign exchange held by the CBBH in Payments Bureaus.

13/ Official rate. Paralle] rate not eollected by the National Bank of BiH.

14/ YUD/DM exchange rate in the parallel market coliected by National Bank of Yugoslavia. The official rate exchange rate in
FR Yugoslavia was set at YUI? 3.3=DM 1 from December 1995 - March 1998, and YUD 6.0=DM 1 since March 31, 1998.
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I. INTRODUCTION AND OVERVIEW'

1. This document provides background information for the 1999 Article IV consultation
with Bosnia and Herzegovina. The first chapter contains an overview of economic
developments, particularly those since the last consultation in 1998, and outlines the
authorities’ economic reform strategy in key areas. Subsequent chapters elaborate this reform
strategy for the financial sector, privatization, fiscal sustainability, devolution of fiscal
responsibilities, social benefits, and trade.

2. The country of Bosnia and Herzegovina is at an economic crossroads. During the last
four years it has undertaken a massive reconstruction effort supported by substantial financial
assistance from the international community. However, the international community’s financial
commitment has not been matched by a similar commitment to structural reform from the
authorities. This, combined with sustained high unemployment, has kept increases in public
and private savings below the pace required to replace the anticipated decline in external
assistance. These developments call into question the viability of the country’s economy in the
medium term. In this context, the following chapters are a mix of retrospective and
prospective components, The retrospective component intends to provide a succinct summary
of where policy reforms stand in key areas. The prospective component assesses the agenda of
unfinished business in each of these areas. This agenda will provide elements for discussion of
a medium-term reform program with the authorities in Bosnia and Herzegovina.

3. In evaluating the progress of reform and assessing the prospects for Bosnia and
Herzegovina, including required further reforms, the most striking conclusions of the paper
are as follows:

. The current fiscal policy stance is not sustainable. Under unchanged policies the
public debt-to-GDP ratio could reach over 180 percent of GDP by 2014,

. The government is too large. The tax burden is considerably larger than in
comparable countries. Expenditures as percentage of GDP are similarly high and
concentrate on the military, and on benefits for military invalids and their families.
Allocations to priorities, such as health and education, are low.

. Fiscal reform over the next 3—4 years has to be directed to rationalizing and
lowering taxes and social contributions drastically, curtailing spending on the
military and military benefits, and streamlining a complex government
structure.

'Prepared by Juan J. Fernandez-Ansola, Bhaswar Mukhopadhyay, and Kori Udovigki.
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. Entitlements at current levels for social insurance and social assistance programs
- are not affordable. The social benefit systems in both Entities are caught between
overly generous entitlements and a narrow resource base. Urgent measures are needed
to simplify the systems, restrict the present scope for abuse, and bring entitlements in
line with resources.

. The sustainability of economic growth will require urgent private market
development. This in turn will require an acceleration of financial sector reform and
privatization. Although a well-defined strategy is in place, privatizations thus far have
been confined to small enterprises, and the authorities must take immediate steps to
privatize large enterprises.

L Harmonization of economic policies in the two Entities to promote the
development of a unified economic space in all of Bosnia and Herzegovina is
critical to encourage private investment. In this regard, tax harmonization is
essential to avoid wastefu! fiscal competition between the Entities and eliminate
opportunities for tax evasion.

. Trade reform should be deepened. The strategy should contemplate the elimination
of import surcharges, and lowering of tariff dispersion so as to converge to a low and
fairly uniform tariff regime over the medium term.

A. Background®

4. The pre-war economy of Bosnia and Herzegovina was fairly diversified, with a large
industrial base and a highly educated labor force. The annual per capita GDP in 1990 was
US32,446, and nearly half the annual GDP was produced in the industrial sector of the
economy, notably in energy and raw materials (electricity generation, wood production, and
mining), and manufactured goods (textiies, footwear, machinery, and electrical equipment).
Agriculture accounted for just about 10 percent of GDP. International trade was an important
factor, with exports and imports accounting for 24 percent of GDP and 19 percent of GDP,
respectively. Although closely integrated with the former Socialist Federal Republic of
Yugoslavia (SFRY), and to a lesser extent with the socialist bloc, Bosnia and Herzegovina
also exported a wide variety of goods, constituting nearly half of its total exports, to “hard
currency” Western countries.

5. However, by the end of the war in 1995, GDP had contracted by about 80 percent
from its pre-war level, and the annual per capita GDP had shrunk to just about US$500. The
physical infrastructure of the country had been almost completely destroyed, and industrial
activity in the country had contracted by 90 percent from its pre-war level. Trade had been

“Box 1 presents a chronology of key events in Bosnia and Herzegovina since 1992.
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Box 1. Bosnia and Herzegovina: Chronology of Key Events, 19921999

March 1992—Bosnia and Herzegovina declares independence from the Socialist Federative Republic of Yugoslavia
(SFRY) and gains intemational recognitior.. A month later, armed conflict with the Yugoslav National Army and other
internal and external forces begins,

March 1994-—The Washington Agreement ends hostilities between the Croat forces and the BH Army, which had
begun in early 1993, and creates the Federation of Bosnia and Herzegovina, a political union of the Bosniac- and Croat-
majority regions,

November 1995—The Dayton Peace Agreement is initialed by representatives of Bosnia and Herzegovina, Croatia, and
FR Yugoslavia, establishing peace and new constitutional foundations for the country (see Box 6 in Chapter VII), This
is followed, by year’s end, with the country’s succession to a portion of the membership of the former SFRY in the
internztional financial institutions. SDR 20.3 million were disbursed by the IMF, under the policy on post-conflict
emergency assistance,

September 1996—First country-wide elections since secession from SFRY. Results legitimize war-time leaderships of
all three ethnic groups.

January 1997—First meeting of the Bosnia and Herzegovina (State)} Parliament at which it appoints a Council of
Ministers, hence completing the establishment of key State-level government institutions. The three-member Presidency
had begun regular meetings the previous October, and the governor of the new central bank, a foreign citizen, had been
appointed the previous November.

June 1997—"Quick-start package” of economic laws on the central bank, the 1997 budget, external debt, trade and
customs tariff policies is adopted by the State Parliament. A new Bosnian currency—the convertible marka—begins to
be used as unit of account but not as unit of payment yet,

July 1997-January 1998—Republika Srpska (RS) institutions are essentizlly paralyzed by a political crisis that
commenced with RS President Plavsic’s dissolution of the RS National Assembly and ended with election of Milorad
Deodik for Prime Minister by new Assembly elected in November. New leadership ends RS isolationist policy, begins
¢conomic reform, and foreign assistance to the RS intensifies,

December 1997—Rescheduling agreement with commercial bank creditors is signed.
June 1998—The convertible marka is put into circulation. A stand-by arrangement for BiH is approved by IMF Board.

September 12-13, 1998—Genera! elections in BiH, which result in ethnically based parties maintaining substantia]
control of the political institutions in both Entities. In the RS, nationalists capture the presidency, but fail to secure the
parliamentary majority required to form a government. After major delays in the formation of the Federation and State
Govemments, they assume office in December 1998 and February 1999, respectively.

October 1998—Rescheduling and debt-reduction agreement with the Paris Club is signed.

March 1999—High Representative removes Nikola Poplasen as President of RS. Position not filled to date. Dodik’s
gavernment continues to function, based on slender parliamentary majority support.

March—June 1999—NATO air campaign against FR Yugoslavia,
June 1999—The IMF Board approves completion of the first review under the stand-by arrangement.

July 30, 1999—The summit of the Stability Pact for South-Eastern Europe is held in Sarajevo, with the participation of
heads of state and governments of 40 countries, and principals of international organizations, agencies, and regional
initiatives. The main objective of the summit is to adopt a common agenda for stability and prosperity in South-Eastern
Europe.
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virtually paralyzed during the war, and by the end of the war exports of nearly all products
had dried up. :

6. Growth in the period immediately following the war reflected primarily reconstruction
of the country financed by the exceptionally large levels of donor assistance. In

December 1995 the international donor community pledged nearly US$5.1 billion over a
three- to four-year period to enable implementation of the Priority Reconstruction Program,
and in 1996 alone donor disbursements for this purpose amounted to some US$1.9 billion.
Donor suppott in the period 1997-98 averaged nearly US$1 billion annually. Jump-started by
the reconstruction effort, real GDP grew at an annual average rate of some 36 percent during
the period 1996-98. Industrial production nearly doubled, and was mainly concentrated in the
production of wood products, textiles and apparel, and foodstuffs and beverages. Agricultural
activity also recovered, with the production of food crops (mainly wheat) rising to about

80 percent of its pre-war levels. In the initial post-war period, growth was largely restricted to
the Federation of Bosnia and Herzegovina, which began receiving donor assistance earlier,
and m larger amounts, than the Republika Srpska (RS). During this period, growth in the
Republika Srpska was generally less rapid than that experienced in the Federation, partly
because it had a higher base owing to considerably less war devastation and dislocation
experienced by the Republika Srpska than in the Bosniac areas of the Federation.

7 In the spring of 1999, the momentum of recovery that had been established in both
Entities of Bosnia and Herzegovina was interrupted by the conflict in the former Republic of
Yugoslavia (FRY). In particular, the disruption of economic links with the FRY had a severe
impact on the economy of the Republika Srpska, which was heavily dependent on the FRY as
a source of raw materials, and also as its chief market for finished goods. The recent, gradual
emergence of inter-Entity trade has partially mitigated the adverse consequences of the
Kosovo conflict on the Republika Srpska.

B. Policy Framework for Medium-Term Growth

8. Against this background the key challenges facing the economy of Bosnia and
Herzegovina are to regenerate the momentum of growth that was interrupted by the crisis in
the FRY, and to foster a favorable environment for private investment. Such an environment,
and a substantial rise in private domestic savings, are necessary to compensate for the
anticipated decline in donor assistance over the medium term.

Macroeconomic framework

9. The medium-term macroeconomic framework for Bosnia and Herzegovina is designed
with a view to achieving annual average real GDP growth of more than 9 percent over the
period 2000-05 (Table 1). Attaining such growth rates will entail nongovernment investment
ratios to be maintained at about 16 percent of GDP during this period. Such investment ratios
will have to be financed by an increase in private savings—excluding current official
transfers—from 12 percent of GDP in 2000 to 16 percent in 2005, Reflecting the decline in
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external assistance, Bosnia and Herzegovina’s current account deficit will need to drop from
about 17 percent of GDP to 8 percent over the same period. To facilitate such a sharp
adjustment in the current account, Bosnia’s exports will have to grow at an average rate of

14 percent during 2000-05. At the same time, non-reconstruction imports will have to grow
by some 10 percent in order to support the rapid growth of private investment. However,
imports of consumption goods will decline as the domestic industry recovers, and imports for
reconstruction, that are projected to reach nearly $530 miltion in 2001, are expected to decline
sharply to just about $150 million by 2005. Moreover, such an adjustment will be facilitated
by radical fiscal reform (see Chapter VI). These parameters of macroeconomic adjustment
imply that the savings rate of the public sector—excluding current official transfers—will have
to rise from 2 percent of GDP to 5 percent on average over the period 2000-05.

10.  If Bosnia and Herzegovina is successful in growing at the targeted rates over the
period 1998-2005, it will double its annual per capita GDP to US$2,000 in 2005, about

20 percent below its pre-war level. A recent study of 25 transition economies in East Europe
and Central Asia provides some evidence that achieving such growth rates need not be beyond
the country’s capacity.’ The study finds that beyond an output decline in the initial transition
period of three to five years, the majority of countries experienced strong and sustained
recovery. The study also finds that the impact of initial conditions recedes over time, and that
macroeconomic stabilization and progress on market-oriented reforms are dominant
determinants of recovery during the transition period.

11. For Bosnia and Herzegovina to realize its full potential, both the agricultural and the
industrial sectors of the economy will have to experience sustained growth in the period
ahead. This will entail the implementation of sound macroeconomic policies, and a determined
effort to ease several structural impediments to private investment and real GDP growth,

Policies to promote growth
Macroeconomic policies

12.  The key element of the macroeconomic strategy is based on the use of a currency
board arrangement to establish a nominal anchor, with the use of supporting fiscal policies to
prevent the need for domestic borrowing by the Entity governments. The currency board that
was introduced in Bosnia and Herzegovina in August 1997 has been instrumental in lowering
inflation to single digits in both Entities and in facilitating the rapid acceptance of the

3Havrylyshyn, Oleh, Ivailo Izvorski, and Ron van Rooden, 1998, “Recovery and Growth in
Transition Economies 1990-97; A Stylized Regression Analysis,” IMF Working Papers
WP/98/141. Also see Berg, A., E. Borenzstein, R. Sahay, and J. Zettlemeyer (1999), “The
Evolution of Output in Transition Economies Explaining the Differences,” IMF Working
Papers WP/99/73.
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convertible marka throughout the country. Thus far, the fiscal policies adopted by the
authorities and the generous donor support that Bosnia has received have been key to the
successful implementation of the currency board. Given the ongoing structural constraints on
fiscal policy, Bosnia and Herzegovina must meet its fiscal targets in the period ahead without
borrowing domestically, which will entail continued high levels of donor support for
budgetary operations.

13. Bosnia and Herzegovina’s present fiscal stance cannot be sustained without such
donor support. Although revenue-to-GDP ratios are very high, Bosnia’s recurrent spending
requirements under existing institutional arrangements far exceed available resources, owing
in part to continued high levels of unemployment. The high tax burden in Bosnia discourages
tax compliance and is a strong disincentive for private investment. Thus, immediate reforms
directed at lowering the tax burden are essential to achieve the authorities’ real GDP growth
target. In this setting, and faced with declining levels of donor support, the authorities can
attain medium-term fiscal sustainability only by implementing politically difficult expenditure
cuts, notably the demobilization of a large part of the military.

Structural reform

14 The viability of the social benefits system is threatened by overly generous entitlements
and a narrow resource base resulting from the prevailing high rates of unemployment.* The
pressures on resources could intensify as a result of the emigration of a large number of
working age citizens, and the return of older displaced persons. Moreover, an increasing
amount of domestic resources will also be required to support a viable health care system and
education requirements, as external reconstruction support declines. In particular, reforms will
have to address the existing imbalance between benefits granted to military and war invalids,
and to other vulnerable groups. In this regard, legistation recently adopted in the RS, and
under consideration in the Federation, which seeks to expand benefits to military invalids and
their families, is a step in the wrong direction. Neither Entity has been able to meet the
entitlements provided by the previous legislation, and an expansion of entitlements only serves
to undermine the credibility of the respective governments,

15.  Inthe fiscal area, a complex set of issues arises out of the structure of fiscal federalism
in Bosnia and Herzegovina. The present assignment of revenue sources and expenditure
responsibilities are mismatched across local governments, and between local and Entity
governments. The Entities’ autonomy in tax policy also causes problems in coordinating fiscal
policy between the two Entities. In the last year, the emergence of harmful fiscal competition

*As an example, pending legislation in the Federation would link disability benefits for military
invalids and surviving family to prevailing military wages, which are well above average
wages. These benefits could instead be aligned to benefits provided for civilian work-related
injuries or disabilities.
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among the Entities has contributed to instability of the structure of domestic taxes, and
because of a failure to implement uniform tax systems, has slowed the development of a
unified domestic market. The Entities are aware that both of these developments are
detrimental to the growth of private investment. For this reason they have requested
assistance to develop simple and transparent tax systems that will prevent such competition in
the future.

16.  The establishment of a sound and modern financial sector in Bosnia and Herzegovina
is a priority of the structural reform program, Bosnia’s financial sector has been dominated
traditionally by the payments bureaus that have had a monopoly on clearing all banking sector
payments, collecting and processing tax revenues, maintaining a wide range of public sector
accounts, and collecting statistics. The presence of the payments bureaus has curtailed the
flow of funds to the banking system, thus preventing the emergence of banking institutions
capable of financial intermediation.* These constraints have been exacerbated by some recent
bank failures, and the freezing of some assets held in the banking system. Thus, the public at
large has lost confidence in the banking system. As a result of these constraints, the industrial
sector of the economy has been faced with high interest rates, often as high as 3 percent a
month, while loans exceeding three months in duration are uncommon.

17. To address these problems, financial sector reform—based on a two-pronged
strategy—has been initiated in both Entities. In the first instance, reforms are underway to
eliminate the payments monapoly of the payments bureaus, with a view to phasing out the
bureaus entirely by end-2000. At the same time, efforts to place sound private banks at the
core of the financial system are also in progress. In this regard, the strategy is to reduce the
number of banks in Bosnia and Herzegovina through mergers, or to liquidate insolvent banks.
In addition, all state-owned banks are to be privatized or liquidated by August 2000. Finally,
there has been a significant improvement in the quality of bank supervision, and efforts to
introduce deposit insurance are currently proceeding.®

18. A key means of encouraging private investment is to accelerate the privatization of the
public sector enterprises that still dominate the economy. These enterprises are inefficient
almost across-the-board, drain resources that could be utilized more efficiently, and are
resented by private entrepreneurs that view the state sector as not subject to the same level of
market discipline. In addition, the privatization of the main utilities, which remain in the state
sector, is an important step to complement efforts under the reconstruction program to

*Money (narrow) amounted to 14 percent of GDP at end-1999, 50 percent of which was held
in the form of cash outside the banking system. Domestic currency demand deposits held by
households, private enterprises and other were equivatent to only I percent of GDP.

®The authorities will need to ensure that the banking system is suitably strengthened before the
introduction of deposit insurance.



-16 -

modernize economic infrastructure. To this end the program to privatize state enterprises has
been initiated in both Entities. A well-structured legal framework has been adopted, and some
small enterprises have already been privatized. The goal set under the World Bank’s
Enterprise and Bank Privatization Credit (EBPC) is to complete the privatization of small
enterprises by end-June 2000. The take-off of large enterprise privatization, originally
envisaged by end-1999, is unlikely to take place before mid-2000. The privatization of the
largest enterprises, including utilities, is envisaged for 2001.

19.  The role of an open and liberal trading system in promoting the development of
competitive, outward-oriented domestic industries, and in promoting the growth of foreign
direct investment is now well understood. In Bosnia and Herzegovina, good progress has been
made recently toward establishing a liberal and transparent trade regime (see Chapter IX).
Further trade reform has to be directed at an early stage to unifying the specific import tariff
surcharges at a single ad valorem rate. Thereafier, import tariff surcharges will have to be
eliminated according to a well-specified timetable.

20.  In other areas, important impediments to growth include the weak judicial system that
precludes the timely enforcement of contracts and agreements. The court system is viewed as
slow and inefficient, and since court decisions are often not based on precedent, skepticism
exists as to whether decisions are fair or just. Furthermore, high taxes on civil suits discourage
bringing claims to court. Reform efforts in this area have been led by the Office of the High
Representative and some donors. However, a comprehensive strategy to address these
problems still remains to be formulated.

21.  Against the background of the generous labor policy of the socialist era, the absence of
a new, clearly articulated, labor policy constitutes not only an obstacle for the privatization
process, but also a significant disincentive for private investment. The existing labor laws in
both Entities provide for generous vacation and maternity leave benefits, and extensive sick
leave, while mandatory payroll contributions for pension, health, and unemployment insurance
are high by international standards. Moreover, the process of hiring and terminating workers

is cumbersome and expensive.® In the absence of quick and decisive reform, ail these factors
are likely to emerge as a major impediment to the smooth functioning of the privatization
process and the growth of private investment.

"Large enterprise privatization, originally envisaged to begin by end-1999, is unlikely to start
before mid-2000.

*In the Federation, a major issue in this regard concerns the existence of “waiting lists” for
employees that were declared redundant by their employers as a result of the effects of the
war. As the Federation Labor Law stands, it places a burden on employers equivalent to a
severance payment of at least nine months for each of the 70,000 workers on waiting lists.
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22.  For these reasons, a new labor law was approved in October 1999 by the parliament in
the Federation of Bosnia and Herzegovina. However, the new law is inappropriate for labor
market conditions in Bosnia. The faw would not further the goal of promoting employment in
the formal sector, but would undermine workers’ rights by making compliance virtually
impossible. Specifically, the law offers vastly more generous maternity benefits than even the
most protective labor laws in the European Union. It also sets forth a procedure to terminate
surplus workers that would be prohibitively expensive. Among other changes, modifications
of these two key aspects of the labor policy should be undertaken before it is enacted into law.
In the Republika Srpska, labor policy is still governed by the old iaw inherited from the FRY.
As a priority, it would need to be replaced by a modern labor law. The donor community is
working with the governments of both Entities to ensure that the needed reforms are taken at
an early date. In the Federation, a working group comprising government officials and experts
in the area of labor legislation has been appointed to prepare amendments to the law. In view
of the high unemployment, the final labor laws in the two Entities should be positioned at the
lower end of the EU protection-spectrum to enable more flexibility in the hiring and firing of
workers by the developing private sector.

23. A strategy to renew growthi in the agricultural sector has been developed with the
assistance of the Food and Agriculture Organization of the United Nations (FAO).With the
recovery of food production to close to its pre-war levels, policies should be directed at
returning industrial crop production—oilseeds, tobacco, and sugar beets, whose recovery is
lagging—as well as livestock production, to their pre-war levels. Furthermore, some
agricultural products could have good prospects for export. In this regard, the production of
medicinal crops and fruits needs to be encouraged, because of the high international demand
for these products as well as of the favorable soil and climatic conditions in Bosnia and
Herzegovina. The strategy for the agricultural sector, in addition to technical steps to raise the
profitability and efficiency of production, should improve the marketing and processing of
agricultural products, land use, and inter-Entity trade and cooperation. The agricultural
strategy shares some key elements with the strategy for industrial growth. In particular, it is
based on the swift privatization of state-owned marketing agencies and agro-processors, the
creation of market-oriented rural credit institutions, and the promotion of inter-Entity trade. In
addition, the reclamation of agricultural land through landmine removal programs needs to
continue, in the process offsetting to some degree the impact of the currently fragmented land
holdings. ' :
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II. FINANCIAL SECTOR REFORM!
A. Background

24, Although there are some 70 banks operating in Bosnia and Herzegovina, 55 in the
Federation and 15 in the Republika Srpska (RS), there is a heavy concentration of the total
assets in a handful of majority-owned public banks. In the Federation, 13 majority-owned
public banks control nearly 77 percent of total banking assets. In the RS, the extent of
concentration is still greater, as the 4 largest of the 11 majority-owned public banks control
nearly two-thirds of all assets. Most of the country’s majority owned state banks are in a
weak financial condition and plagued with nonperforming and unrecoverable assets, foreign-
currency-denominated liabilities that cannot be serviced or repaid, and an extremely low
level of deposits (see Box 2). The country’s nearly 50 private banks, which were established
during or after the war, are generally small and undercapitalized, and lack adequate
commercial or retail banking experience to meet the deposit and lending needs for economic
recovery.

25.  The origins of the weaknesses characterizing the banking system in Bosnia and
Herzegovina are rooted in the legacy of the former Socialist Federal Republic of Yugoslavia
(SFRY). Prior to independence, banks were captive finance companies of their public
enterprise owners, providing them with lending, deposit, and other routine banking services,
with most payments functions and services relegated to payments bureaus. This situation was
exacerbated by the war, when the foreign currency deposits held in Belgrade by BiH banks
were seized by the National Bank of Yugoslavia (NBY). In turn, the banks were forced to
freeze foreign currency deposits held with them. The wartime interruption of international
lending flows to public enterprises, which were usually intermediated through banks,
aggravated the illiquidity of banks initially created by a loss of public confidence. To date,
banks have been virtually unable to undertake lending operations, a situation that is reflected
in market interest rates of up t0 3 percent per month on DM-based short-term loans.? Also,
banks continue to lack a commercial orientation, they have limited skills or experience in the
areas of financial analysis or risk assessment, and it remains virtually impossible to control
collateralized properties. The judicial structure is not set up to enforce contracts or resolve
disputes in favor of creditors.

26.  The impact of these developments in weakening the banking sector was reinforced by
the marginalization of the banking system in the pre-reform financial system. Until recently,

lPr-epared by Bhaswar Mukhopadhyay, Philippe Marciniak, and Dawn Rehm.

>There are four currencies in use in BiHl: the Convertible Marka (KM), the Deutsche mark
(DM), the Croatian kuna (HRKY), and the Yugoslav dinar (YUD), with the first two
dominating the rest. :



Box 2. Status of Consolidated Commercial Banks in the Federation of Bosnia and Herzegovina - 1998

Table 1, Federation Commercial Banks: Bank capital, including adjustments for losses on current operations, amounted to KM 784 million for consolidated commercial
Net Capital, 1998 baniks operating in the Federation of BiH at end-1998. Net bank capital , however, amounted to KM -4.5 billion {Table 1),
(Millions of KM) reflecting in part poor quality of on and off balance sheer assets held by the large state-owned banks. A substantial share of

of these assets inchuding, inter alia, frozen fareign currency savings, foreign curency loans, and placements prior to March 1992,

will be transferred to the Federation government--along with the corresponding labilities—prior to privatization, Overall,

Capital {A) 1/ 845 poor assets (raved C-E) (Table 3) represented 63 percent of all on- and off-balance sheet assets for Federation commercial banks.
Adjustments {B) 2/ 61

Banks' capital (C=A-B) 784 Taken separately, poor assets held by private banks operating in the Federation accounted for only about 22 percent of on- and
Required reserves for potential losses (D)) 3/ 5325 off-balance sheet assets. Only one private bank has negative net capital; others are generally characterized by limited risk assets
Banks' net capital (C-D) -4,541 (attributable to a smail loan portfolio), and 2 relatively large share of liquid assets,

The return on assets for all banks was only 0.21 percent (0.49 percent for private banks), well below the inlemationa} standard of

Sources: Federation Banking Agency; and staff estimates. 1 percent. The return on share eapital amounted to 2.09 percent for all banks during 1998 (3.17 percent for privale banks).

V Includes KM 580 million in share capital; long term

previsioning (KM 62 million) and reserves (KM 84 million).
2! Adjustments for investments, losses on current operations.

Betwcen end- 1998 and mid- 1999, rie number of licensed banks operating in the Federation declined from 55 (44 private,
11 state owned) to 47 (11 state-owned, 36 private). During the same period, the Federation Banking Agency (FRA ) revoked
licenses of five banks that merged lollowing the April 1999 increase in required bank capitat from KM 2.5 million to KM 5 million;

3/ Includes balance shect and off-balance shect risk items
prior to preparation of opening balance sheets. A substantial
part of banks' bad assets under D havc been taken off their
balance sheets as part of the opening balance sheet exercise
{sce tootnote 5 in this chapter).

{ii} two banks for failing to follow prescribed registration procedurcs; and (iii) one bank duc to msolvency. The FBA also
introduced temporary management for five banks; within similar plans for an additional five banks in the coming period.

Table 3, Federation Commercial Banks: Potential Risk-Related Losses, 1998 1/

Table 2, Federation Commercial Banks:

Classification of assets - all banks Total

Consolidated Balance Sheet, 1998 Receivables
A B C D E Total KM million
1998 All bantks Private
KM million
{Percent of asset categorv)
Assets 7.183
Loans 3,803 Loans 21 4 4 2 69 100 3,803 924
Other receivables 2,378 Interest 47 11 13 8 22 100 53 45
Fixed assets and other 1,002 Other risk assets 17 L] /] 0 83 100 2,741 436
Non-risk assets 100 160 572 449
Liabilities Oft-balance sheet risk jtems 64 15 2 1 18 100 1,455 234
Depasits 3417
Loans 2,672 Total {percent of all assets) 3z 5 2 H 60 100 8,624 2,139
Oiker 249 (Miltions of KM}
Capital 845 Potential loss 15 39 46 62 5164 5,325 424.9
Tetzal Liabilities and Capital 7,183

Sources: Federation Banking Agency; and staff estimates.

Sources: Federation Banking Agency; and staff estimates, 1/ Includes potential losses from off balance sheet risk items.

- 0Z
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the central role in this system belongs to the payments bureaus, through which all noncash
transactions were made.’ In addition, banks have been deprived of potential deposits that
could be used for productive lending, as liquid resources have been redirected to giro
accounts in the payments bureaus. The dependence of banks on payment bureaus has also
limited the scope for standard banking activities, and complicated their liquidity
management.” In the absence of central bank credit to cover all payments accepted by the
payments bureau during the day, banks are unable to finalize payments until the end of the
day or even the next day. This problem is further exacerbated by regulations that require
enterprises to maintain their cash with, and conduct all payments through, the payments
bureaus to ensure tax compliance.

27.  The resulting illiquidity of banks and lack of depositor confidence have prevented
banks from engaging in meaningful domestic lending. Until recently, they were completely
excluded from the payments loop, and were prevented from offering routine financial
services to their customers. The ensuing absence of a direct relation betweern banks and their
depositors exacerbated the low level of confidence in the banking system, and prevented the
development of new and/or improved payment instruments and services.

28.  Animportant by-product of this system is a very high concentration of business
information in the hands of the payments bureaus. Such information and the monopoly power
of these bureaus provides them with significant control over enterprises and seriously
undercuts the position of banks in the financial system,.

B. Reform Strategy

Bank reform

29.  Against this background, the reform strategy, prepared by the authorities in
cooperation with the World Bank, USAID, and other donors, envisages a two-pronged
approach to revive the financial sector. First, the existing banking sector is to be strengthened
through improvements in the institutional and regulatory banking frameworks, liquidation of
msolvent banks, privatization of all other state owned banks, enhanced bank supervision, and

*Economic agents hold giro accounts with the payments bureaus. These accounts are
assigned to the payments bureau account of the commercial bank with which the agent has a
deposit contract. Deposits are transferred on the basis of “payment orders” submitted by bank
customers directly to the payment bureau office in which they have a giro account. To make
a noncash payment a person or legal entity is required to have the necessary funds in the giro
account at the regional payment bureau. In serving as the clearinghouse for the financial
system, the payments bureaus are virtually insulated from risk, since they have no deposit
liabilities of their own and no assets against the giro account balances they maintain.

4Typically banks do not know the impact of domestic payments on reserve accounts until net
clearing at the end of the day.
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the establishment of deposit insurance mechanisms.’ Second, the banking sector is to be
placed at the center of the financial system through a phased elimination of the payments
bureaus. '

30.  Improvements in the institutional and regulatory banking frameworks have been
given priority not only to establish the legal basis of banking sector operations, but also to
provide the legal basis for liquidating and privatizing state-owned banks. To this end, key
pieces of legislation adopted in both Entities included the Commercial Bank Law (CBL), the
Law on Opening Balance Sheets (LOBS), and the Law on Privatization of Banks (LPB). The
CBLs define (i) permissible activities; (ii) prohibited transactions; (iii) prudential standards;
and (iv) insider relationships. They also define the authority of the Entities’ banking agencies
to supervise, rehabilitate, and liquidate banks and include, notably, the definition of bank
insolvency. The LOBS is equally important, as it establishes the basis for determining banks’
solvency. In particular, in preparation for privatization, it provides the framework for
removing from the state-owned banks’ balance sheets pre-war loans to public enterprises that
sutfered heavily during the war, and banks’ claims on the former NBY, The LOBS also
determines which of the end-1997 assets and liabilities will be removed from state-owned
banks" balance sheets.® Paris and London Club liabilities have been rescheduled at the State
level and are being serviced by the concerned Entity. Claims by households for the foreign
exchange deposits frozen in the war are being settled with vouchers issued in the enterprise
privatization process (see Chapter 1), Finally, the LPB sets criteria by which publicly
owned banks will be selected for privatization or liquidation, and it defines the role of the
Entities” bank supervision agencies and Ministries of Finance (MOF) in that process. All
three pieces of legislation have been adopted in both Entities.

31.  To implement the bank privatization program, banking agencies and bank
privatization units have been established in both Entities. In order to qualify for privatization
under the LPB, state banks must be certified as solvent by the banking agencies on the basis
of their audited opening balance sheets, which in turn must be approved by the bank
privatization units and MOFs: these institutions must also submit privatization plans for
approval. Banks that are determined to be insolvent on the basis of their opening balance
sheet will have their banking license revoked and be liquidated. Solvent banks will be

*A key element of the bank privatization program is that it limits the financial liability of the
government to items on the banks sub-passive balance-sheet (see below). In particular, the
government will not recapitalize any banks.

®These comprise “neutral” assets, such as apartments, and other fixed assets subject to
restitution, and “passive” assets and Liabilities, including (i) pre-war liabilities which
originated through foreign borrowing and guarantees, households’ frozen deposits in foreign
currency, and prewar assets and liabilities in the former territories of the SFRY; (ii) assets
and liabilities of the State and state-owned enterprises; (iii) unpaid equity capital; and (iv)
war-related damages to fixed assets.
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privatized, exclusively for cash, and on condition of a capital infusion by the buyers. The
privatization of all state-owned banks is to be completed by August 2, 2000 in the
Federation, and by end-2000 in the RS. Any state-owned bank that has not been privatized by
this date will be liquidated.

32 Progress in implementing the strategy for bank privatization has been slow.
Presentation of opening balance sheets to the bank privatization unit and completion of the
solvency tests has been delayed in both Entities. Hence, the sale of banks, envisaged to begin
in August 1999 in the Federation, and in Qctober 1999 in the RS, has been delayed as well.
In the Federation, all the majority state-owned banks submitted their opening balance sheets
to the bank privatization unit by end-August 1999. Of these, the opening balance sheets for
the five banks in the Privredna Banka Sarajevo (PBS) family have not been approved.’ None
of the other banks have been found insolvent, conditional on the removal of assets described
in footnote 5. In the RS, where the privatization process started later, all but three majority
state-owned banks had presented their opening balance sheets to the bank privatization unit
by end-1999. For two of these banks the opening balance sheets will be prepared by the bank
privatization unit. In both Entities all banks in which the state has minority shares are '
solvent, conditional on the removal of assets described in footnote 5. In the F ederation, the
offering of such shares has just begun.® In a worrying development, the shares of even the
stronger banks have not been sold.

33, In addition to the passage of the CBLs, the key reforms aimed at improving bank
supervision have been the establishment of the banking supervision agencies in both
Entities. In particular, good progress has been made in the F ederation, where the Federation
Banking Agency (FBA), established in mid-1996, has implemented a comprehensive system
of supervision and is actively examining and monitoring banks. In the RS, the bank
supervision agency was legally established only in early 1998. Although it has made some
progress since that time, important issues still remain to be resolved, including those related
to the resolution of the agency’s funding structure and the implementation of a plan that
provides for financial independence.” Other outstanding issues in the area of bank

"The PBS family of banks is the largest publicly owned bank in the Federation. Its case is
illustrative of the difficulties associated with privatizing large public banks. Differences of
view as regards liquidation or privatization of the PBS have manifested themselves in a
conflict about the treatment of certain liabilities in the opening balance sheet. The bank
privatization unit has taken the view that under the LOBS such Liabilities should be taken
over by the Federation government. The MOF disagrees with this view. The resulting
impasse has delayed preparation of an approved opening balance sheet.

*A complication for some of these banks is that some of them have unsold shares from a
previous issue,

Both banking agencies monitor the liquidity and solvency of banks, as well as their capital
adequacy levels. Several inferior banks have been placed under temporary administrations on
(continued...}
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supervision are, in both Entities, a need to clarify conservatorship powers as well as problem
bank enforcement authority. Moreover, off-site supervision capabilities, bank accounting
standards, establishment of an integrated supervisory approach, licensing procedures, and
agency enforcement authority, also warrant attention. These issues are being addressed in the
context of continued technical assistance to both banking agencies.

34.  The establishment of a deposit insurance scheme mainly to protect small depositors
is an important element of the banking sector reform strategy, and will help restore depositor
confidence. The structure of the proposed deposit insurance scheme is designed to address
two potential pitfalls of such a mechanism: (i) excessive risk-taking by banks resulting from
the erosion of depositor oversight; and (ii) the financial burden on healthy banks or
taxpayers. As a result, deposit insurance would initially be limited to KM 5,000 per depositor
(about two and a half times the current per capita GDP). In addition, deposit insurance would
only be provided to }Drivate banks, and they would need to meet higher capital requirements
to receive coverage.'” Insured banks that subsequently fail to meet capital requirements
would be subject to restrictions on their expansion of insured deposits, and insured depositor
preference in the event of bank failure would in most instances limit the burden on the
deposit insurer. The proposed deposit insurance scheme would be established by an initial
seed capital contribution from donors of KM 14 million in the Federation and KM 6 million
in the RS. In addition, there would be a levy on deposits of insured banks of 0.25 percent a
year. The deposit insurer would enjoy substantial independence. Progress in establishing the
deposit insurance agencies has been limited. The deposit insurance law has been passed only
in the Federation, and there have been no firm commitments by donors regarding the initial
seed capital contribution. Moreover, several important details of the proposed plan remain to
be finalized.

Payments system reform

35.  The mair objectives of the payments system reform strategy are to create the
conditions for the emergence of a market-based payments system that would be fully
integrated with the banking sector to underpin the development of an efficient and sound
financial system. Such a system would increase the speed and ease of making payments
within the country, while reducing the cost of these transactions. It would also be able to

the basis of these criteria. If performance does not improve, the banks’ licenses will be
withdrawn. As a result of these measures it is anticipated that the number of banks in
operation will be significantly lowered over the next 12 months. In addition, the banking
agency in the federation has also begun to rank banks on the basis of a modified CAMEL
system.

"*Deposit insurance is to be provided only to private banks because the banking sector reform
strategy envisages all state-owned banks to be either privatized or liquidated by end-2000.
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better cope with the risks to the payments syster, and facilitate integration of the BiH
economy with the world economy,

36.  The objective of the reform strategy is the elimination of payments bureaus in both
Entities by end-2000. As intermediate steps toward this goal, the reform strategy calls for
measures to improve the efficiency of the payments bureaus, and the establishment of
institutions to facilitate the transfer of the assets from payments bureaus to commercial
banks. As noted, the payments bureaus have been a key source of information used by tax
and fiscal authorities. A critical element of the payments system reform strategy, therefore, is
the establishment of alternative mechanisms to collect the required information prior to the
elimination of the payments bureaus.

37.  Both Entities have made good progress in payments system reform. To prepare the
ground for eliminating the payments bureaus from the payments system, the authorities in
both Entities have adopted Internal Payments Laws (IPL) that establish the rights and
obligations of depositors, banks, and the central bank. They have also eliminated the
monopoly of the payments bureaus in carrying out internal payments transactions by
eliminating the legal barriers that have excluded commercial banks from these operations.
The Central Bank of Bosnia and Herzegovina {CBBH), in cooperation with the banking
agencies, has developed and published standards regarding bank provision of services. Only
banks that meet these standards will be licensed to offer payments services. Banking agencies
in both Entities have developed criteria that will be used to license commercial banks to offer
internal payments services to their customers. The first licenses in the Federation are
expected by March 2000. Licensing for high risk transactions will take longer, however, as
banks are not likely to meet the more stringent prudential requirements for a while. In both
Entities, a functional analysis of the payments bureaus activities has been prepared, and
recommendations have been made regarding the transfer of functions to other institutions. !’
Finally, in the RS, progress is being made to separate the operations of the payments bureau
from the commercial bank operations of the Development Bank, a pre-condition for
eliminating the burean.

38.  In the interim, the payments reform strategy seeks to improve the efficiency of the
payments system and enhance financial sector transparency. To this end, the relevant laws in
both the Entities have been amended to establish new supervisory boards for the payments
bureaus. In addition, a fee structure for transactions will be implemented that is consistent
with full cost recovery. The payments system reform will also require the verification of
payments bureaus’ accounts by internationally reputed auditing firms. The audit has been
completed in the RS, and in the Federation, a tender to appoint the auditing firm has been
issued.

"riscal functions will be transferred to the Entities’ tax administrations and treasuries fo be
shortly established. Nontax information gathering will be transferred to the Entities’
statistical institutes.
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39.  To ensure that adequate information is provided in the new payments environment,
the Tax Administration Law (TAL) was to have been amended and new tax reporting and
other relevant instructions were to have been issued by end-June 1999, Implementation of
this measure is taking place more slowly than envisaged. Steps to transfer the statistical
functions performed by the bureaus to the relevant Entity statistical institutions have also
begun.
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HI. PRIVATIZATION OF STATE ENTERPRISES
A. Background

40.  The economy has been dominated by a small number of large state-owned
enterprises. While only 9 percent of enterprises in the Federation are publicly owned, over
half of them are classified as large enterprises. The situation is similar in the RS, where

6.3 percent (700 of the 11,000 enterprises registered in 1996) are publicly owned, but
account for about 80 percent of total output. In both Entities publicly owned enterprises
dominate the energy, utility, construction and engineering, metal fabrication, wood products,
food processing, light manufacturing, trade, and services sectors. As in other transition
economies, public ownership of enterprises has led to a situation in which managers and
workers have few incentives to preserve capital or to ensure healthy profits. Instead, the
incentive structure has prompted managers to maximize wages and company indebtedness. A
broad consensus exists that this type of economic environment is not conducive to the
development of a market-based economy and a vibrant private sector. Moreover, the control
of key sectors of the economy by inefficient public enterprises, notably the energy and utility
sectors, impedes the development of a competitive private sector in the country. For all of
these reasons, a critical element of the reform program is the expeditious privatization of
state enterprises.

B. The Voucher Privatization Scheme

41. A central policy issue was settled during the preparation of the privatization
framework under which the competence to privatize was assigned to the Entities.® The
respective Entities would enjoy the proceeds from the privatization of all public enterprises
physically located on their territory, and also acquire the corresponding liabilities.* This
decision also influenced the choice of a voucher-based approach for enterprise privatization,
which could be used both to settle the large outstanding debts of the respective Entity
governments against their citizens, and to recognize the citizens’ claim on socially-owned

property. :

'Prepared by Bhaswar Mukhopadhyay, Philippe Marciniak, and Juan J. Fernindez-Ansola.

*In Bosnia and Herzegovina, public or social ownership implied effective control of
enterprises by management, workers, or other enterprises,

*Public property in the SFRY was owned by enterprises and worker-managed councils; the
new constitution did not explicitly deal with the ownership of public property in Bosnia and
Herzegovina,

4Cross—Entity claims were to be settled by arbitration.
*Preliminary estimates indicate that the debt of the Federation government to its citizens

could be as high as KM 15 billion (nearly threefold the Federation’s 1998 GDP), while the
(continued...)
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42.  Inthe Federation, vouchers were issued in July 1999 to cover claims related to four
specific categories of government liabilities: frozen foreign currency deposits in Federation
banks, unpaid wages of soldiers, unpaid pensions, and restitution. In addition, vouchers were
issued to all citizens, adjusted for the number of years of working life. The system
implemented in the RS since 1998 is slightly more complicated.” The claims currently being
issued against frozen foreign currency deposits in RS banks are known as coupons, and will
be eligible for use in cash sale enterprise privatizations. Other claims—known as
vouchers—are being issued to veterans and families of soldiers who died in the war, along
with a general voucher for all citizens.” The two types of vouchers are identical in character
and usage, which is more restricted than that of coupons.

43.  The mechanics of the voucher privatization scheme in Bosnia and Herzegovina have
been designed with a view to addressing the need for fresh capital, the insufficient
development of capital markets, and weak corporate governance (Box 3). In particular, to
ensure a cash injection, in the Federation, the use of vouchers is limited to 65 percent of the
value of small firms, with the remaining 35 percent to be paid in cash. In the RS, only cash or
cash equivalents may be used for small scale privatizations.® It is anticipated that the
purchase of apartments will absorb a significant share of claims in the Federation, and
coupons in the RS, thereby permitting a relatively larger share of cash for the privatization of
small enterprises.

44.  Ineach Entity, large enterprises are required to prepare privatization plans that give
due attention to the need to increase capitalization and attract strategic foreign investment. In
view of this objective, in the Federation, the use of claims in large enterprise privatization is
to be approved on a case-by-case basis. In the RS, although the main use of vouchers is
expected to be in the privatization of large enterprises, a strategic stake of up to 30 percent
can be provided for in cash.’ To facilitate the privatization of large enterprises and promote
capital market development, claim holders may freely trade such claims, or use them to

RS government may owe its citizens another KM 2 billion (somewhat more than the RS 1998
GDP).

SThis system replaced the less transparent system adopted in 1997.

"State and Entity laws require that citizens resident in the territory of an Entity as of end-
March 1991 (the date of the final pre-war census) be entitled to receive general claims from
that Entity, regardless of their present residency. The laws provide for equal treatment of all
citizens and, in particular, safeguard the rights of displaced persons and refugees in the
issuance of general claims.

*Cash equivalents in the RS are the coupons issued against frozen foreign currency deposits.

’Specifically, 55 percent of the share value of large enterprises has to be put up through
claims, 10 percent of the shares will be allocated to the RS Pension Fund, and a further
5 percent to the Restitution Fund.
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purchase shares in investment funds. To curtail the abuses of investment funds experienced
in other countries, Entity laws have been enacted to strictly regulate the conduct and
governance of these funds, by eliminating potential conflicts of interest and ensuring
appropriate disclosure (see Box 3 on how Bosnia is addressing the problems that other
countries encountered with voucher privatization).

Box 3. Addressing the Problems with Voucher Privatization’

. Mass privatization programs through vouchers have the potential to promote control of the

privatized firms by “insiders”—managers and workers combined. This in turn may produce
ownership structures that impede efficient corporate governance and restructuring,

. Insufficiently regulated privatization investment funds may end up owning large or
controlling stakes in many firms privatized through vouchers. Many of these are owned by
major domestic banks that are reluctant to close poorly performing firms, because that would
force the funds” bank owners to write off the loans they had made to these firms.

. The lack of prudential regulation and enforcement mechanisms in the capital markets can
open the door to a variety of dubious and some overtly illegal actions that enrich fund
managers at the expense of minority shareholders and harm firms’ financial health.

. In cases like Russia and the Czech Republic outside investors were discouraged by an acute
lack of defined property rights, institutional underpinnings, and safeguards for transparent
secondary trading. Moreover, the bankruptcy framework was weak and the process lengthy,
diminishing financial market discipline.

. Bosnia and Herzegovina has attempted to address these issues primarily by passing a Law on
the securities Commission and Share Registry before the privatization process was initiated.
The law has a number of features on disclosure and insider trading that make it superior to
similar laws in Russia and the Czech Republic. This law, however, has not been tested yet,
and the legal framework in the country remains weak.

. Also, to ensure an injection of cash and the participation of strategic investors that would
improve governance and efficiency, both Entities have limited the amount of vouchers that
can be used in the privatization of small firms. In the Federation, at least 35 percent of the
shares must be sold for cash, while in the RS, all shares of small enterprises must be sold for
cash or cash equivalent.” The RS has allowed for a strategic stake of up to 30 percent to be
provided in cash in the privatization of large enterprises, and both Entities limit or exclude
the use of vouchers for the privatization of strategic enterprises.

‘Based on Nellis, J., “Time to Rethink Privatization in Transition Economies?,” Finance and
Development, June 1999,
*Coupons issued for frozen foreign exchange claims.




-30-

C. Timing of Actions

45.  The privatization strategy recognizes that speedy privatization is of the utmost
importance to prevent further deterioration of war-damaged assets, to minimize illegal or
spontaneous privatization, and—above all—rapidly create conditions conducive to sustained
private-sector-led growth. The need to proceed quickly has been underscored by the inability
of Entity governments to undertake any investment in public enterprises or to effectively
control enterprise management prior to privatization. For these reasons, the program
envisages that the privatization of small enterprises will be completed by end-June 2000. The
privatization of large enterprises, which will be initiated only after the small enterprise
privatization program is underway, is targeted to be completed by end-2000. As regards
utilities, a prior condition for their privatization is the establishment of appropriate regulatory
frameworks, which will have to be harmonized across Entities to ensure that regulatory
bottlenecks do not hamper the development of countrywide networks in communication,
transportation, and other services. The first utilities are not expected to be privatized before
end-2001.

D. Legislative and Institutional Framework

46.  Significant progress has been achieved in establishing a sound legislative and
institutional framework for the privatization program. A State-level Privatization Law was
promuigated by the Office of the High Representative (OHR) in August 1998, and both
Entities have adopted Laws on Enterprise Privatization and Opening Balance Sheets (OBS).
Parliaments in both Entities have also passed Laws on Securities, on Privatization Investment
Funds, on Management Companies, and on the Central Registry of Shares. As regards the
institutional framework, the Federation Privatization Agency (FPA) was established in

May 1997. All of the Cantonal Privatization Agencies (CPA) have also been established, and
are fully operationalized in all but two cantons.'® The RS Privatization Agency has also been
activated.

47.  Two other important intermediate steps in operationalizing the privatization of
enterprises are the identification and issuance of claims to eligible citizens, and the
preparation of opening balance sheets and privatization plans by the enterprises. As regards
the claims, in the Federation, after reaching agreement on the magnitude of claims arising
from back pay and on the identification of general claims, a claims registry was compiled on
the basis of existing databases. Individual citizens’ input was needed to match databases for
frozen foreign exchange deposits and for general claims. Once the statements on claims were
distributed, citizens were given the opportunity to effect corrections, and the registry is now

1% this regard, Mostar is the only canton to not have effected any small enterprise sales to
date.
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fully operational.* The identification and issuance of restitution claims will be done at a later
p

stage of privatization. In the RS, where the legislative framework was completed
considerably later than in the Federation, the privatization process is catching up. Because of
the lack of data, claims registration requires the citizens’ appearance at centers opened for
this purpose throughout the RS and in selected locations in the Federation. Citizen turnout for
the registration in January and February 2000 was low (about 325,000) and the registration
period will need to be extended. Problems with access of all eligible citizens to registration
centers will also need to be resolved.

48.  The preparation of the OBS is essential for determining the value of an enterprise and
is a critical step in the privatization process.'” Once enterprises have completed this step, they
are then required to prepare privatization plans. Enterprises are given a considerable degree
of freedom in designing these plans, and are allowed to choose the mode of sale (auction or
tender), and the relationship between cash and claims.’® Precautions are being taken to
prevent insider transactions, and the final privatization plan is subject to approval by the
relevant privatization agency. In the Federation, progress has been slow and, for some
cantons, lists of enterprises to be privatized have not been prepared. In some others, the
submission of OBS and privatization plans have been delayed for a variety of reasons,
including legal bottlenecks such as delays in registering and receiving land titles.'* The
relevant authorities have developed a plan for the registration process that is to be reviewed
shortly by the OHR to ensure that it conforms with the relevant State laws. In addition,
problems associated with incorporating joint stock companies and in registering enterprises
have also delayed the preparation of enterprises for privatization. Problems with land title
registration have also been plaguing the preparation of OBS in the RS. By end-January 2000
two thirds of all enterprises had prepared their OBS.

3

E. Progress Toward Privatization and Next Steps

49.  The privatization of small enterprises in the Federation started in the fall of 1999, By
mid-December, 188 enterprises or plants and 261 business premises were sold—about two-
thirds by auction and the remainder by tender—generating about KM 46 million in cash or
voucher receipts. However, the privatization process suffered a major setback with the
suspension in late December 1999 of the U.S. Agency for International Development

* As of end-October, the claims registry had a database of more than 2 million citizen claim
records. By that time more than 17,000 transactions had been processed, including some
9,500 transactions transferring claims from one citizen to another.

2The Law on Opening Balance Sheets divests enterprises of their foreign loan liabilities that
have been subject to Paris and London Club deals.

Jn the RS, the cash-claims composition of sales is more strictly regulated than in the
Federation.

“Land registers are incomplete, with many ill-defined or overlapping claims.
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(USAID)’s program of assistance because of inadequate progress, particularly in the
preparation of large enterprise sales. The public offering of shares in large enterprises, at the
center of the mass privatization process, originally envisaged for December 1999, is now
unlikely to be ready before mid-2000. In the RS, only one pilot cash auction has been
conducted (in July 1999), in which 9 out of 22 enterprises were sold for KM 1 million. The
auction of the remaining enterprises is currently being repeated.’’

50.  Asis evident, the enterprise privatization process is at a critical juncture in the
Federation, and is still facing serious challenges in the RS. Furthermore, privatizations thus
far have been confined to small enterprises. While it is important to accelerate the
privatization of these enterprises, the most important tasks facing the authorities concern the
early establishment of a sound basis for the privatization of large enterprises. Specifically,
governments should adopt suitable legislation that provides the basis for an unambiguous
assignment of land titles. Similarly, without an early registration of claims in the RS, the
large enterprise privatization cannot begin. A wide range of measures to facilitate the
development of capital markets is also necessary to permit the privatization process to
function in an efficient manner.

A total of 170 enterprises are eligible to be auctioned.
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IV. THE SIZE AND STRUCTURE OF PUBLIC FINANCE!
A. Introduction

5. A comparison with many developing and transition countries shows that the overall
tax burden on Bosnia and Herzegovina’s economy is very high. As such, it creates strong
disincentives for taxpayer compliance, encourages informal economic activities, and is
inconsistent with a growth-oriented development strategy. The revenue structure of both
Entities suffers from the problems of natrow bases and high rates. In terms of the structure of
government expenditure, the Entity budgets have disproportionately high shares of military
expenditure and benefits for military invalids, and relatively low shares for basic public
services (e.g., education and health) and growth-enhancing expenditures (e.g., infrastructure).
This reflects, in part, the role of off-budget reconstruction assistance in the areas of health,
education, and infrastructure.

B. Size of the Government

52, The government structure of Bosnia and Herzegovina consists of the Common
Institutions (the State government), the two Entity governments, and the local governments
(cantons and municipalities in the Federation and municipalities in the RS).2 In addition to
government activities that are formally in the budget process, both Entities operate a number
of extra-budgetary social funds—pension and disability insurance funds, health insurance
funds, unemployment insurance funds®—which, together with foreign assistance for
reconstruction projects and part of military expenditure, are currently recorded off-budget.
This chapter estimates the size of the general government and provides a description of its
revenue and expenditure structure based on limited data coverage.

53.  The estimated total revenue-to-GDP ratio of the consolidated government as
presented in Table 2—including both Entity governments, social funds, foreign project loans,
and the Federation’s local governments, but excluding RS local governments—was about

46 percent in 1998, and the total expenditure-to-GDP ratio stood at about 53 percent. If most
off-budget revenues from domestic sources and RS local governments were included in the
calculation, the total revenue-to-GDP ratio could be as high as 50 percent in 1998. If all off-
budget expenditure—financed by domestic and external sources—were included, the total
expenditure-to-GDP ratio could exceed 60 percent in 1998,

'Prepared by Jun Ma and Jenny Ligthart.

*For a detailed discussion on intergovernmental relations, see Chapter VII on devolation of
fiscal responsibilities.

*In addition to these three funds, the RS also has a Children’s Fund that finances a portion of
maternity benefits and social security for children.
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54.  The size of Bosnia and Herzegovina’s consolidated government, measured either by
the revenue-to-GDP ratio or expenditure-to-GDP ratio, is very high in comparison with many
transition economies and most developing countries (Table 3).* While this high concentration
of the country’s resources within the government sector reflects the persistent military and
political tensions, further economic recovery requires a reduction in the size of the
government over the medium term to make room for private sector development.

C. Revenues

35.  In 1998, tax revenues accounted for 92 percent of the country’s consolidated
government revenue. The three largest sources of revenue were the sales taxes (37 percent),
excises (17 percent), and customs duties and surcharges (18 percent). Revenue from income
taxes was relatively small, accounting for about 17 percent of total revenue. In both Entities,
the main source of income tax revenue was the wage withholding tax, while the citizen
income taxes—levied on individuals, partnerships, and sole proprietorships—and corporate
income tax yielded insignificant revenues (Table 4).

56.  Significant progress was made over the past few years in several areas of tax reform,
including the adoption of a unified tariff policy at the State level, partial harmonization of
sales taxes between Entities, unification of tax policies for the Croat- and Bosniac-majority
areas in the Federation, a reduction of the corporate income tax rate in the Federation, and
reductions in social insurance contribution rates. Nevertheless, the current system continues
to be characterized by a number of serious deficiencies: (1) a high tax burden on labor
income and consumption; (2) narrow tax bases; (3) remaining inter-Entity policy
differentials; and (4) low compliance.

Sales taxes

37.  In 1998, the RS lowered its general sales tax rate on goods from 24 percent to

20 percent, the same level as in the Federation,* Other sales tax rates (5, 10, and 15 percent)
in the Federation, and a 10 percent sales tax rate in the RS, are applied to selected goods (see
Appendix I on tax summary). Both the Federation and the RS levy a 10 percent general sales

*The RS revenue-to-GDP ratio shown in the consolidated fiscal table (26 percent in 1998), as
it stands, was substantially lower than that in the Federation (52 percent). This can be
explained by several factors. First, the RS fiscal accounts exclude local governments, which
generate about 20 percent of total government revenue. Second, a significant portion of RS
revenues remain outside the budget. And third, duty-free imports account for a larger share in
total imports in the RS than in the Federation. Comecting for factors (i) to (iii), the actual
revenue-to-GDP ratio in the RS would be much closer to that of the Federation than
suggested by Table 2.

*The sales tax rate in the RS includes a 2 percent surcharge earmarked for railways.
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tax on services, but the bases of these taxes differ significantly between the two Entities for
retail sales of goods. The Federation’s service sales tax is levied on the retail price of goods
(inclusive of the sales tax on goods), effectively raising the general sales tax to 32 percent. In
the RS, service sales tax on retailers is levied only on the price markup. Most of the sales tax
revenues are raised from goods and sarvices in the general rate category. Despite the recent
reduction in the RS rates, the general sales tax rates in Bosnia and Herzegovina are still high
compared with the sales tax or value added tax (VAT) rates in most developing countries
(Table 5), creating significant problems with evasion.® The administration of the sales taxes
is also complicated by the multiplicity and wide dispersion of tax rates (e.g., four rates in the
Federation), which has a negative impact on taxpayer compliance. In addition, the large
number of exemptions create opportunities for abuse and erode the sales tax base.

Excise taxes

58.  Currently, the two Entities levy excise taxes on tobacco, alcohol, and oil products, as
well as coffee and beverages. In mid-1998, the RS replaced extremely low Yugoslav dinar
charges with KM-based excise taxes at higher rates closer to those levied by the Federation.
However, continued rate differences—between the two Entities and between imported and
domestically produced goods—created strong incentives for inter-Entity trade diversion and
opportunities for tax evasion. In June 1999, the two Entities reached agreement on
harmonizing excise rates between Entities and between imported and domestically produced
goods. To implement the agreement, each Entity needs to amend its tax law covering excise
taxes. To date, this has been done for all but tobacco taxes in the Federation (in December
1999).7 In the RS, the agreement has been implemented for all products by government
decree (in February 2000).* Parliament consideration of the amendments to the law is
expected in late March,

Income taxes

59.  Although major progress has been made in harmonizing sales taxes and customs
duties between the two Entities, income tax policies have diverged, owing to the RS’s
decision to introduce regressive corporate income and citizen taxes in 1998, Currently, the
RS levies a corporate income tax at four rates (20, 15, 12, and 10 percent), with higher

SRates in many transition economies are considerably higher than average rates in developing
economies.

7Also, the Federation excise tax on imported automobiles was eliminated in December 1999,

*In addition, ad valorem excises on luxury products and timber have been abolished by
decree pending amendments to the respective legislations.
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marginal rates applied to lower income brackets.® A similar rate structure is used for the RS’s
citizen income tax, with three regressive marginal rates (25, 20, and 15 percent). In the
absence of strong evidence of improved compliance, there is no visible benefit to offset the
flaws of such a system. First, regressive income taxes are unlikely to help improve
compliance, as a high marginal rate for the low income bracket may deter the reporting of all
incomes in the first place. Second, a regressive corporate income tax system discriminates
against small corporations, and may encourage inefficient consolidation of enterprises. Third,
a regressive personal income tax is inconsistent with redistributive objectives of other tax and
expenditure policies. Finally, the lower effective tax rates in the RS wiil induce tax evasion
of some corporations in the Federation by registering in the RS. As for the corporate income
tax bases, both the Federation and RS provide generous exemptions and concessions for
newly registered enterprises and foreign invested companies, and tax credit for investment.

Social insurance contributions and labor income taxes

60.  Labor income in the Federation is subject to a 15 percent wage tax—a withholding
tax on wages net of social insurance contributions—a cantonal personal income tax at a rate
of up to 50 percent of the Federation personal income tax rate,”” and a 45 percent social
insurance contribution. In the RS, a wage withholding tax, a 25-15 percent citizen income
tax, and a 44 percent of social security contribution rate are levied on labor income. The
cumulative tax burden on an average worker’s gross income could be as high as 55 percent,
the bulk of which is due to social insurance contributions. Table 6 shows that despite
significant reductions in recent years, Bosnia and Herzegovina’s contribution rates remain
higher than those in many transition countries and most developing countries. A very high
tax rate on labor income entails great incentives for evasion, thus eroding the contribution
base for the social insurance funds. Indeed, typical effects of the current system are that
employers report only minimum wages for their employees, and potential labor suppliers
seek employment in the informal labor market.

Trade taxes

61.  Customs duties levied by the two Entities were unified under the 1998 State Customs
Tariff Law, and the rate setting authority has been with the State since then. Currently,
customs duties are charged at four different rates: 0, 5, 10, and 15 percent. In addition, there
are temporary surcharges on most agricultural products. The surcharge levels are high and,
until mid-1999, widespread evasion owing to the lack of border control constrained the actual
revenue receipts from customs. The implementation of a common country-wide surcharge
resulted in a substantial increase in revenues from this source.

*The Federation levies a 30 percent corporate income tax.

“The Federation levies a personal income tax with two marginal rates (15 and 25 percent).
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D. Expenditures

62.  Government expenditure at the Entity level is characterized by very high shares for
military expenditure and social benefits to military invalids. Outlays for education, health,
and infrastructure expenditures account for relatively small shares, owing in part to
substantial off-budget donor assistance in these areas.

Military expenditure

63.  In 1998, military expenditure recorded in the consolidated government budget
accounted for 5.4 percent of GDP, or 10 percent of consolidated government expenditure.
Even this on-budget military expenditure figure exceeds those in most other countries, In
addition to budgetary expenditure, there have been substantial foreign grants used by armies
in the Federation, as well as additional support from some local governments. It is estimated
that the total Federation military expenditure was at least double the KM 368 million
recorded on the Federation budget."' Three quarters of the on-budget allocations in the
Federation are devoted to the Federation army and one quarter to the armed forces operating
in the Croat-majority area.

64.  The Federation’s military expenditure is much higher than that in the RS. In 1998,
military expenditure recorded in the budget was about 5.9 percent of Entity GDP in the
Federation, and about 4.1 percent of entity GDP in the RS (Table 7). The higher military
spending in the Federation is due to the existence of two independent military forces within
the Entity, one in the Croat majority area and the other in the Bosniac majority area.
Although the total number of military personnel in the Federation declined from

about 200,000 during the height of the war to about 33,000 in mid-1999 as a result of the
post-war demobilization, the current size of the armies is difficult to afford. The large
military expenditure absorbs resources much-needed for basic social services and economic
construction, and increases the perceived risks by investors.'?

" Estimates indicate that adequate support for the current complement of troops in the
Federation would amount to at least KM 1 billion.

While some cross-country studies have reported a positive correlation between military
expenditures and economic growth, this positive correlation reflects to a large extent the
effects of an increase in military outlays on aggregate demand during recessions. When
resources are fully employed, the simple theory of opportunity costs implies that military
expenditures will crowd out other expenditures, including private investment. Several recent
studies suggest that this effect dominates any positive impact of military outlays on growth.
See Sandler and Hartley (1995) for a discussion of various studies.
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Social fund expenditure and Entity government transfers to households

65.  In 1998, Bosnia and Herzegovina’s social fund expenditure and Entity government
transfers to households accounted for about 18 percent of GDP, or 59 percent of the
consolidated expenditure of entity governments and social funds. By either measure, these
outlays are higher than those in most developing countries (Table 7). BiH’s social fund
expenditures mainly include payments by the pension and invalid insurance, health
insurance, and unemployment insurance funds. These funds receive limited amounts of
additional financing in the form of transfers from the Federation and RS budgets. The Entity
budgets are fully responsible for financing the benefits of an estimated 226,000 war invalids
and survivors of deceased soldiers. In 1998, benefits for war invalids and survivors alone
amounted to nearly 10 percent of total government expenditure.

66.  The very high social fund expenditures and government transfers to individuals in
refation to GDP reflect the extremely unfavorable post-war demographic structure of the
country, as a large proportion of the working age population left the country during the war,
with a concomitant increase in the population share of invalids and disabled. Sustained high
unemployment has contributed to further outflows of the young and increased the share of
the elderly among returning refugees. These factors have placed substantial pressure on the
pension, health, and unemployment funds. While the disproportionately high level of
government transfers to war invalids and survivors of deceased soldiers in part reflects the
large number of war victims, entitlements for these groups are also particularly generous
compared with those of other vulnerable groups.

67.  Asaresult of the very high military and welfare expenditures, basic social
services—such as education and health—appear to be under-funded,” with virtually all
capital projects financed by donors. In the Federation, health and education devolve to lower
levels of government. The discussion in Chapter VII highlights issues related to variations in
local capacity and the absence of a viable mechanism to equalize services across cantons.'*
As reconstruction assistance ceases to play a dominant role in financing health and education,
it will be important to identify carefully the a{)})ropn'ate levels of budget expenditure in these
areas, particularly for recurrent expenditures.

“For more detailed discussions on health and education, see the World Bank’s Public
, Expenditure Review (1997), and the two Entities’ Budget Framework Papers (1999),

“Federation health and education outlays are concentrated, respectively, at the cantonal and
local government level, where systematic reporting has been fully implemented only
recently.

“*Donor support has included substantial amounts of medical supplies and essential drugs.
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Table 2. Bosnia and Herzegovina: Fiscal Operations of the Consolidated Government, 1998

State Federation 1/ ~ RS¥ Consolidated
Act. Est. Bst. BIH (Est.)

{In percent of GDP)
Total Revenue 20 522 26.0 45.9
Tax revenue 0.0 33.9 17.1 T 297
Taxes on goods and services 0.0 20.3 8.6 17.4
Trade taxes _ 0.0 6.1 35 5.9
Taxes on income 0.0 6.6 22 5.5
Other taxes 0.0 0.9 08 0.9
Nontex revenue 2.0 183 9.0 l6.2
Transfers from other levels of government 1.7 0.0 Q.0 0.0
Other 03 8.3 5.0 16.2
Total Expenditure 2.0 59.1 34.9 533
Wages and contributions 0.5 5.3 2.0 6.7
Goods and services 0.3 1.2 29 1.9
Military 0.0 59 4.1 54
Interest 13 0.0 0.0 13
Reconstruction expenditure 0.0 27 0.7 2.2
Social fund expenditure 0.0 16.0 54 133
Subsidies 0.0 0.4 C.0 0.3
Other transfers to households 0.0 6.5 2.3 54
COf which : Transfers to war invalids 0.0 6.0 2.3 5.0
Transfers to other levels of government 0.0 1.3 3.2 .
Other expenditures and unallocated 3/ 0.0 14.9 37 12.1
Foreign loan financed projects 0.0 50 37 4.7
Overall Fiscal Balance 0.0 -6.9 -89 -74
Financing 0.0 6.9 B9 7.4
Net domestic fnancing ¢.0 0.0 0.0 0.0
Net foreign financing 0o . 6.9 8.9 7.4
Of which : foreign project loans 0.0 5.0 3.7 4.7

Source: Data provided by authorities; and staff estimates.

1/ Includes Entity government (on-budget), cantonal/municipal governments (on-budget), social funds,
and foreign loan financed projects (off-budget).

2/ Inciudes Entity government (on-budget), social funds, and foreign financed loans (off-budget).

Data for municipal governments are not available.

3/ Includes district, canton, and municipal expenditures for which insufficient data is available o permit
an allocation among the categories.
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Table 3. Size of Govemment for Selected Countries, 1997 1/

{In percent of GDF)
Revenue Expenditure Real GDP
_Browth 2/

Bosnia and Herzegovina 45.8 527
Federation, 1998 3/ 52.1 59.1
Republic, 1998 4/ 26,0 3.7
Transition countries :
Czech Republic 40,7 429 -0.2
Hungary 45.0 49,7 -1.1
Romania 2717 313 -2.5
Bulgaria 311 336 -5.4
Croatia 486 49.8 -2.5
Slovenia 446 45.7 0.2
FYR Macedonia 389 3%.4 -6.1
Russia 32.0 39.7 -6.5
‘China 12.0 13.6 103
Developing countries
Chile 234 21.0 77
Mexico ' 227 241 3.2
Malaysia , 39.0 33.0 8.7
Thailand 17.0 18.6 7.4
Ethiopia 229 243 4.2
Kenva 28.8 294 24
OECD countries
United States 319 316 23
United Kingdom 375 39.4 1.8
Norway 51.8 444 3.7
Austria 43.0 49 8 23

Sources: IMF, WEQ database; and various IMF coutttry documents,

1/ Consolidated genera! government data. Consolidated central government for Chile, Thailand, Ethiopia, and Kenya.

2/ Arithmetic average for 1990-97.

3/ Includes Entity and cantonal governments, social funds and foreign project loans. Does not include

foreign project grants and off-budget military expenditure,

4/ Includes Entity government, social funds, and foreign project loans, Does not include local governments,

foreign project grants, and off-budget military expenditure.



Table 4. Bosnia and Herzegovina: Government Revenues in the Federation and RS, 1998

Federation 1/ RS 2/ Consoliated BiH 3/
Amount Share Amomt Share Amount Share
{mil KM) {percent) {mil KM) {percent} {mil KM) (percent)
Total revenne 1,866 100.0 357 100.0 2,223 100.0
Tax revenue 1,740 93.2 295 82.6 _ 2034 91.5
Taxes on goods and services 1,041 558 149 417 1,190 53.5
Sales tax 4/ 718 385 98 274 816 36.7
Excises 323 17.3 51 143 174 16.8
Trade taxes 312 16.7 95 26.6 406 183
Customs tariffs 312 16,7 91 254 . 402 18.1
Export tax on timber 0 0.0 4 12 4 02
Taxes on income 339 18.2 38 10.8 37 17.0
Personal income tax 47 2.5 6 1.8 53 24
Wage withhofding 202 10.8 30 8.5 232 105
Corporate income tax 90 48 1 04 4 | 4.1
Other taxes 47 25 13 16 60 27
Nonfax revenues 127 6.8 62 17.4 189 85
Fees 79 4.2 39 11.0 118 53
Fines 14 08 2 0.5 16 07
Others 34 1.2 21 58 55 25

Source: Federation and RS Ministries of Finance and IMF stafY estimates.

1/ Including both Federation and canional revenues, but excluding social fund revenues.

2/ Excluding municipal governments. It is estimated that municipal government revenue is abont 20 percent of Entity
level government revenue.

3/ Including Federation and cantonal revenues, and RS revenues.

4/ 30 percent of sales tax proceeds in the RS accrue to the municipal budgets, and are not included in this presentation.
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Table 5. Bosnia and Other Countries: Sales Tax/VAT Rates, Late 1990s

General Rate Other Rates
Bosnia and Herzegovina
Federation (sales tax) 1/ 20 15,10, 5
Republic (sales tax) 2/ 18+2 8+2
Transition countries
Czech Republic (VAT) 22 5
Hungary (VAT) 25 12
Romania (VAT) 18 11,9
Bulgaria (VAT) 20
Croatia (VAT) 22
Slovenia (sales tax) 20 32,10, 5
FYR Macedonia (sales tax) 25 10,5
Russia (VAT) 20 10
China (VAT) 17 13
Developing countries
Chile (VAT) 18
Mexico (VAT) 15 10
Indonesia (VAT) 10 35,20,5
Thailand (VAT) 10 7
Nigeria (VAT) 3
Kenya (VAT) 16 12
Bostwana (sales tax) 10
Sudan (sales tax) 10
OECD countries
United States (sales tax) : 0-10
Canada (VAT) 7
United Kingdom (VAT) 17.5
Norway (VAT) 23
Austria (VAT) 20 32,12,10

Source: IMF, Summary of Tax Systems, 1998,

17 Note that the sales tax on services in the Federation is also levied on the value

of goods sold at the retail stage, making the total sales tax rate on goods 32 percent.
2/ The RS levies a 2 percent surcharge earmarked for railways.
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Table 6. Social Insurance Contribution Rates for Selected Countries, 1997-99 1/

Year Total 2/ Pension and Health  Unempioyment
' disability

Bosnia and Herzegovina
Federation 1699 450 : 240 180 30
Republic 3/ 1999 44.0 220 210 1.0
Transition countries
Czech Republic 1997 41.1 240 13.5 36
Hungary 1998 54.5 31.0 18.0 5.5
Romania 1997 3640 280 2.0 6.0
Bulgeria 4/ 1997 44.0 39.0 0.0 5.0
Croatia 3/ 1998 434 215 202 1.7
Slovenia 1997 38.0 249 129 02
Poland 1997 48.0 45.0 0.0 30
Russia 1997 34.6 29.0 36 20
China 1998 20-28 15-20 2-5 3.0
Mongolia - 1998 26.0 19.0 6.0 1.0
Developing countries
Chile 1997 25.7-21.7 18.8-20.7 7.0 0.0
Mexico 1997 19.7 7.9 11.8 0.0
Malaysia 1997 240 240 0.0 0.0
The Phillipines 4/ 1997 9.3 8.0 1.3 0.0
Nigeria 4/ 1997 7.5 7.5 0.0 0.0
QECD countries ,
United States 1597 14.7-20.1 i24 1.5 0.86.2
United Kingdom 4/ 1997 7-30 5.20 0 2-10
Norway 4/ 1997 219 219 0 0
Germany 1997 40.5 204 136 6.5

Sources: United States Social Security Administration, 1997, Social Security Programs Throughout
the World - 1997, various IMF country documents; and Deloitte Touche Tohmatsu International,
1997, Taxation in Eastern Europe (New Yark).

1/ All contributions are in percentages and based on gross wages/salaries .

2/ Sum of the contribution rates for the pension, health, and unemployment funds. Some countries also
have separate work injury funds or social benefit funds.

3/ Contributions to the health fund include those to the Children's Fund (3 percent in case of BiH

and 2.2 percent in case of Croatia).

4/ Contributions to health insurance ere included in pension contributions.



Table 7. Military and Welfare Expenditures for Selected Countries, 1996-98 1/

-45.

(In percent of GDP)
Social fund expenditure Total
Year Military and transfers to Expenditure
households
Bosnia and Herzegovina 1998 54 17.9 30.2
Federation - 1998 5.9 20.6 31
Republic 1998 4.1 - 100 28.0
Transition countries
Czech Republic 1997 1.7 13.1 359
Hungary 1997 0.8 13.1 42.7
Romania 1996 19 9.0 311
Bulgaria 1997 2.7 9.1 335
Croatia 1997 5.1 158 435
Slovenia 1997 1.1 54 40.9
FYR Macedonia 1997 . 14.2 305
" Russia 1995 3o 6.8 247
China 1996 1.1 nfa 8.0
Developing countries
Chile 1597 1.7 6.9 207
Mexico 1996 0.6 30 15.5
Malaysia 1997 22 1.5 20.1
Thailand 1997 22 0.7 18.7
Ethiopia 1995 2.2 14 23.8
Kenya 1996 1.7 0.0 293
OECD countries
United States 1997 33 6.0 209
United Kingdom 1995 32 12.8 41.1
Norway 1996 24 13.9 368
Austria 199¢ 0.8 172 418

Sources: IMF, country documents; IMF, database; and Staff estimates.

1/ For BIH, data refer to budgetary operations of Entity level governments and social funds.

For other countries, data refer to central governments and social security funds.
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V. FISCAL SUSTAINABILITY—CURRENT POLICIES!
A. Introduction

68.  The previous chapter presented a broad picture of the size and structure of Bosnia and
Herzegovina’s government, and a comparison with other transition and developing countries,
setting the stage for arguing that a significant reduction in the size of government will be
necessary for the country’s sustainable growth. This chapter assesses the medium-term
implications of current fiscal policies and institutions for fiscal sustainability through a
simulation exercise.

B. Sustainability of Current Policies

69.  Box 4 presents the methodologies used to analyze the medium-term implications of
the current fiscal policy, including the primary 2ap measure and debt simulation.

Primary gaps

70. A major complication facing this exercise is the large size of off-budget expenditure,
particularly for the military (see Chapter IV on the size of government), A conservative
estimate of the additional financing, beyond amounts allocated in Entity budgets, required to
support the current military forces would amount to at least KM 500 million, or 7.3 percent
of GDP.? Excluding this expenditure from the general government would significantly
understate the current budget reliance on foreign financing, the resources needed to finance
the military, and therefore the need for fiscal adjustment to achieve sustainability. In this
chapter, we calculate primary gaps under two scenarios, one including the estimated off-
budget military expenditure, and another excluding the off-budget military expenditure.

71. The standard formula for calculating the primary gap requires both the GDP growth
rate and the interest rate to be stable during the period concerned, However, this requirement
is not met in the case of Bosnia and Herzegovina. GDP growth is likely to be relatively high
in the next few years, reflecting the potential for continued strong recovery from a very low
post-conflict base, and the average interest rate is likely to be low in the coming years, owing
to the availability of concessional loans. Thereafter, it is reasonable to assume that as the
country returns to a more normal development path, GDP growth will decline and the
average interest rate will rise as the bulk of external borrowing shifts to nonconcessional
sources. Therefore, we will not use the standard sustainability formula, but will calculate the
primary gaps for three different periods (5, 15, and 30 years) under the assumption that the

‘Prepared by Jun Ma and Jenny Ligthart.

*Military expenditures through 1999 have benefited from substantial foreign off-budget
resources.
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profiles of GDP growth and interest rate movements will reflect Bosnia and Herzegovina’s
postwar characteristics.

Box 4. Measures of Fiscal Sustainability

Fiscal sustainability depends on a set of policies o ensure the eventual solvency of the government
under most reasonable conditions. However, in practice, data limitations prevent all but a few
countries from compiling a government balance sheet and assessing government solvency.! An
alternative approach used in most country studies on fiscal sustaimability is to define sustainable fiscal
policies as those leading to a stable or declining government debt-to-GDP ratio in the long run.
Alternatively, a fiscal policy is called unsustainable if it results in a continuous increase in the
government-debt-to-GDP ratio.

Two practical methods are used in this chapter to assess the sustainability of fiscal policy in Bosnia
and Herzegovina: the primary gap (Blanchard, et al, 1990) and debt simulation. Assuming all
indicators as a percent of GDP remain constant over time, the primary gap (pg) is defined as the
difference between the actual primary deficit (pd”) and the “sustainable primary fiscal deficit (pd")"—
the deficit level that could be financed without adding to the debt burden (debt-to-GDP ratio) and
without recourse to inflation financing:

pPe=pd ~pd=pd—(g-r) d

where g is the rate of real GDP growth, and 7 is the real interest rate, and d is the current debt-to-GDP
ratio. A positive pg indicates that the primary deficit exceeds the sustainable level and will resylt in
an increase in the debt-to-GDP ratio, while a negative pg implies a decline in the ratio. An intuitive
explanation of the primary gap is that, holding the non-interest expenditure-to-GDP ratio constant, it
measures the increase in the revenue-to-GDP ratio relative to the current year needed to achieve
sustainability. Alternatively, if the revenue-to-GDP ratio is to be held constant, the primary gap
implies the required magnitude of a permanent reduction in the non-interest expenditure-to-GDP ratio
from the current year for sustainability.

Another method to assess sustainability is to simulate the future path of government debt over a
specific period of time. By postulating assumptions about alternative fiscal policies (e.g., continuation
of the current policy, rapid fiscal adjustment, and slow fiscal adjustment) the potential paths of the
government debt-to-GDP ratio can be obtained and compared. If a certain policy—characterized in
terms of the primary fiscal balance—yields an increasing government debt-to-GDP ratio, it indicates
the need for policy adjustment to bring the fiscal position back to a sustainable path.

"Bascand and Razin (1997) presented a methodology for determining the maximum debt level that can be
sustained (to keep fiscal solvency) under a given fiscal policy (primary balance-to-GDP ratio). Gerson and
Nellor (1997) applied a formal statistical test of fiscal solvency to the Philippines, based on the notion that
if the current fiscal policy is sustainable, the expectation of the discounted government debt should be
zero,
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72.  The primary gap analysis is sensitive to macroeconomic assumptions, especially to
the assumed GDP growth rates. Table 8 shows the results of the calculations under
conservative and optimistic growth assumptions. Both sets of growth assumptions envisage a
pattern of relatively high real GDP growth rates during 1999-2004 and a gradual decline
thereafter, consistent with a post-conflict recovery from a very low GDP base. Given the
country’s currencg board system, inflation is assumed to be low and stable throughout the
projection period.” The average interest rates for the next five years are based on the high
projected levels of concessional financing, Beyond that period, interest rate assumptions
reflect the more commercial orientation of Bosnia and Herzegovina 's borrowing. * :

73.  The calculations show that with the inclusion of off-budget military expenditure in
the general government, the current fiscal policy is clearly unsustainable. The primary gaps
calculated for 5, 15, and 30 years range from 4.3 percent to 10.7 percent of GDP under
optimistic growth assumptions, and from 5.6 percent of GDP to 11.2 percent of GDP under
conservative growth assumptions. Analysis of the five year primary gap indicates that in
order to contain the debt-to-GDP ratio at end-2004 to its level in 1999, the total fiscal
adjustment starting in 1999 has to be of the order of magnitude of 4.3 percent of GDP under
optimistic growth assumptions.’ Long-term (15- or 30-year) primary gaps are larger than the
medium-term (five-year) gap, given the gradual increase in interest rates and the reduction in
real GDP growth. The 30-year primary gap implies that to limit the debt-to-GDP ratio

in 2034 to its 1999 level, starting in 1999 a fiscal adjustment of 10.7 percent of GDP

(11.2 percent under conservative assumptions) would be needed.

74.  If off-budget military expenditure is excluded from the general government—which
implicitly assumes a drastic scaling back of military forces as off-budget foreign financing
dries up~—the picture is somewhat mixed. The five-year primary gap ranges from -1.5 to

-0.2 percent of GDP, depending on growth assumptions, suggesting that the current policy
would not lead to an increase in the government debt-to-GDP ratio over the next five years
under the very concessional terms of foreign financing. The 15- and 30-year primary gaps are
higher, however, reflecting the increase in the average interest rate and a decline in GDP
growth rate in the long run. To maintain an unchanged debt-to-GDP ratio over the 30-year
period, fiscal adjustment of 3.8 to 4.3 percent of GDP would be necessary, if it were to take
place in 1999

*The currency board framework is assumed to remain in place throughout the simulation
period.

*From 1999-2004, BiH will borrow mainly from concessional sources and therefore interest
payments will be relatively low; after 2004, the country will have more limited access to
concessional sources and will need to borrow more on commercial terms.

‘An adjustment of 5.6 percent of GDP would be required under conservative growth
assumptions.
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75.  The difference between the two scenarios in terms of the primary gap suggests that
the extremely high military expenditure in Bosnia and Herzegovina poses the single most
important risk to fiscal sustainability. About two-thirds of the fiscal adjustment needed to
close the 30?rear primary gap reflects the impact of the future reduction in external grants for
the military.® To maintain the military outlays at their current level, while external grants for
military support decline sharply over the next few years, the country would have to borrow
on commercial terms or make unsustainable cuts in other, more productive expenditures. If
borrowing is the only option, it will lead to a rapid increase in government debt and the deb¢-
service burden, as indicated in the following debt simulation,

Debt simulation under current policy

76.  The debt simulation results are largely consistent with the stories told by the primary
gap measures. As in the primary gap analysis, we consider two scenarios, one including off-
budget military expenditure in the general government, and another excluding such
expenditure. The simulations presented in this section are based on conservative growth
assumptions (see footnote of Table 8). Even optimistic growth assumptions do not alter the
conclusions.

Including off-budget military expenditure

77.  We assume (i) that off-budget military expenditures of KM 500 million are included
in the general government, financed by off-budget external grants; and (ii) that the current
revenue and expenditure policies will hold the revenue-to-GDP ratio and the ratio of total
noninterest expenditure (now including off-budget military expenditure) to GDP at current
levels. These policies would generate a continuous rise in the government-debt-to-GDP ratio
from the level in 1999 (Table 9). By 20 14 and 2034, the debt-to-GDP ratio would reach

181 percent and 647 percent, respectively—an obviously unsustainable path of debt
dynamics.

Excluding off-budget military expenditure

78.  Assuming a continuation of the current revenue and expenditure policies, our
simulation shows that the government debt-to-GDP ratio will initially decline slightly
through 2002, and then begin to increase gradually (Table 10). In 2014 and 2034, the debt-to-
GDP ratio will reach 95 percent and 246 percent, respectively. Here, the initial decline and
the increase thereafter in the debt-t0-GDP ratio is largely explained by an increase in the
average interest rate and reduction in GDP growth rate over the long run.

“Table 8 shows that the total adjustment needed for closing the 30-year primary gap is about
11 percent of GDP, while the difference between the primary gaps in the two scenarios—
which reflects the need to adjust for the future reduction in foreign-financed military
expenditure—amounts to about 7 percent of GDP.
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Contingent liabilities

79. In addition to the current liability to finance nondiscretionary expenditures,
governments in BiH also face several potentially large contingent liabilities, which could
pose additional threats to fiscal sustainability (see Box 5). These contingent liabilities
include: potential pressures on the Entity Governments to cover part of the bank restructuring
costs; the need to finance large-scale labor retrenchment from state-owned and socially
owned enterprises; and the need to fund the transition of the PAYG pension systems toward
partially funded pension systems. Although the staff has strongly discouraged the authorities
from assuming any contingent liabilities, and there is no scope within the program for this to
be included in the budget, these contingent liabilities may become actual liabilities in the
future, requiring substantial financing from, and/or debt accumulation by, the government.

C. Conclusions

80.  Both the primary gap analysis and debt simulations highlight the fact that current
fiscal policies are unsustainable over the medium and long term. If the large off-budget
financing and the associated expenditures—mainly military—are taken into account, the :
magnitude of needed fiscal adjustment to achieve sustainability becomes strikingly large, The
need for early adjustment is underscored by the prospect that concessional foreign financing
is likely to decline significantly over the medium term, and the cost of delaying adjustment
will increase along with the interest rates for future borrowing.
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Box 5. Contingent Government Liabilities

Bosnia and Herzegovina’s banking system is dominated by state owned banks, most of which are
deeply insolvent. The substantial share of nonperforming assets includes, inter alia, foreign currency
claims on the National Bank of Yugoslavia, foreign currency loans, and loans extended prior to
March 1992, which will be removed from bank balance sheets—along with the corresponding
liabilities—prior to privatization (see Chapter II). The authorities’ strategy for privatizing solvent
banks and liquidating insolvent ones rightly envisages no recourse to public funds, and plans to
compensate household claims, such as lost foreign exchange deposits, through enterprise privatization
vouchers (see Chapter IIT). Nevertheless, there is a risk that solvent banks will be unable to identify
acceptable investors in the near term, leading to a further deterioration of the financial position of
these banks. Entity Governments may eventually be forced to assist some large state banks before
they find buyers. In addition, the privatization and liquidation of banks will certainly lead to
substantial layoffs of bank employees, and the financing of their redundancy packages may become a
govemment obligation. Finally, it remains uncertain whether the proposed self-financed deposit
insurance systems are able to provide sufficient coverage of bank deposits without generating
pressures for deposit payoffs by government.

Another legacy of the socialist system in the former Yugoslavia is that most enterprises are either
state-owned enterprises or socially-owned enterprises (SOEs). A large number of these enterprises
are in financial distress or even insolvent. The Entity Governments have committed to reforming the
enterprise system by privatizing many SOEs through the voucher system, allowing those that are not
viable to go bankrupt, while restructuring the ones that should remain in public hands (see Chapter
IIT). However, each of these options may involve budgetary costs for mitigating the pressures arising
from labor shedding. For example, the govemment may have to provide severance packages to
employees of some SOEs who are made redundant, or to subsidize the unemployment insurance
funds to cover the additional benefit payments needed for SOE reform.

The pension funds ' own resources are not able to cover entitlements primarily due to an extremely
low contribution base and a large number of beneficiaries, low retirement ages,’ unrealistic benefit
entitlements, and administrative problems such as double dipping exacerbate these problems (see
Chapter VIIIT).” Even though some of these problems can be mitigated over the medium term by a
recovery in the employment base and the proportion of working age population, an increase in
retirement ages and tightening of other eligibility criteria for benefits, the systems may not be
financially sustainable over the long run due to pressures from the aging population. A long-term
solution to the sustainability of the pension systems is to move towards a partially or even fully
funded system. However, as evidenced by many other countries’ experiences such a transition may
require substantial budgetary support, in the form of either direct budgetary transfers or issuing new
government debt, to cover the benefits of existing pensioners.

"The Federation has already raised the legal retirement ages to 65 to be reached in 2003, Before 2003,
the retirement ages will be adjusted upwards incrementally.
*Pensioners claiming benefits in both Entitics.




Table 8. Bosnia and Herzegovina: Medium- and Long-Term Fiscal Sustainability Measures 1/

(In percent of GDP)
5-year primary gap 15-year primary gap 30-year primary gap
1999.2004 1999-2014 1999-2029
Including off-budget military expenditure
Conservative growth assumptions 2/ 5.6 88 11.2
Optimistic growth assumptions 3/ 43 84 10.7
Excluding off-budget military expenditure
Conservative growth assumptions 2/ 0.2 23 43
Optimistic growth assumptions 3/ -1.5 18 38

Source: IMF staff estimates,

1/ A n-year primary gap is defined as the difference between the sustainable primary sutplus--which keeps the debt-to-GDP-
ratio unchanged during the n-year period and the actual primary surplus in the beginning of the period.

2/ GDP growth rate declines gradually from 8 percent in 1999 to 5 precent in 2004, and 1o 4 percent in 2014,

3/ GDP growth rate declines gradually from 10 percent in 1999 {0 7 precent in 2004, and 1o 5 percent in 2014.

—zs’-



Table 9. Bosnia and Herzegovina: Government Debt Dynamics (cutrent policy, including off-budget military expenditure), 1998-2034 1/.
1998 1999 2000 2001 2002 2003 2604 2009 2014 2034
Est. Proj. Proj. Proj. Praj. Proj. Proj. Proj. Proj. Proj.
(En percent of GDP)
Total Revenue 459 450 450 450 45.0 45.0 450 45.0 4159 450
Total Expenditore 60.6 570 57.0 57.0 57.1 573 576 60.4 684 1054
Interest payments 0.6 0.9 0.9 0.9 09 1.2 1.5 472 123 493
Mon-interest expenditure 60.0 56.1 56.1 56.1 56.1 56.1 56.1 56.1 56.1 56.1
Overall Fiscal Balance -14.7 -12.0 -12.0 -120 -12.0 -123 -12.6 -153 2234 60.4
Primary Fiscal Balance -14.1 ~11.1 -11.1 -11.1 -11.1 -11.1 -11.1 -t1.1 -tL.l1 It
Financing 14.7 120 120 120 12.0 123 126 153 234 604
Domestic financing 00 0.0 0.0 0.0 0.0 00 - 0.0 0.0 0.0 0.0
Foreign financing 14.7 120 12.0 12.0 12.0 12.3 126 153 234 60.4
Net foreign borrowing 59 5.1 8.4 10.0 10.9 16 122 15.3 234 60.4
On-budget grants 1.0 0.7 0.5 03 02 02 0.1 0.0 00 0.0
Off-budpet grants 2/ 73 6.2 3l 16 0.9 05 03 0.0 0.0 0.0
Memorandum Hems:
Average intcrest rate (in percent) 0.9 1.4 1.4 1.4 14 L& 13 36 13 8.0
Government debt-to-GDP ratio (in percent} 67 71 it} 70 75 82 39 125 181 647
Real GDP growth (in percent) 15.0 10.0 15.0° 14.0 10.0 6.0 50 5.0 30 3.0
Change in deflator (in percent) 0.6 74 43 1.3 1.6 L5 1.5 2.0 20 20
Nominal GDP (in millions of KM) 6,361 8,057 9,665 11,220 12,540 13,496 14,389 20,505 27,542 73,916

Source: Data provided by authoriiies; and staff estimates.

1/ General government includes the State Governmen?, Entity Governments, Federation focal governments, social funds, foreign project loans, and an estimated amount of
foreign grants for military support.

2/ For military support.

...Eg..



Table 10. Bosnia and Herzegovina: Government Debt Dynamics (current policy, excluding off-budget military expenditure), 1998-2034 1/

1998 1999 2000 2001 - 2002 2003 2004 2009 2014 2034
Est. Proj. Proj. Proj. Pruj. Proj, Proj. Proj. Proj. Proj.
(In percent of GDF)
Total Revenue ) 459 45.0 45.0 450 45.0 450 - 450 45.0 45,0 45.0
Total Expenditure 533 50.8 50.8 50.7 50.7 309 5310 523 55.1 65.1
Interest payments 0.6 0.9 0.8 ¢.8 08 0.9 1.1 23 52 152
Non-interest expenditare 527 49.9 499 499 499 499 499 499 499 499
Overall Fiscat Balance -14 -5.8 -5.8 57 -5.7 -58 5.0 12 -10.1 2201
Primary Fiscal Balance 69 49 49 49 49 49 4.9 49 -49 49
Financing 6.9 58 5.8 5.7 57 58 6.0 72 101 20.1
Domestic financing 0.0 0.0 0.0 0.0 00 00 00 0.0 0.0 0.0
Foreign financing 69 5.8 58 5.7 5.7 58 6.0 72 LA 20.1
Net forcign borrowing 09 13 53 54 55 57 59 72 1¢.1 20.1
Grants 10 0.7 0.5 0.3 02 02 0.1 0.0 0.0 0.0
Memorandum Hems: -
Average interest rate (in percent) 09 14 14 14 1.4 1.6 1.8 33 57 6.4
Govemnment debi-to-GDP ratio (in percent) 67 mn 63 62 61 63 65 75 95 246
Real GDP growth (in percent) _ 150 10.0 150 140 10.0 6.0 50 5.0 30 3.0
Change in deflator (in percent} 74 43 18 16 1.5 1.5 2.0 20 20
Nominal GDP (in millions of KM) 6,861 3,057 9,613 11,135 12,427 13,383 14,237 20,259 27211 73,029

Source: Duta provided by authorities; and staff estimates.

1/ General govemment includes the State Govemment, Entity Govemments, Federation local govemments, social funds, and foreign project loans.
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VI. FISCAL SUSTAINABILITY—MEDIUM-TERM ADJUSTMENT
A. Introduction

8l.  The analysis in the previous chapter indicated that the current fiscal policies,
especially when taking into account the farge off-budget expenditures and contingent
liabilities, will not be sustainable in the medium and long term. Decisive actions are needed
in the near term to reduce government expenditure, particularly military outlays, and to
contain and rationalize the fiscal costs of providing social benefits. Steps should also be
taken to reduce the overall tax burden on the economy and to minimize distortions in support
of private-sector-led economic growth.

82.  This chapter presents the results of a debt simulation under an assumed fiscal
adjusiment path. It then discusses the specific elements of a possible tax and expenditure
policy reform agenda for the next 3—4 years with a view to moving toward a sustainable
fiscal position in the long run.

B. Debt Dynamics Under an Adjustment Scenario

83.  The present fiscal situation in Bosnia and Herzegovina points to the need for
significant medium-term adjustment in order to achieve revenue and expenditure policies
consistent with fiscal sustainability. One possible adjustment path is presented in Table 11,
This scenario assumes successful implementation of tax policy reform aimed at reducing the
overall tax burden on the economy, especially on labor income. Expenditure policy reform
would be geared to cut military expenditures significantly, and to reduce the fiscal costs and
improve the targeting of the social safety net. These reforms would result in a steady increase
in the primary surplus of the general government, and a decline in the government debt-to-
GDP ratio from 71 percent in 1999 to 52 percent in 2004, and to 34 percent in 2014 (see
Figure 1).

84.  Under this scenario, the general government deficit (including foreign project loans)
would decline from 5.8 percent of GDP in 1999 to 2.1 percent in 2004, during which period
the availability of foreign grants and concessional loans is likely to decline sharply. Tax
reforms will reduce the revenue-to-GDP ratio from 45 percent in 1999 to 40 percent in 2004,
still higher than, but closer to, the European transitional country average. General
government expenditure as a percentage of GDP will fall from 51 percent to 42 percent in
2004. The most important expenditure reductions include those in military outlays and
foreign loan-financed projects.

85.  The reduction in the revenue-to-GDP ratio reflects the impact of two conflicting
forces. On the one hand, the reduction in some tax rates and social insurance contribution

'Prepared by Jun Ma and Jenny Ligthart.
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Figure 1. Bosnia and Herzegovina: Evolution of the Debt-to-GDP ratio, 1998-2014
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Source: IMF staff estimates based on information provided by the Bosnia and Herzegovina authorities.

1/ Adjustment discussed in the text is based on a scenario that excludes off-budget military spending.
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rates will reduce the revenue-to-GDP ratio. On the other hand, the tax and social insurance
contribution bases may rise more quickly than GDP growth—a typical postwar
phenomenon—thanks to higher employment and income growth, improved compliance, and
a smaller gray economy. As a result, the total decline in the revenue-to-GDP ratio is likely to
be smaller than the average decline in tax rates.

86.  The projected decline in the revenue-to-GDP ratio and reduced reliance on foreign
financing does not necessarily imply a compression of all categories of expenditure. During
the period 1999-2002, although the revenue-to-GDP ratio falls from 45 percent to 42 percent,
owing to a high GDP growth, per capita revenue would grow by about 4 percent per annum.
Military expenditure could be substantially retrenched, and the level and coverage of benefits
for war invalids and deceased soldiers be reasonably curtailed, to provide room for a modest
increase in expenditure on education, health, employment generating programs, and even
infrastructure projects.

C. Tax Policy Reform

87.  Major tax policy reforms will be needed over the medium term to address the
deficiencies of the present tax system, and to lay the foundation for long-term economic
growth, driven mainly by private sector development. Medium-term sustainability of public
finance and requisite economic growth will require other adjustments, including a reduction
in military outlays, the reform of the social insurance system, and the rationalization of the
government structure. This subsection, however, focuses on the key elements of the tax
policy reform agenda for the next 34 years.

Sales taxes?

88.  Asan immediate measure, most non-standard exemptions should be eliminated from
the current sales tax system.? In the next year, the system of sales taxes should be rationalized
in both the Federation and the RS with the aim of establishing a single-stage, single-rate sales
tax to be collected at the retail level starting in 2001.* A sales tax collected at the retail level
has the widest possibie tax base and minimizes cascading, and is also an important

*This section reflects recommendations provided by recent technical assistance on
consumption taxation from the Fiscal Affairs Department.

*The first step to this end is to amend the State Customs Policy Law to remove the
discretionary power of the Council of Ministers to grant exemptions and to eliminate most
exemptions from customs duties. As the Entity sales tax laws largely follow the State
Customs Policy Law on exemptions, this amendment will significantly broaden the bases for
both domestic and trade taxes.

“The sales tax rates should be set in such a way as to maintain revenue neutrality.
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preparatory step toward a VAT. Experiences from more than 100 countries that have adopted
a VAT system suggest that it is superior to sales taxes in many respects, including the
avoidance of the cascading effects and increased incentives for compliance. Nevertheless, the
implementation of a VAT is technically complicated, and the preparation typically takes 18
months or longer. Furthermore, the extremely complex intergovernmental relations in Bosnia
and Herzegovina requires a very careful design of the VAT system, including arrangements
for revenue distribution between Entities and among cantons/municipalities, For these
reasons, im})lernentation of a VAT will have to be postponed until all the preparatory work is
completed.

Excise taxes

89.  The harmonization of excise rates will be completed in the near future, as
preparations have been completed and there are no major technical difficulties. Over the
medium term, the excise rates should be reexamined with the objective of increasing the
revenue potential, controlling undesirable social and environmental consequences of certain
types of consumption or production, and reducing incentives for tax evasion/smuggling
owing to cross-country rate differentials,

Corporate income taxes

90.  The Federation’s current rate structure for the corporate income tax—a 30 percent flat
rate-—appears to be at an appropriate level® and is consistent with the principle of
administrative simplicity. The RS should revoke the regressive corporate income tax
structure, and move to align its tax structure with the Federation to eliminate inter-Entity
distortions and internal inefficiencies arising from the regressive system. In both Entities,
consideration should be given to limiting exemptions and concessions for new enterprises
and joint venture firms—including those contained in separate laws on foreign investment—
and to replacing tax credits with tax allowances for investment.’ Presumptive taxes should be
introduced as the main form of corporate income tax on small enterprises. For larger
enterprises, a minimum assets tax should be considered as a way to control corporate income
tax evasion,

*We do not expect & VAT to be introduced before 2003, at the earliest.

5The rate is appropriate in light of an average rate for the OECD countries of 32 percent in
1995.

’As an investment incentive, accelerated depreciation of assets is both a better focused and a
more narrowly targeted instrument, compared with tax holidays.
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Personal income taxes

91.  On personal income tax, the RS’s regressive rate structure should be replaced with
either a flat rate or a modestly progressive structure with few rates.® Over the longer term,
personal income taxes in both Entities could move toward a global tax structure, reconciling
wage taxes with taxes on other incomes. However, during the next few years a final wage
withholding tax, with a global income tax structure for all other sources of income, will be
appropriate given the authorities” limited tax administration capacity.

Social insurance contributions

92.  Contributions to social insurance funds can be raised substantially (by about

20 percent) by increasing the social insurance contribution rates for military personnel and
miners to the standard rates. This can be done in several phases over the next 23 years,
considering its potential impact on the budget and pension fund operations. Over the medium
term, the contribution rates could be reduced, as the contribution base expands and a
tightening of eligibility criteria for benefits is implemented.

Trade taxes

93.  The elimination of free trade agreements with neighboring countries is likely to
increase substantially customs revenue. This, together with Improvement in customs
administration, will permit the reduction of surcharges (preferably toward a low and uniform
surcharge) and their eventual removal. In the medium term, customs tariff policy should
move toward a low and uniform tariff rate, or fewer tariff rates with low variance of rates and
minimum exemptions. These reforms will simplify administration, enhance transparency,
improve compliance, and reduce opportunities for rent-seeking. The export tax on timber in
the RS should be replaced with a domestic stumpage tax, preferably levied at the production
stage.

D. Expenditure Policies

94.  Given that private sector development and improvement in tax compliance entail a
reduction in the revenue-to-GDP ratio over the medium-term, fiscal sustainability will
require a concurrent reduction in government expenditures. Expenditure adjustment over the
next 34 years should focus primarily on budgetary savings from: (i) significant military
retrenchment; and (ii) reform of the social insurance and social benefits system (including
social funds and transfers to war invalids and survivors of deceased soldiers) to reduce the
need for budgetary transfers and to permit a reduction in social insurance contribution rates.
In addition, public administration reforms will be needed to rationalize the structure of the

5The number of rates should not exceed more than three and the top marginal rate should be
similar to the rate of the corporate income tax.
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governments and to ensure adequate and equitable provision of basic services such as
education and health care. Privatization and corporatization of state-owned and socially
owned enterprises should also proceed relatively quickly to minimize prospects for a
negative impact on government budgets.

Military expenditure

9s. The number one priority of a sustainable expenditure policy for Bosnia and
Herzegovina is to reduce military spending to an affordable level. Off-budget military
expenditure, and the associated military personnel costs, will have to be cut almost entirely as
soon as the off-budget financing is no longer available. In this context, fiscal sustainability
would also require that on-budget military expenditure as a share of GDP shouid also be cut
from 6.3 percent in 1999 to less than 3 percent in 2004. To this end, a concrete army
reduction plan agreed by all ethnic groups is needed. Budgetary allocations for all remaining
military forces should be consistent with the medium-term fiscal framework,

Pension reform

96.  Pension reforms in the immediate future should involve (i) adjustment of the benefit
formulas to provide a transparent alignment between benefits and available resources, and
(i1) consolidation of the two pension funds within the Federation. Over the next 3—4 years,
the following reforms should proceed: (1) a gradual increase in the retirement age to 65 (to be
achieved by 2003 under new legislation adopted by the Federation); (ii) a tightening of the
eligibility criteria for disability and death benefits; and (iii) reform of the pension
contribution coliection mechanism to improve compliance. With these reforms, as well as a
gradual reduction in the unemployment rate and an increase in the ratio of the working age
population to the nonworking age population, the pension funds’ financial position is likely
to improve significantly over the medium term. Then, consideration can be given to moving
toward partially funded pension systems over the lenger term.

" Reform of benefits for military invalids and survivors of deceased soldiers

97.  Several measures should be taken to limit the budgetary burden: (i) the benefit levels
for military invalids and surviving families should be adjusted to narrow the difference
between this program and other social benefit programs; and (ii) the eligibility criteria for
benefits should be tightened.

Public administration

98.  The government wage bill and expenditure on goods and services in the consolidated
general government budget do not seem to be excessively high,” although some expenditures

*Civil service employment as percentage of the population for comparator countries is as
tollows: Albania (4.6 percent), Buigaria (6.4 percent), Croatia (5.2 percent), Hungary
(continued...)
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on government administration may have been included in “other and unallocated
expenditure.” The number of civil servants, currently at about 3.6 percent of total population,
is also lower than those in neighboring countries, although higher than the developing
country average. Reduction in the size of civil service therefore does not appear to be the top
priority in public administration reform, but an expansion of the civil service should also be
resisted, especially in light of the added pressures for increasing job creation in the public
sector by army demobilization and the return of refugees. To improve cost efficiency and
rationalize government structures, wage policies should be set by reference to the labor
market, and over the medium-term the budget process should take into account measures of
budgetary organizations’ output and/or performance. Special attention should be given to the
reform of intergovernmental fiscal relations within the Entities (especially in the Federation),
in light of the large regional disparities in the level and quality of basic public services such
as education and health.

Public enterprises

99.  Public enterprises dominate the energy, metel fabrication, wood products, food
processing, construction and engineering, light manufacturing, trade, services, and utility
sectors. These enterprises now receive few direct transfers from the budgets, but some
continue to rely on quasi-fiscal transfers, such as tax arrears, tax exemptions, and tax-
offsetting transactions with the government. In the next few years, most of these public
enterprises should be privatized, and those remaining, mainly in the utilities sector, should be
restructured to improve corporate behavior. To facilitate the privatization and corporatization
process, a legal framework for foreign investment, bankruptcy, accounting and auditing, and
commercial transactions should be established. Given the one-time nature of the privatization
proceeds from enterprise sales to strategic investors, their use should be restricted to retiring
government debt or providing redundancy benefits for retrenched workers during the
privatization process.

(8.1 percent), Macedonia (3.2 percent), Poland (4.2 percent), and Slovakia (7.7 percent). See
World Bank, 1997, Bosnia and Herzegovina: Public Expenditure Review (Washington: The
World Bank).



Table 11. Bosnia and Herzegovina: Government Debt Dynan:iics (adjustment scenario, excluding off-budget military expenditure), 1998-2014 1/

1998 1999 2000 2001 2002 2003 2004 2009 2014
Est. Proj. Proj. Proj. Proj. Proj. Proj. Proj. Proy.
{In percent of GDP)
Total Revenue 459 450 439 428 41.8 409 40.1 370 370
Total Expenditure 533 508 4817 46.7 44.7 434 423 380 373
Interest payments 0.6 0.9 08 0.8 0.7 08 0.9 1.1 1.1
Non-interest expenditure 527 49.9 478 459 44.0 426 41.3 369 362
ofw: military expenditure 54 6.1 52 44 38 3.2 2.7 14 14
o/w: foreign loan financed projects 47 38 35 27 22 1.9 1.7 0.8 0.0
Overall Fiscal Balance -74 58 4.8 -39 -29 2.5 21 -1.0 0.2
Primary Fiscal Balance 59 49 -4.0 3.1 =22 -1.6 -12 0.1 0.8
Financing 69 5.8 48 39 29 25 21 1.0 02
Domegtic financing 0.0 8.0 0.0 0.0 0.0 0.0 00 0.0 00
Foreign financing 6.9 58 48 39 29 25 21 10 0.2
o/w: foreign project loans 47 s 15 27 22 19 17 08 0.0
Memorandum Hems:

Average interest rate (in percent) 09 14 14 14 14 1.6 18 25 32
Government debt-to-GDP rafio (in percent) 67 71 64 59 55 54 52 43 34
Real GDP growth (in percent) 15.0 10.0 15.0 14.0 10.0 6.0 50 5.0 30
Change in deflator (in percent) 74 43 1.8 1.6 1.5 1.5 20 20
Nominal GDP (million KM} 6,861 8,057 9,613 11,135 12427 13363 14,237 20,259 2721

Source: Data provided by authorities; and staff estimates.

1/ General govemnment includes the State government, Entity governments, Federation Jocal governments, social funds, and foreign project loans.
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VII. DEVOLUTION OF FISCAL RESPONSIBILITIES'
A. Introduction

100.  The government structure of Bosnia and Herzegovina is defined by its Constitution—
which is part of the Dayton Peace Agreement (DPA)-—and the constitutions and
implementing legislation of the two Entities (Box 6). Responsibilities of the State (Common
Institutions)” are quite restricted under the Constitution of Bosnia and Herzegovina. Asa
result, most responsibilities—including those for defense—fall to the Entity governments and
their sub-units. The Federation has a highly decentralized government structure, with the
responsibility for major public services delegated to 10 cantons and 82 municipalities. In
contrast, the RS has a relatively centralized government structure in terms of both revenue
and expenditure assignments.

101. A striking aspect of the forms of fiscal federalism implemented in Bosnia and
Herzegovina concerns the lack of provisions for the relationships between the Entities and
among the various layers of government. In particular, tax policy coordination between the
two Entities has proved difficult, resulting in opportunities for distortions from tax
competition and opportunities for evasion. In addition, only limited mechanisms are available
to bridge horizontal imbalances in the level and quality of public services.> A more
comprehensive review of the current intergovernmental relations is called for and a
systematic approach to its reform should be developed over the medium term.

B. The Common Institutions of Bosnia and Herzegovina

102.  The Common Institutions have limited responsibilities, and depend on transfers from
the Entities to cover administrative expenditures and external debt-service obligations. The
State has no constitutional prerogative to set policies (other than trade and customs) for the
Entities, or to provide for any redistribution of resources across Entities.

103.  The responsibilities of the State are limited to monetary policy (the CBBH), foreign
affairs, foreign trade and customs policies, external debt management, immigration and
international communications and transportation. With regard to monetary policy, the
Constitution mandates that the currency board arrangement remain until at least end-2003.
While these responsibilities resemble those normally assigned to a central govermnment,
several items are notably absent, including fiscal policy, social policy, and defense.

'Prepared by Dawn Rehm and Jun Ma.
*The Common Institutions include the State Government, described in Box 6, and the CBBH.
>A horizontal imbalance occurs when the fiscal capacities of subnational governments of the

same level differ, A vertical imbalance occurs when the own revenues and expenditures of
various levels of government within a federation are unequal.



Box ¢.Governmental Structure v

State of Bosnia and Herzegovina
Republika Srpska Federation of Bosnia and Herzegovina
Cantons (10)
Municipalities
Municipaﬁtfes

The constitution of Bosnia and Herzepovina, which is pert of the DPA, provides for a deceniralized goverumental stracturc. The central ("State™) government has
fimited powers and & balanoed ethnic composition, with conscnsus required for moat devisions. Other functions ars devolved to the two Entitiex (the Federation of
Besnis and Herzegovina and the Republika Sepska) or their submits. Fonctions not explicitly assigned to the Stale are roserved for Entitics or their subunits. The
Entities, by consent, may agree to expand the powers of the State,

State of Bosnia and Herzegovina
Camposition The BiH government is smsll, reflooting its Emitcd responsibilitics. Includes » Presidency (comprising throe memboers represcnling the three cthnio groups), Council of Ministers
(Ministry of Forsign Trade and Economic Relations, Ministry of Civil Affairs and Commumications, Ministry of Foreign Affairs), Constittional Couat, and 8 State Parliament.
Rezponsibiliiles . Monctary policy, customs and tariff polivy, trade policy, snd external debt.
Finsncing Oum revenues ste presently fimited to sdministeative feas. Debt-service obligations are funded by automstic tramafers from Entity bodgets.

Administrative expenditures not covered by own revenues are met by automatic transfers from the budgets of the Federation (two-thirds) and Republika Sepska (one-third).

Entity Governments (The Federation of Bosnia and Herzegovina, and The Repunblika Srpska) o
Compnsition Beth Enfitics have a Prosident, Prime Minister, Ministrics (including Finance, Defeme, Interior, Energy, Agriculture, Tndustry), and a respeotive Parlizment.

Federation of Bosnia and Heyregovina
Territory Comprisea the postwar Bosniac- and Crost-majority aress of Bosnia and Hefzegom
The Federation has a decentralized govermment under which many responsibilities fall to the Cantom (10) and constituent municipalifica.
Responsibllitics The Federation government is respomsible for transfers Lo finanoe the State institutions, for financing dcfensc-related activities, internal security, and tax and customs

adminisiration for the Federation; and for formulating fiscal and aspeots of social policies, The resporsibility for financing and implenienting most social cxpenditeres,
notably education and heatth, is sliccated to cantons snd municipalities.

Fimaocing ' The Federation budget is alinoated revemues from costoms duties, excise laxes, and a portion of comporate profit tocce. Other reverne souirces are sllocated to cantons and munigipalitios.
Republika Srpska
Territory Comprises the postwar Serb-majority ares of Boanis and Herzegovina.
Responsibilitles The government of Republika Stpsks is relatively centralized, with responsibility for tranafers to finence Stxtc institutions, defense-telated activitics, inlcmal security,
‘ tax and custons admististration for Republika Sepaka, 33 weH a3 most social expenditure, particularly for healih and eduoation; and for fohnn!atingﬂml sad social poficics.
Finsncing i Rmnuﬁomeulmuﬂmmmmmtheulcnfmwummmdmwmeuxesmallocatedbetwaenﬁtegmnmenlofmmblihs:pska

and pnicipalities sccording to a revemuz-sharing scheme.

1/ Bosnia's go } struchire intludes the Office of the High Representative (OHR), which was established in Decesnber 1995 b overses: the implementation: of the Dayton Pexce Agreesent
(DPA). The High Representative is the final authority regarding the interpretation of the DFA in the area of rivilian implementation. OHR also plays 2 rolc in the cconomic ares, mainty
by coordinating economic policy sdvice throuph the econamic task force (ETF).
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Their absence is significant, as the Constitution specifically provides for responsibilities that
are not explicitly granted to the State to automatically devolve to the Entity governments.
While the State has the prerogative to set customs duties and policies, the implementation of
these policies and responsibility for other fiscal policies automatically belong to lower levels
of government.

104.  For most revenue resources, the State institutions depend on Entity governments.
While parliament has the right to determine the amount and sources of financing to meet
administrative costs and external debt-service obligations of the State, the responsibility for
fiscal policy (other than customs duties and trade policy) and revenue administration
automatically devolves to Entity governments.* As a result, revenue sources for the State are
largely limited to consular and administrative fees. The remainder of the State administrative
budget and the external debt service obligations are financed by transfers from the Federation
(about two-thirds) and Republika Srpska (about one-third).

105.  The revenue structure of the State government has several implications. First, the
State has no independent authority to implement revenue policies. Second, the State has only
limited powers to ensure that policies within its purview are fully implemented by Entity
governments, as has been evidenced by substantial delays in full implementation by Entity
governments of the State Customs Tariff Law. Third, any increase in responsibilities for the
State will need to be initiated by Entity governments. In principle, there are to be automatic
transfers from the Entity revenue accounts for both the State administrative budget and to
cover debt-service obligations. In practice, transfers to the State Administrative Budget
during 1999 involved frequent delays, reflecting both lower-than-anticipated revenues for
both Entities, and the effect of delays in forming post-election governments. Cooperation
between external debt management units at the State and Entity levels, however, has resuited
in generally smooth transfers to meet external payment obligations.

C. The Federation of Bosnia and Herzegovina

106.  All responsibilities not explicitly assigned to the Federation government
automatically devolve to the cantons.” Unlike the relationship between the State and Entity
governments, there are clearly defined areas where responsibilities are jointly shared by the

“The assignment of all tax bases to subnational jurisdictions, with a subsequent upward
transfer of revenues to support the national government, limits the capacity for redistribution,
and the ability of the national government to undertake fiscal stabilization. See Norregaard,
John, 1997, “Tax Assignment” in Fiscal Federalism in T heory and Practice, ed. by Teresa
Ter-Minassian (Washington: Intemational Monetary Fund).

>The basic allocation of responsibilities between the Federation and cantonal governments is
set out in the Federation Constitution. These were clarified and refined in the Law on the
Allocation of Public Revenues (1996; 1998), which also lists areas to be financed from the
respective budgets.
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Federation and cantonal governments. According 1o the Federation Constitution, the -
Federation government has the responsibility for, inter alia, financing defense, and
determining Federation-wide economic, health, and welfare policies, and regulating of
commerce and financial institutions. The cantonal and municipal governments are mainly
responsible for financing and providing basic social services, including education, health,
transportation, social welfare, J)Olice, housing, environmental protection, and the use of
natural resources (see Box 7). The allocation of responsibilities between cantonal and
municipal governments is set under local self-management laws. In general, municipalities
bear the sole responsibility for road and land use, and share with the cantons the
responsibility for social welfare services.

107.  Revenue resources available to the Federation government are limited to customs and
excise revenues, revenue from corporate profit taxes (from specific enterprises),’ and own
administrative fees and charges. In 1998, revenues accrued to the Federation budget
accounted for about 38 percent of the total of Federal, cantonal, and municipal revenues. All
other resources belong entirely to the cantons, and are shared with municipalities under local
sclf-management laws (Box 8 and Table 12). There is no provision for revenue-sharing or
formula-based equalization transfers from the Entity to cantons. As a result, cantons rely
entirely on their respective revenue bases.

108.  The variation in the consolidated revenues of cantons and their constituent
municipalities reflect both variations in the average wage and in the share of the population
with employment. In per capita terms, revenue resources for 1998 ranged from KM 1,020 per
year in Sarajevo canton to KM 259 per year in Herceg-Bosna (Table 13).® This is reflected in
a similar variation in per capita outlays for education—ranging from KM 246 per capita in
Sarajevo canton to KM 120 per capita in Herceg Bosna.’ Social welfare expenditures per
capita show a similar pattern of variation,

®In practice, there are many areas of overlapping responsibilities in policymaking between
the Federation and cantons. The Federation enacts certain laws and regulations that issue
unfunded mandates to lower level governments.

"In 1998, the Law on the Allocation of Public Revenues was amended to shift corporate
profit tax revenues from banks and financial institutions, insurance and reinsurance
companies, the electric power industry, Post and Telecommunications (PTT), and gambling
to the Federation government.

8 Amounts do not include social fund contributions as these are not consistently treated across
cantons for 1998,

®Cantonal expenditures per capita do not capture municipal outlays for social assistance,
education, and other public services owing to the lack of functional data for municipalities
for 1998. Also, donor financed expenditures are not included in the revenue totals.
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Box 7. Federation of Bosnis and Herzegovina: Governmental Structure

Federation government

Pregidency

Prime Minister

Cabinet

Constitutional Courts

Supreme Court

Public Defendor and Prosecutors Offices

Miniatr

Finuncs
n irministration
Tax Administrati
Financial Police
Deferme
Internat Affairs
Justice
Energy
Transport and Comprrurications
Social Affairs and Refiigees
Heahb
Education, Scicncs, Culture and Sperts
Labor

Agenzy for Pension and Invalid Insurance

Resources Economic Responsibilities
Custorns duty revenues Defeua
Excise tax raceipts Fiacal policy
Cerporate profit taxes 1/ Revenue coliection and sdministration
Banks and finaneia) enterprises, electricity, post Hegulation of Finencial Institutions
and telecommumications, and insranca, Energy Policy
Fees, charges under Federation regulations BEeonomic Policy
Extemal assistance Regulstion of commerce, including customs,
intemational trade and finance, sacuities
Health and social weltfars policies 2/
Cantons and Municipalitics
Resources 3/ Economic Responsibilities
Sales taxes 3/ Hoalth and socia] welfare palicies 2/
Waoge taes 3/ Environmental policies, Usn of natural resources 2/
Cther corporste profit taxes 3/ Infrastructore for coryvonications and tansportation 2/
Citizen's tax 3/ &/ Police
Capits] transfer taxes Education and cultural policeis
Fees, charges under conton reguiations Houaing policy, local land use

Policy, pravision, regulation of public scrvices
Regulation, pramotion of small busineases
Implementation of social welfare, sducstion

1/ Amendments to the Law on the Allocation of Public Revenus gave corporste profits tax revenuea from buariks,

insurance and rei ¢, eleatncity prode

PTT and telacommunications, and gambling o the Federation

Bovernment. Al other corparaie profit tax revenues belong 1o the cantans and municipalities.
2/ Responsibility for palicy making in the areas of health, environmental policy, use of naturai resources, and education

are shared between the Federation and catitons.

3/ Resource sharing between cantons and municipalitics is determined at the cantonal Jevet. Mosl cantons allocate
some portion of seles taxes, Wings taxes, profits taxas, and citizer's taxes to municipalitiea.
& Ihgcitiam’:taxcwer:mnwageimme,mdixmeulemmel:ﬁmﬂ;edisueﬁonofmﬁ:ipn]iﬁs.




Box 8. Bosnia and Herzegovina: Allocation of Revenues by Federation Cantons to Constituent Municipalities, 1998

Cantan Sales tax Wage fax Profit tax © Citizen Tax

(In percent of cantonal owit revenues)

Tuzla 1/ 15 20 0 95
Zenica-Doboj I/ 20 20 0 100
Central Bosnia 25 27 3 100
Una-Sanska 2/ 25 20 50 100
Gorazde 2/ 13 12 40 25
Sarajevo 3/
Posavina 1/ 20 20 0 0
Wesi Herzegovina 1/ 25 50 0 25
Herzeg-Bosanska 25 40 15 50
Bosanska-Neretva 30 50 0 100
Croat-Neretva 1/ 25 46 0 27

1/ Sales tax revenues on excisable goods are reserved for the cantonal government; only sales tax revenues from services
and non-excisable goods are allocated according to the indicated percentage.
2/ Sales tax revenues from imported excisable goods are reserved for the cantonal government; sales tax revermes from

domestically produced excisable goods and on other goods and services are shared according to the indicated percentages.

3/ The Sarajevo canton allocates 2.8 percent of all revennes collected to municipalities.
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109.  The system of fiscal federalism currently implemented in the Federation contains no
mechanisms for revenue sharing among cantons or for systematic transfers from the
Federation government to offset variations in the revenue base. Moreover, the relatively
limited revenue base for the Federation government has restricted ad hoc transfers to cantons
and municipalities to less than 1 percent of consolidated cantonal and municipal outlays,
There are only two effective sources of inter-cantonal burden sharing: (i) implicit subsidies
provided to neighboring cantons by hospitals and universities located in the relatively
wealthy cantons; and (i) the provision of pension and invalid insurance from social
insurance funds operating on a cross-cantonal basis.'® Other public and social expenditures
are financed solely from cantonal resources. In this context, it is difficult to envisage the
implementation of basic standards for public and social services within the Federation in the
absence of some mechanism to monitor and at least partially offset horizontal imbalances.

D. Republika Srpska

110.  Intergovernmental fiscal relations in the RS are defined by the Constitution of
Republika Srpska {(1994) and the Law on Public Revenues and Public Expenditures (1996).
It is significantly more centralized, compared with the allocation of responsibilities in the
Federation (Box 9). In contrast to the Federation’s relationship with the cantons,
responsibilities not specifically assigned to municipalities generally belong to the RS
government.

111.  The RS government retains all revenues from customs duties, excise taxes, and
corporate profit taxes. Revenues from sales taxes and citizen’s taxes (which includes
personal income taxes) are shared with municipalities according to percentages prescribed in
the respective laws (Box 10). In 1998, revenues available to the RS budget are estimated to
be about 80-85 percent of the total collected by the RS and municipal governments. The
Constitution requires the RS government to transfer additional resources to municipalities, in
the event that the assigned shares are not sufficient. To meet these needs, 10 percent of sales
tax revenues are withheld from the Entity government share for additional assistance to
municipalities.

112. In addition to having the same responsibilities as allocated to the Federation
government, the RS government is assigned explicit responsibility for (i) financing primary
education, (ii) health care for children, students, and the elderly; (iii) basic social security for
those lacking alternative resources; and (iv) providing supplemental resources to
municipalities and health and employment social insurance funds. Other spending for social
security, secondary education, and special assistance for war victims is shared with
municipalities. In addition to the shared responsibilities, municipalities are also charged with

"At present there are two pension funds operating within the Federation, with unified benefit
entitlements under legislation enacted in 1998. Pending legislation covering benefits for
military invalids (financed from the Federation budget) would unify these benefits as well.
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Box 9. Republika Srpska: Structure of Governments

Government of Republika Srpska
Resopurces E i ibiliti
Customs duties Defense
Excise tax receipts International obligations
Profit tax receipts Economic and social policy
* Sales taxes {70 percent) Regulation of financial system

Individual income tax (74 percent) Fiscal policy
Capital gains tax Education 1/ 2/
Capital and real estate income taxes Primary social welfare 1/ 2/
Copy right and patent income taxes Infrastructure financing
Administrative fees and fines Obligations to public enterprises

Funds for municipalities 3/

Financing for health employment funds

Municipalities

Resources Economic Responsibilities
Sales taxes (30 percent) Cuiture, physical education
Citizen tax (24 percent) Social protection 2/
Inheritance and gift taxes Supplementai health insurance
Capital transfer tax Local transportation
Gambling tax Sports
Agriculture, forests Tourism
Administrative fees and fines

Urban pianning

Sources: Constitution of Republika Srpska and the Law on Public Revenues and Public Expenditures.

1/ Under the Constitution, the RS government is responsible for financing primary education, for
providing primary health care for individuals beiow the age of 15 and for the elderly, and for
social security for those unable to work or lacking alternative resources.

2/ General social welfare responsibilities are shared with municipalities, as are responsibilities for
special benefits, including war veterans and secondary education.

3/ The RS government is also responsible for ensuring municipalities have adequate funding,
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Box 10. Bosnia and Herzegovina: Allocation of Tax Revenues between
the Entity and Municipal Governments of the Republika Srpska, 1998

Republika Srpska _ Municipalities

(Percentage of total receipts)

Customs 100 0
Excise 100 0
Sales tax ! 70 ’ 30
Individual income tax 74 26
Profit tax 100 0
Agriculture, forests income 0 100
Other income taxes 100 0
Taxes on capital transfers,

inheritance, gifts, gambling 0 100

Sources: Republika Srpska laws on: Changes and Amendments to the Law on Sales and
Excise Tax (1998); Citizen Tax (1998); Allocation of Public Revenues and Expenditure
(1996); Changes and Amendments to the Law on the Corporate Profits Tax (1998).

'10 percent of sales tax revenues—included in the allocation to the Entity government—are
set aside for grants from the RS government to municipalities.

the tasks of providing local transportation, facilities for culture activities and sports, and
urban planning,

E. Issues and Future Reforms
Financing the State Government

113.  Stable inter-governmental relations will require a reduction in regional disparities and
the avoidance of fiscal policy competition. This section highlights the institutional factors
required for achieving such relations.

114, Financing the State will remain challenging in the years ahead as the debt service
burden increases and the administrative institutions take on their full range of
responsibilities. Regarding the latter, the issuing of new passports provided a windfall gain
used to finance consular operations during 1998-99, but revenue prospects from newly
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enacted administrative fees are highly uncertain.!’ The need to provide adequate resources
for consular operations,'? administrative costs associated with the courts, implementation of
treasury operations (and audit capacity) at the level of the State, and the new State Border
Service, can be expected to put considerable pressure on the administrative budget.® At the
same time, increases in the debt service burden over the medium term associated with
reconstruction will increase the pressure on Entity budgets.

115, Three actions should be given priority. First, the current system of transfers from the
Entities to the State budget need to become fully automatic and impervious to revenue
fluctuations at the Entity level."* Second, the State institutions must produce full information
on the execution of the budget and the finances of related agencies in a timely and
transparent manner. To date, the State government has been unable to provide budget
execution information with the standards met by Entity and cantonal governments. For this
reason, the implementation of the Supreme Audit Institutions mandated under current
assistance from the World Bank should be accelerated. Third, a realistic plan for the
development of State institutions should be provided as part of ongoing consultations with
the Entity governments, Over the medium term, budget planning at the level of the State will
need to be coordinated with lower levels of government to ensure an efficient allocation of
available resources across all levels of government. Finally, the allocation of an own revenue
source for the State institutions should, at a minimum, be delayed until the institutional
capacity necessary for transparency is fully in place. Moreover, even then, such a step should
be taken only after consideration of the cross effects on the resource base available to Entity
and lower levels of government.

Fiscal imbalances between Entity governments and lower level jurisdictions

L16.  There are large differences in average income and in the revenue base for the two
Entities. In 1998, the per capita GDP in the Federation was about KM 2,300, while that in the
RS was only about KM 1,200. While information on local government revenue in the RS is

""These cover transit documents for goods and persons, passports, and other fees.

2potential gains from new administrative fees enacted during 1999 are uncertain. These fees
cover, inter alia, travel documents for goods and persons, passports, and other fees.

“Entity transfers to the State administrative budget have remained relatively stable at

2--3 percent of Entity budgetary revenues during 1998-99, and are projected to remain at that
level for 2000. Transfers to meet the debt service burden are expected to increase from 6 and
13 percent of budgetary expenditures for the Federation and Republika Srpska, respectively,

during 1998 to 14 percent and 12 percent, respectively for 2000,

"“The annual budget execution laws for both Entities contain provisions mandating a
compression of all levels of expenditure—other than transfers to the State—to hold outlays in
line with available resources on a cash basis.
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incomplete, rough estimates indicate that per capita revenue (covering Entity and lower level
governments and social insurance contributions) in the RS is about one-third of that in the
Federation. In the absence of inter-entity revenue redistribution, per capita expenditure
financed by the domestic revenues will be characterized by the same magnitude of inter-
entity disparity. In this regard, inter-Entity coordination in setting basic standards for health
care and education will be important to support an increasingly mobile labor force. Inter-
Entity cooperation in areas where economies of scale are important—particularly for public
goods and services will also be important for the efficiency of both governments.

117, Regional fiscal disparities between lower level jurisdictions within Entities are
substantial, owing to the absence of an equalization mechanism, and inadequate budget
resources for all levels of government. For example, the gap in per capita outlays for
education varies between KM 246 per capita in Sarajevo and KM 84 in the Bosansko-
Podrinjski canton (Gorazde). The differential in resources available across cantons could
even increase over time, particularly as refugees return. While data on RS municipal finances
are not available, it is probable that fiscal inequality among RS municipalities is somewhat
less severe, as most public services are financed directly from the Entity budget, and some
provisions exist for channeling additional revenues to the poorer municipalities.
Nevertheless, to ensure the availability of basic public services to all citizens, it is important
for both Entities to consider a formal and transparent mechanism—e.g., a formula-based
equalization grants system——to reduce horizontal fiscal imbalances over the medium term.

118.  Several other actions should be given priority for the near term. First, within the
Federation there is a clear need for a thorough assessment of resources and outlays across
cantons and municipalities that reflects all donor support and off-budget expenditure items. A
similar effort is needed in Republika Srpska as a basis for assessing inter-regional
distribution issues. Second, the Federation will need to put into place formal mechanisms
involving Federation and local government representatives to evaluate inter-regional
disparities, particularly in the areas of health, education, social welfare, and to establish a
consensus regarding potential solutions. Finally, Entity revenue policies should aim to
facilitate a sustained expansion of inter-Entity trade. Policies that give rise to inter-Entity tax
competition or administrative inefficiencies will only undermine the credibility of both
governments.

Inter-Entity policy harmonization

119.  Inter-Entity coordination in the area of tax policies will be critical for an expansion of
inter-Entity trade. As the harmonization of excise taxes is being completed, other issues need
to be addressed in the very short-term. First, in the Federation, sales taxes on excisable goods
are collected at customs for imported goods, and at first sale for domestically produced
excisable goods. In the RS, however, sales taxes on excisable goods are collected at the retail
level. The difference in collection points has resulted in a situation in which goods traded
between Entities are either subject to double taxation or no taxation at all. Both Entities
should collect sales taxes on excisable goods at the same point of collection. Second, the
regressive rates implemented by the RS in 1998 for personal income and corporate profit
taxes—in an attempt to improve compliance—have not had the desired effect and, at the
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same time, have pushed average income tax rates in Republika Stpska well below Federation
rates. These rates should be brought broadly into line between Entities. Third, the number of
rates and definition of bases for the sales tax differ in the two Entities, and the resulting
divergence in effective tax rates on consumption create incentives for inefficient cross border
purchases. Both the number of rates and the definition of the sales tax basis should be
harmonized between the Entities.

Fiscal reporting system for analyzing intergovernmental relations

120. A comprehensive understanding of the extent of vertical and horizontal imbalances
between and within the two Entities will depend on the full implementation of organic budget
laws for all levels of government. These call for all expenditures by budget beneficiaries to
be brought on budget, financial plans for social insurance funds to be presented with annual
budget proposals, and for comparable consolidated budgets for all levels of government in
the two Entities.'> For the State government, the implementation of treasury functions is
critical for providing meaningful information on budgetary operations and a necessary
precondition for a dedicated revenue source for the State.

¥. Conclusions

121. The evolution of the economy from a post-war environment to a more market-based
system with an expanding private sector has already highlighted a range of issues that require
the development of mechanisms to facilitate coordination and cooperation between the
various components of the system of fiscal federalism implemented in Bosnia and
Herzegovina, While the national and Entity constitutions and related legislation contain
specific allocations of responsibility, they do not exempt the various layers of government
from responsibility to coordinate and avoid inefficient or destructive policy conflicts. The
gains from policy harmonization have already been established: the narrowing of the gap
between excise rates in the two Entities in mid-1998 and the elimination of the general
Federation import surcharge, effectively boosted revenues for both Entities.

122.  Inter-Entity issues have become increasingly important with the resumption of inter-
Entity trade and labor mobility. Existing revenue collection and allocation mechanisms will
need to be reviewed and revised, where necessary, to ensure that both Entities benefit from
increased flows of goods and people. Social insurance programs——particularly for pensions
and health care—will need to be adapted to meet the needs of a more mobile population. To
the extent possible, standards for health care, education, and most public services should be
brought into broad alignment. Overarching all of these is the need to develop sufficient
cooperation and flexibility to meet the needs of a rapidly changing economic environment.
As a case in point, both Entities face high levels of unemployment. Employment policies are

“The State Treasury Law was approved by the Council of Ministers at end-1999, and has
been passed to the State parliament for consideration. Organic budget laws call for the full
range of treasury functions to be transferred to the respective Ministries of Finance.
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likely to be more effective and less costly if implemented on a coordinated basis, that.allows
both Entities to benefit from the attendant economies of scale.



Table 12. Allocation of Federation Revenue, 1998

Federation Cantons Municipalities Total
(In millions of KM)

Customs tariffs 312 312
Import excises 266 266
Domestic excises 58 58
Sales tax - services 644 66 To
High duty goods 186 2 189
Servives 27 43 14
Other goods 187 20 208
Wages taxes 167 35 202
Company profit taxes 10 66 3 79
Property taxes 14 33 47
Other 6 3 9
Total 645 897 139 1,682

Sources: Federation Ministry of Finance; and staff cstimates.
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Table 13. Bosniz and Herzegovina: Indicators of Per Capita Fiscal Capacity Among Federation Cantons, 1998

Una- Potavsks Tuxls Zenkes- Bosansha- Central Herzeg- West Sarnjevo, Herceg-
Samala Daboj Podrinjska Benla Neretva  Hercegorine Boans
Popuistion (end-1998) 290,420 40,738 528,146 385,991 34,566 2337 210,204 21,087 368,369 20,693
Revenue per caplita (KM/fyesr) 400 462 4N 354 345 400 487 643 1,020 259
Of which : Mupicipalities 1/ o1 67 69 n 48 92 Hé 112 28 74
Cantonal expenditure per capita 2/ 3/
Educstion n7 152 131 132 B4 133 162 201 246 120
Social assistance 37 0 66 41 ¢ 12 15 [} 87 4
Genetrnl gevernment 25 ] 25 29 144 10 65 114 54 36
Security ™ 175 K 68 izd 108 142 108 119 li
Average net wage (1998) 59 433 300 262 k117 73 75 2B 396 348
Percent of population employed 1t 10 14 17 12 14 24 1 2 14
Indicaters of social beneflt and welfsre needs 4/ 21 20 b Fal 19 il 23 19 27 0
Share of population ever ag 65 5/ i1 n 10 H| | 10 i3 1 14 13
Share of populatien regisfered as unemployed & 10 16 12 14 g u ] ¥ 13 7

Sources: Federation Ministry of Finance, Federation Statitics Agency Bulleting; and stafT estimates.

1/ Allocation of municipal revenucs is not systematically available for 1998; amounts indicated would generally cover penera! government and local police, s well as
rumicipel responsibilities for roads in pubtic services, and their eontribution to health, cducation, and social service outlays,

2/ Amounts are indicative, dus to inconsistencies in the data through 1998, Amounis do not inchude: finsncial resources allocated through twnicipal budgets.

3 Because health insurance contributions and benefits are outnide the budgcts for some cantons, indicative amounts are not readily svnilsble.

& Theoombincdpmenugeuﬂhosemeqﬂuyedmdﬂmm-gesspsmideuwghimﬁuﬁmofﬂmmluiwdmmdfwmuddbmaﬁu;thisdoesmimludc
individuals seeking social assistance for other reasons, inchldingphysicdMmm&m&ﬂﬁmrqmmmw,mdoﬂmsbdawmemlm

5/ This provides an indication of the share of the populstion dependent either on social insorance pension benefits, or on social welfare benefits,

6/ Unemployment benefits are limited to short-term assistance for the newly employed. As a resull, registered unemployment underestimates the wmemployed,

_LL-
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VIII. SOCIAL INSURANCE AND SOCIAL ASSISTANCE PROGRAMS'
A. Introduction

123.  The social protection programs provided in both Entities fall into three broad
categories: (i) social insurance schemes, including pension and disability insurance, health
insurance, and unemployment insurance; (11) exceptional benefits, such as post-war
provisions for military invalids and families of soldiers killed in the war; and (iii) social
assistance to cover the basic needs of those outside the provisions of other programs. The
overall structure of social protection programs is largely a legacy of the pre-war system
and—Iike the earlier system—depends on continuous high levels of employment for
sustainability.” Within this system, social insurance programs funded from wage
contributions on a pay-as-you-go basis are expected to provide for pension and disability
benefits, health care, and short-term coverage for frictional unemployment. Social assistance
for those outside this net remains severely constrained.

124, The demands placed by a post-conflict economy have overwhelmed these programs.
Soc1al insurance programs are faced with the problem of providing benefits for pensioners
and the disabled who qualified under pre-war provisions. At the same time, the contribution
base is considerably smaller than envisaged as a result of high post-conflict levels of
unemployment, a higher concentration of elderly and disabled—a problem that is expected to
intensify with the return of more ex-refugees—and a considerable gray economy.
Exceptional benefits for military invalids and the families of soldiers killed in the war arc
financed from Entity budgets, with some supplemental resources from lower levels of
government. In general, benefits paid are considerably smaller than legal entitlements. In the
Federation, most other social assistance provisions are left to the cantons and municipalities,
and the more centralized RS government also delegates a share of these responsibilities to
municipal governments.

125. The rest of this chapter provides a description of the basic features of the social
insurance and social assistance programs in Bil, and points out the fundamental weaknesses
of these programs. In general, the chapter points to an over-allocation of resources to military
invalids and civilian war victims, at the expense of the most vulnerable. A reailocation of
resources to ensure adequate social safety net provisions and potentially to offset the impact
of high laevels of unemployment on social insurance programs will be needed in both
Entities,

'Prepared by Dawn Rehm, Jun Ma, and Jenny Ligthart,
*The pre-war economic slowdown had already placed a severe strain on these programs.

3'Gupta, Sanjeev, Christian Schiller, and Henry Ma, 1999, “Privatization, Social Impact, and
Social Safety Nets,” IMF Working Papers WP/99/68.
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B. Social Insurance Funds

126.  Public social insurance funds in the Federation and Republika Srpska cover (i)
pension and disability benefits; (ii) health care; and (iii) unemployment benefits.* Within the
Federation, separate contribution rates for areas previously under the Bosniac- and HVO
military control were unified under new legislation adopted in July 1998. Currently, the
combined contributions for social insurance amount to 45 percent of gross wages, including
24 percent for pension and disability insurance, 18 percent for health insurance, and 3 percent
for unemployment insurance. The total contribution rate is 44 percent in the Republika
Srpska, including 22 percent for pension and disability insurance, 18 percent for health
insurance, 1 percent for unemployment insurance, and 3 percent for the children’s fund

(Box 11). Within the Federation, contributions in the Bosniac- and Croat-majority areas were
unified at lower rates—particularly for employer contributions—in 1998; somewhat lower
rates were also adopted by Republika Srpska in 1998. In both cases, the reduction in rates
was accompanied by intensified efforts to collect amounts owed and to improve compliance,
Despite some improvement in collections, however, the substantial gray market and high
unemployment continue to constrain the contribution base.

Pension and disability insurance funds

127.  In the pre-war period, pension and disability insurance benefits were provided
through a single social fund seated in Sarajevo with eight regional offices. During the war,
separate funds split off to serve Republika Srpska and Herceg-Bosna (Mostar) and, in the
post-war period, the three separate funds took over payment of benefit entitlements to
pensioners now residing in their respective territories, including refugees and displaced
persons. All three pension insurance plans envisaged the implementation of entitlement
schemes similar to those employed under the original system. During the immediate post-
conflict period, however, only the Sarajevo fund had sufficient records to implement an
entitlement system based on historical earnings. As an interim measure, the Mostar-based
fund introduced flat rate pensions until such time as appropriate records regarding work
history and pension contributions could be obtained, and the RS pension fund shifted to
education levels as a proxy for historical wage rates and linked the base to the legal minimum
wage, :

128.  Pensions paid by all three funds have risen from exceedingly low levels available in
the immediate post-conflict period. Within the Federation, average benefits during 1996 of
KM 60 per month were less than half their pre-war levels—although substantially higher
than the KM 4-5 a month paid during mid-1994. By mid-1999, average benefits had risen to
KM 202 per month, equal to about 54 percent of the prevailing average net wage. The
rebound in average benefits also has been substantial in Republika Srpska: in early 1996
benefits averaged KM 14 per month, rising to KM 70 per month during 1998 (Box 12).

“In Republika Srpska, an additional fund provides protection for children.



Box 11. Bosnia and Herzegovina: Social Insurance Contribution Rates
in the Federation and Republika Stpska, 1997 and 1999

1997 1999

Employee Employer Employee Emnployer

(Contributions as a percent of gross salary)

Federation
Pension 1/2/ 17.00 7.00
Bosniac-majority area (PIO) 17.00 17.00
Croat-majority area (MIO) 19.77
Health 2/ 13.00 5.00
Bosniac-majority area 14.00 14.00
Croat-majority area 14.10
Employment 2.00 1.00
Bosniac-majority area 200 260
Croat-majority area i.13
Republika Srpska 3/
Pension and disability 11.00 E1.00 11.00 11.00
Health 10.50 10.50 9.00 9200
Employment 0.75 0.75 0.50 0.50
Pratection for children 1.50 £.50 1.50 1.50

Sonrces: Iaw on Contributions for the Federation and Republika Srpska.

1/ Contribution rates throughout the Federation were unified in Jure 1998, and entitlements for pension and disability benefits
were unified under new legislation adopted in July 1998,

2/ Contribution rates for military personmel and mine workers in the Federation are set at 9 percent of net wages for pension and
invalid insurance, and 3 percent for health insurance.

3/ In 1996, contribution rates in Republika Sipska were reduced from 23 percent and 28 percent for pension and health insurance,
respectively, both of which were evenly split between the employee and employer.

-DB-



Box 12. Bosnia and Herzegovina: Pension and Pisability Benefits Paid during 1996-98

1596 1997 1998
Federstion 1/ Republika Federation 1/ Republika Federation 1/ Republika
PIC Sanajevo Mostar Srpska 2/ PI0-Sanjevo Maosts Stpske P10-Sarjevo Mosiar . Srpaka 2/
Nuraber of beneficiarics 185,190 44,561 156,688 197,385 43,435 157052 218,277 44,092 163,717
Number of contributors 243927 45,620 160,000 259,962 55,043 200,000 283,884 56,002 250,000
13 1.0 1.0 1.3 : 13 L3 13 13 ]
Average pension paid (KM per month} 3 66 78 20 102 100 46 130 132 57
Legally mandsted average pension (KM per menth) 4/ 126 78 49 i3 100 57 264 133 63
Implied accumulation of anears {mitlions of KM) 5/ 134 a 54 2 [ 20 175 0 12
Average net wage (KM pex month) & 154 28D 50 260 264 29 329 3 14
Memorandur items

Statutery lowest pension (end-year} ¥ 40 i3 57 11 105 3o
Stahutory highest pension {end-year) 8/ 420 113 628 92 548 27
Average pension as percent of average wage 43 28 40 39 38 52 A0 42 40

Legally mandated sverage pension ax percent of sverage wauge 82 82 B0

Sources: Statistical Bulleting for the Federation and Republika Srpska and infarmation provided by the Public Fund for Pension and Invalid Insurance-Sarajeve snd the Public Fund for Pension and Invalid Insurance-Republike Stpeka.

1/ Caleulations for the Federation Sarajevo fund are based on the previous version of Law on Pension and Invalid Insurance; cakoulations for the Mostar Fund reflect scparste legislation that provided for

more limiled coverage on * flat rate basis consistent with available resources. Obligations of the Mostar Fund the new Federation Law on Fension and Invalid Insuranec were not applicd 1ntil mid-1999.

¥ Values for Republika Srpska for 1996-98 are converted from Yugoslav diners at the avorage market exchange ratey.

3/ Average pensions paid in the Federation cover only 10 paymients for 1998. Paymenta for Januscy-Tune: 1999 cover smounts owed on entitlements for October -Decernber 1998, and January 1999,
#Iﬁ@hmwwmmfuﬁwSmFmdwmutatSZPMOFMWWﬁmhMM&mMWlemMNWMMMmM1998 Values for the RS are indicative,
s e bascd on the peasion entitlement of someone with a secondary education and 35 years of contributions. Amounts owed for 1996 and covared in 1997 included pr of ials, rent and utilitiey,

5/ This reflects only the sverage gap duting the year between pensions due and pensicns paid, and an eslimated aversge: mimber of beneficiaries.

6/ For PIO-Sarajevo the average is calculsted with & one-month lag, reflecting the link between pension entitlements and average wages for the preceding smonth. However, becase wages were ofien paid at ess frequency
than monthly, the average wage for s particular month is likely to be overstated

7/ Until mid-1998, the lowest statufory pension for the region covered by PIO-Sarajevo was 20 percent of the average wage flom the previous month

8/ Fos the Federation, the maximumn pension was reduced in April 1998 1o 2 times the average mnothly net wage for the preceding December, compared with 3.5 times the average net wage vnder earier Iegislation.

For the RS, the maximum pension is set st approximately 380 percent of the lowest labor price for those with the highest education levels (4.5 times the maximum entitlement of 85 percent of the lowest labor price).

_‘[8—
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Despite these increases, most pensions in both Entities remain generally quite low in terms of
the implied standard of living.

129,  The Federation Law on Pension and Disability Insurance adopted in July 1998
significantly modified entitlements and eligibility criteria, with the aim of bringing future
obligations into line with anticipated resource flows. Provisions for early retirement were
reduced for a transition period, and then eliminated.’ The retirement age increases in steps to
age 65 by 2003 from 60 in 1998, and pension benefits reflect a longer wage history. More
Importantly, pension and disability benefit increases are to be linked to available
resources—a step intended to eliminate automatic indexation to increases in the average
nominal wage. Minimum and average pension levels are now linked to average pension
levels for the previous year, instead of prevailing average wages. The differential between
minimum and maximum benefit entitlements has been narrowed: the maximum pension has
been reduced from 350 percent of the prevailing average wage to 200 percent, while
minimum pensions have increased from 20 percent of the average wage for the previous year
to 60 percent of the average pension for the previous year. Provisions for other forms of
assistance, including additional monetary compensation for those requiring assistance, have
been dropped, and these benefits were eliminated as of January 1999—six months after the
¢nactment of new legislation (Box 12).

130.  Legislation that would merge the two pension funds operating in the territory of the
Federation was submitted to the Federation Parliament in August 1999, A key requirement is
that all outstanding claims (unpaid contributions from enterprises and the military, as well as
unpaid pensions) be cleared prior to the establishment of a new Federation-wide pension
fund. To address the accumulation of arrears, legislation adopted by the Federation in
October 1998 under which unpaid pension obligations accumulated during April 1992 —
June 30, 1998 are to be settled within the privatization process. Vouchers equivalent to KM
734 million are to be issued—KM 577 million for the Sarajevo fund and KM 177 million for
the Mostar fund—based on average salaries and regulations in force at the time.

131.  Even with further revisions to benefit entitlements, the continued high rate of
unemployment and high dependency rate are likely to pose additional problems in achieving
an alignment between commitments and resources. Box 13 and Table 14 provide a summary
of issues relevant for the short-term viability and medium-term sustainability of the
Federation pension funds.

132. Reforms to the Republika Srpska Fund for Pension and Invalid Insurance have
proceeded more slowly, compared with the Federation. As an interim measure, the pension
base was linked to the minimum wage, and education levels are used to approximate the

*The age for early retirement for men (women) was increased from 55 (50) to 60 (55) with 35
(30} years of pension contributions, with a modest reduction in benefit entitlements,
After 2005, this option is no longer available.
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Box 13. Financial Sustainability of the Federation Pension Funds!

The staff has conducted a simple simulation exercise on the medium-term sustatnability of the
consolidated Federation Pension Fund (Table 14). The major findings and conclusions from this study
are summarized below,

. The Pension Fund is not—and will not be for the next 4 years—self-financing, reflecting the
post-war demographic structure characterized by very high proportions of young and old
population relative to the working-age population. In addition, the expected return of a large
number of old-age refugees is putting further pressure on the expenditures of the Pension
Fund in the next few years. Continued real sector growth, increased labor force participation,
reduced unemployment rates, however, will help reduce the size of the deficit.

. From 2004 to 2018, the net balance of the Pension Fund is projected to turn into a sutplus (on
average 2 percent of GDP), owing to a further reduction in the unemployment rate, an
increase in the ratio of working-age population to non-working-age population (i.e., the old-
age dependency ratio), and an improvement in contribution compliance. This will permit a
reduction in the pension contribution rate from the current 24 percent to 22 percent in 2008,
and a gradual further reduction to about 16 percent in 2016,

. Aside from the assumptions regarding demographic changes and continued economic growth,
several key structural reforms are necessary to achieve the Pension Fund’s medium-term
financial sustainability. These include, inter alia, an increase in retirement age from the
current levels to 63 in 2002, a tightening of the eligibility criteria for disability and death
benefits during the next 34 years, an introduction of nationaliy defined individual accounts,
and reform of the pension contribution collection mechanism to ensure better compliance.

. The projection results are very sensitive to key assumptions and should be used with extreme
caution. In particular, if the number of returned refugees over the next two years is larger-
than-expected, unemployment falls by less-than-expected, and the above mentioned structural
reforms are not fully implemented, the Pension Fund’s financial position will not be
sustamable during the entire projection period. For example, an average unemployment rate
of about 40 percent during the next 10 years will give rise to an average deficit of 2 percent
during 2004-2018 and of 4 percent during the whole period.

. Over the period 2013-18, when the Pension Fund’s financial position becomes sufficiently
- strong to absorb the transition costs, a switch from the current pay-as-you-go system to a
partially funded system should be considered.

'The simulation exercise consolidates the two pension funds operating in the Federation in
anticipation of their pending unification
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distribution of benefit entitlements. Owing to the absence of records on employment history,
the level of benefits is jointly determined by an individual’s education leve] and retirement
age, with entitlements ranging between 45 percent and 380 percent of the minimum wage.’
Changes similar to those implemented in the Federation to increase retirement age, reduce
the gap between minimum and maximum pensions, and lengthen the contribution period,
have not yet been introduced (Box 14).

133. While the pension funds operating in the Federation are independent of the Entity
budget, the Public Expenditure Law for Republika Srpska requires the Entity government to
cover any shortfall between benefits provided by the extrabudgetary funds and the level of
entitlements. At the same time, government is prohibited from taking on obligations that
cannot be met, and the government liability to the pension fund—and on the part of the
pension fund for payments lower than entitlements—is limited by commitments of the RS
government in the annual budget execution laws, During 1997 and 1998, the RS government
contributed an estimated KM 39 million and KM 32 million, respectively. The growth in
benefits in the RS during the period 1997-99 has been held down by the link between
entitlements and minimum wages. At its inception, this was viewed as a temporary measure,
and proposals have been put forward to restore the link to average wage rates, owing in part
to the fact that average wages have increased considerably more rapidly than minimum
wages.

Health Insurance

134, In the Federation, implementation of basic or obligatory health insurance is delegated
to the cantonal governments, without direct financial support from the Federation
government. Benefits are financed from wage and salary contributions automatically
withheld by the payments bureaus, supplementary resources from cantonal and municipal
budgets, and co-payments from beneficiaries. Benefit entitlements under the Law on Health
Insurance include health care, compensation for lost wages and traveling costs related to
securing health care; in some cases, the law provides for financial assistance for newborns
and death benefits. Guaranteed benefits without co-payment are limited to children under the
age of 15 and elderly over the age of 65. The role of the Federation Ministry for Health is
presently largely limited to that of establishing norms and standards for obligatory health
insurance,

135. Until recently, health care in Republika Srpska was relatively decentralized, with
most insurance contributions and fee-based revenues automatically allocated to eight local

*Benefit entitlements range between 130 percent and 450 percent of the pension base,
depending on the level of education. The pension base ranges between 45 and 85 percent of
the prevailing minimum wage, depending on years of contributions. The pension base is the
minimum wage prevailing in the month benefits begin, adjusted for increases in the average
wage.
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Box 14. Pension and Disability Benefits in the Federation and Republiks Srpska, 1999
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. Years of aoniributions.
Meximum entitlement Capped at 200 p of wyerage Federation wags 380 percent of minimum wage
Minizovm entithernent Floor equal to 60 percent of avetage ponsion ﬂonrof-lswmtal‘midmnw
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branches of the health insurance fund, which in turn were responsible for financing all {evels
of health care. Substantial differences in the level of care and the need for a single accounting
system resulted in a greater centralization of the health insurance fund in 1998, with most
resources flowing directly to the central fund for reallocation to the respective branches.
Basic benefits include health care, and salary compensation for temporary disability, at a rate
equivalent to at least 70 percent of net salary, and not more than 90 percent of net salary.’

136.  Republika Srpska adopted new legislation in mid-1999 that provides the basis for
health care. The Law on Health Protection establishes basic standards for the health care
sector. The Law on Health Insurance is intended to establish the basics for universal
insurance for basic health care, as well as the schedule of fees and charges for beneficiary co-
payments. The Health Insurance Fund is permitted to provide extended health insurance and
outlines arrangements for individuals with private insurance. Under the new laws, basic
(obligatory) health care is to be financed by the Health Insurance Fund from automatic
contributions from wages, allocations from the budget of Republika Srpska, and co-
payments. Health care costs incurred by refugees, military invalids and surviving families,
and demobilized soldiers are to be financed from the budget of Republika Srpska.

137.  The health funds in both Entities face significant financing problems, and have
incurred arrears to various health institutions. First, as in the case of pension funds, the
contribution base is limited by high unemployment, a substantial gray economy, and a
tendency to underreport the actual wage rate paid to workers. At the same time, war and the
demographic shifis have increased the number of invalids, elderly, and indigent. Second,
required contributions from local governments (cantons or municipalities) and transfers from
the Entity budget were not always made on time or in full, placing additional strains on the
health insurance funds.

Unemployment Insurance

138.  Unemployment insurance funds in the Federation and the RS provide some basic
unemployment benefits, financed from salary-based contributions. Contribution rates are the
smallest of all the contribution-based funds, and are patterned after their counterparts in the
former Socialist Republic of Yugoslavia. Benefits include financial support for relatively
limited periods of time (typically less than six months), and health and pension insurance

"Wage compensation for temporary disability is to be provided by the employer for
disabilities of up to 120 days; longer periods of temporary disability are to be financed from
the Health Insurance Fund.

*For example, the Health Insurance Fund in the RS reported arrears of KM 5 million at
end-1998,



Box 15. Federation of Bosnia and Herzegovina: Unemployment Benefits, 1998

Registered . Beneficiaries
Canton
Unemployment

Employment 1/ Unemployment 2/ Health welfare compensation

(As percent of working age population) {As percent of registered uncraployment)
Una-Sanski 99.0 94.0 0.0 1.9
Posavina 89.3 79.4 0.0 50
Tuzfa 1417 1247 0.0 1.7
Zenica-Doboj 160.3 126.4 0.0 14
Bosanska-Podtinska 108.5 43 0.0 12
Central Bosnia 130.7 101.2 0.0 1.2
Mostar 179.6 126 0.0 L5
Woest Herzegovina 110.1 71.4 0.0 0.7
Sarajevo 147.6 88.2 0.0 1.6
Herceg-Bosnia 1092 582 0.0 0.9
Sources: Statistical Bulletins issued by the Institute for Employment (Sarajevo), the Federation Statistics Agency; and staff estimates,

1/ Employment covers only registered employment: no adjustment is made to capture gray market activity.
2/ Data on the mumber of unemployed reflect only those individuals registered with the Employment Institute.
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contributions (Federation), determined by the individual’s previous employment histoi'y9
(Boxes 15-16).

Box 16. Republika Srpska: Unemployment Benefits, 1997-99

1997 1998 1999
Registered unemployment 142,524 142,152 146,247
Beneficiaries of unemployment benefits > 3,274 7,422 4,100
(percent of unemployed) 23 5.2 2.8
Average benefit (KM per month) ¥ 458 20.2 36.6

Sources: Data provided by the Republika Srpska Employment Institute and the Republika
Srpska Statistics Agency.

1/ Data for 1999 cover only January-June 1999,

2/ Inciudes only those individuals registered with the Employment Institute and does not
reflect total unemployment.

3/ No disaggregation regarding the type of benefit provided was included.

4/ Value of nonadministrative expenditures divided by total number of recipients.

139.  The number of registered unemployed is quite small, compared with actual levels of
unemployment in both Entities. This reflects, in part, the fact that registered unemployment is
largely confined to individuals registered with the employment institute for the purpose of
recetving benefits or for assistance in seeking employment. The benefits are available for
only limited periods, and once the period of monetary benefits has been exhausted, the
motivation for registering with the employment institutes declines sharply. Registered
unemployment and employment combined account for 20-35 percent of the working age

’For the Federation, unemployment benefits for periods greater than six months are available
only to those who have been continuously employed for five years or more.
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population in most cantons: only for Sarajevo do the two combined amount to 50 perc_ent of
the working age population.

140.  The number of benefit recipients of the unemployment insurance funds amount to a
scant 2-5 percent of registered unemployment. The limited benefit entitlements have,
however, contributed to the absence of arrears for these funds.

C. Benefits for Military Invalids and Families of Soldiers Killed in the War

141.  The Federation and Republika Srpska governments are responsible for financing
social benefits for military invalids and surviving families of those killed in the war, The
number of beneficiaries is considerable for both Entities. There are an estimated 46,000
disabled war veterans in the Federation, and an additional 38,000 in Republika Srpska.
Benefits for the families of soldiers killed in the war account for an additional 90,000
beneficiaries in the Federation and 50,000 in Republika Srpska (Box 17).

142, During 1997-98, outlays for military invalids in the Federation have accounted for
10-12 percent of consolidated Federation revenues (including cantons and municipalities).
Most of the burden is met from the Federation budget, with some supplemental support from
local governments. Taken as a share of the Federation budget, outlays for military invalids
increased from 28 percent of own revenues in 1997 1o a projected 32 percent for 1999,
exerting a disproportionately large impact on Federation fiscal priorities.'®

143, During 1998, average benefits for military invalids and surviving families in the
Federation amounted to KM 167 per month, about 83 percent of average pensions paid
during 1998."" Had existing entitlements been met, the bill to the Federation budget would
have been on the order of KM 800 million, in contrast to the total budget allocation of
KM209 million. The Draft Law on the Rights of Soldiers and Their Families placed before
the Federation parliament in July 1998 was intended to constrain entitlements to amounts that
can be afforded within the budget. The draft law has been under discussion for a considerable
period and, despite some significant revisions to entitlements and obli gations that were made,
the new legislation would imply costs that would continue to exceed available resources
(Box 18).

"*The continued existence of parallel institutions in the Federation is reflected in benefits for
military invalids as well. Amounts included in the budget are divided on a 70-30 basis
between the Bosniac- and Croat-majority areas. Extrabudgetary support to the Federation
from Croatia—estimated at KM 164 million for 1999—is allocated by the Ministry of
Defense between army units previously associated with the Republic of Herceg-Bosna
(HVO), and the associated military invalids and surviving families.

"Only 10 monthly pension payments were made in 1998.



Box 17. Federation and Republika Srpska: Pension and Benefits Payments, 1998

Federation Republika Srpska
Aid to military invalids and sueviving Tamilics
Number of beneficiaries
Military invalids 46,000 37,592
Families 90,000 49,236
Civilian war victims 3,385
Total benefits 1998 257 40
Average benefit -military invalid and families (KM per manth) 157 36
Pension and invalid Insurance
Number of beneficiaries 195,552 159,491
Average pension (KM per month) 130 57
Average not wapge (KM per mornith) 329 139
Population 2,444,665 1,475,288
{Percent of respective population)
Pensioners 3 i
Military invalids 6 6
Employed 15 17

Sources. Stafistical Bulletins published by the Federation and Republika Srpska Statistical Institutes and the
Employment Service of BiH-Sarajevo; data provided by the Public Fund for Pension and Invalid Insurance-Sarajavo
Agency for Pension Insurance-Republika Stpaka; Professor Mikerevice, Centralized Data Colection and Efficiency

of Pension and Health Insurance in Republika Srpska, 1999,
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Boa 18. Federation of Bosnla and Herzegovina: Benefits for Military Invalids, Surviving Families and
Demobilized Soldiers Under the Draft Law on the Rights of Soldiers and their Famflies

Entilement

Financial responsibility Beneficiary
Federgtion govemment
* Disability benefita Mifitary invalids 20-160 percont of average Fedaration wage
Surviving family members One beneficiary-45 percont of average Federation wige
increascd by: 30 percent per cosbeneficiary
B0 percent per child
100 percent per disabled chdd
* Dizsbility penaicn Military invalids Aversge wige for military personnel of comparable rank
Surviving famdies Fuur or more people 100 percent
Three people 50 percent
One-two people 70 percemy
* Severo disability supplement 1/ 100-160 percent of average Federation wage
* Orthopedic supplement 1144 percont of sverage Federation wage
* Dealth alowance Jingle payment of 3 tirnes the average Federation wage
* Customns, 12y exemplion Military invalids Customs and 1ax, ¢xernplicns on imports of cars
Sutviving families and equiprent; or squivaicet compensation.
Centonal govemyments
* Rehabilitation support Military invalids 50 perceat of average Federation salary
* Howing Severely disabled; orphans Within 1 year
Other disabled and
surviving famdlics Within 2-5 years
Demobilized soldiers Within 7 yeary
* Education Military rnvalids Pricrity for scholarships; free sextboods
Srviving famil m—
Emplovment Fund
Unemployment benefits Demabilized soldiera 30 percent of average Federation wage untl
affer of a suitabls job received.
calth insu Military invalids |
Surviving famities Full health care benebta free of charge
Demobilized sokdiers
Enterprises Military invalica Muat hirc onc military invalid per 10 employeea

Source: Federation Draft Law an Rights of Seldicrs and their Families, 1998

I/’ Availabie for eeverly disabled military invalids requiring care and assistance.
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144, The draft Law on the Rights of Soldiers and their Families in the Federation, which is
before parliament, maintains disability and pension entitlements that are considerably more
generous than those available from the Pension and Invalid Insurance Funds, and
entitlements are independent of any means testing. Disability payments are indexed to the
average Federation wage—without reference to past earnings—while disability pensions are
linked to the average wage for military personnel of comparable rank.'? Benefits for families
and children of soldiers killed in the war are also higher than provisions under the Law on
Pension and Invalid Insurance. For those eligible for benefits under the Law on Pension and
Invalid Insurance, the Federation government liability is at least equal to the supplementary
payments to bring total benefits into line with the higher entitlement levels for military
invalids. Additional benefits—including allocations to cover the cost of caregivers for the
severely disabled, which were eliminated from the Law on Pension and Invalid Insurance—
are retained for military invalids,

145, For Republika Srpska, outlays for military invalids accounted for about 11 percent of
total revenue in 1998. This notwithstanding, average benefits have remained small, averaging
KM 36 per month during 1998, well below average pensions of KM 56 per month. The lower
level of benefits reflects two features of entitlements contained in the Law on the Rights of
Soldiers, Military Invalids, and Families of Soldiers (1996). First, existing entitlements—as
with benefits under social insurance for pensioners and invalids—have been linked to the
lowest labor price, not to average wages or prevailing military wages. Second, the law
contains provisions that allow the RS government to determine which entitlements are to be
given priority in the event that resources fall short of entitlements.

146.  As with the Federation, overall entitlements are considerably more generous than
other social safety net provisions. The law provides for allowances to boost soldiers’ income
(after demobilization), effectively providing a guaranteed wage rate; permanent monthly
allowances for unemployed soldiers, as well as pension entitlements and supplements, and
allowances for care and aid; and benefits for the families of military invalids and soldiers
killed in the war (Box 19). The lower average level of benefits paid reflect not only the link
to a lower minimum wage, but also the fact that soldiers® allowances and provisions for
permanent support were suspended owing to the lack of resources.

12Depending on the degree of impairment, disability benefits range from 20-160 percent of
the average wage from the previous December. The gap between disability pensions granted
under the Law on the Rights of Seldiers and their Families and entitlements provided under
the Law on Pension and Invalid Insurance is likely to be considerably wider. Gross military
wages are estimated to be at least double average wages in the Federation. Moreover,
contributions for health and pension insurance account for only 11 percent of net salary,
compared with 24 percent of gross wages for other individuals. Moreover, disability pensions
under the Law on Pension and Invalid Insurance are linked to average pension levels from
the previous year.



Box 19. Republika Srpska: Benefits for Military Invalids, Surviving Families and De-Mobilized Soldiers
Under the Drafi Law on the Rights of Soldiers, Military Invalids, and Families of Killed Soldiers

Benefit Beneficiary Entitlernent
A. Bencfit base 274 percent of the minimum wape | proposal to rebasc o 274 percent of average ned wage,
B. Soldicrs’ rights Scldiers serving af teast 36 months after May 1992 Benefit base: 274 percent of average net wage.

* Soldicr's alowance 1/
AN soldicrs serving August 1990

* Pension supplement
* Per morthly im I Unemplayed soldiers without pension/invalid
inrurance benefits; madal holdars .
* Incomi tax benefits Soldiers
* Agricultural tax Soldicrn
* Cusioms exemption . Soldiers
* Ordinary pension benefits Soldies
* Health care Soldicrs and their families
* Trave Solders
* Employment priosity Soldiers
* Housing priority Soldiers; surviving family members
C. Military invalids and surviving familics
Mendhly pension * Military personnel, civilan defense workers with war-
related physical damage/disability of at east 20 percent,
Monthly pension * Chikken, spuuse, parents or grandparents

supportcd by doceased soldier, or soMier receiving
militay irvalid bencfi: Widow (>45), widower (>30)
Childrene <15 ; <27 for sludents

Care, astistance alowance Severcly dizabled miltary fevalids

Orthopedic allowance Severely disabled mifitary invalida

Transportation subsidics Military imvalids; murviving fandlies

Duty-free ato imposts Severely disabled/surviving family members

Tncome tax bencfits Familios of soldiore kiffcd in the war; mi%itary invalids
Cuatons excmplion Familics of scldiers kifled in the war; militayy invalidy
Rehabilitation Faulics of soldiers killed in the war; military invalids
Death benchits Fanlizs of soldiexs kilted i the war; military invalids

Source: RS Draft Law on the Rights of Soldicrs, Military Invalids and Familics of Killed Soldiers,

1/ Benefitc included in existing legislation, but not designated as » priority for payment,

100-130 percat of the gap between camings or income from other benefits benefits and the benefit hase,

Equal fo gap berween pension benefits and averape salacy sharing last 12 mornihs in army
Topping off 1o tensure pension benefits aqual 350 percent of average net wage,
Lkﬂedlpﬁpqcmtugmnﬂwxyf«bmzﬁdniuwﬂhlmlhmliyemuﬁmie«,

Permatient income equal to at least 70 parcent of minfmtun wage
Permanent income of 350 percent of average nci wage.

Al Icast 30-100 porcent for ome year

29-50 percont without ime limit.

30-50 percent

Al years of service, each year of contributions counts double,

Benclits equal to those paying contributions for health insurance
Reduced cosl tickets

Al government autheritics; public onganizations, institutions and catcrpriscs
Unspeuffed.

6% ~100% of the basc (274 pervent of average net wape)

55 percerd of minimum wage afier the death of millitary invatid
100 percent of niiniman wage for survivors of soldier killed in the war
Increased by 50 percent for cach additional beneficiary.

126-235 percent of the sverage wape

20-80 percent of average wage

Monthly subsidy for public transportafion

100 percent concession/ 50 percent concession

40 - 104 percent reduction
mlmmmnpﬁmmchpmuuimpmmuhbﬁskwmhhup.mwdmty
Tenns from pension and invabid inxerance

300 percent of the benefit base (equal to 820 porcent of average net wage).

"'E6_'



-94 .-

147.  Despite the compression of actual benefits, new legislation adopted in October 1999
would substantially increase entitlements from existing levels. First, the base for most
benefits would shift from the minimum wage to the average wage—which would at least
triple most benefit entitlements. This change was prompted by the more rapid increase in
average wages, and political issues associated with the linkage of military benefits to the
lowest labor price. The new law—like the previous version—contains provisions allowing
the RS Minister of Finance to determine which entitlements will be met under circumstances
when resources are inadequate to meet entitlements. Unfortunately, the new legislation is
likely to contribute to a far wider gap between entitlements and benefits actually provided—
the reverse of what is needed for credibility and transparency.

148.  Neither Entity has been able to provide the full range of legally mandated benefits,
and new legislation in both cases provides for entitlements that would exacerbate existing
strains on the Entity budgets. It will be important that benefits become appropriately targeted,
with a greater emphasis on temporary, rather than permanent, support. The combination of
complete indexation—and links to the average prevailing military wage in the case of the
Federation—should also be reconsidered, as the gap in benefit levels compared with those
available to other groups will become an increasing source of pressure on all levels of
government.

D. Social Assistance Programs

149.  In the Federation, all responsibilities for assisting the most vulnerable—other than for
military invalids and surviving families—devolve to the cantons, with some guidance from
Federation regulations. In July 1999, the Federation adopted the Law on the Basics of Social
Care, Protection of Civilian War Victims, and Protection of Families with Children, In
general, the law covers basic social safety net responsibilities, which remain assigned to
cantons and lower levels of government. The law adds one new element, however, which is a
direct link between benefits for civilian war victims and entitlements provided to military
victims and their families—with financial responsibility assigned to the cantons and
municipalities. With regard to social safety net provisions, the level of entitlements is left to
the determination of cantons and municipalities. There are, however, no provisions for
resource sharing to offset differences in cantonal revenue bases or to ensure broadly
equitable benefits across cantons (Box 20).

150.  The Federation’s social care provisions are broadly targeted toward (i) children
without adequate parental care; (ii) elderly without access to family support; (i} people with
special disabilities (vision, hearing, mental); (iv) those incapable of work or without
alternative resources; and (v) persons in special circumstances, including forced migration.
Under the law, these individuals are entitied to cash and material assistance; housing in a
social institution or with another family; and social services and/or home care, The level of
material or cash support consistent with subsistence living is left to the determination of the



Box 20. Bosnia snd Herzegovina: Indicators of Per Capita Fiscal Capadity Among Federation Cantons, 1998

Una- Posavska Tuala

Zenica- Bosanska- - Centrel Herzep- West Sarsjevo Hervep-
Sanska Doboj Podrinjska Bosnia Newretna  Hercegovina Bosoa
Popalation {end-1998) 290,420 . 40,738 528,146 335,993 34,566 23373 2 10,40‘ 81,087 368,369 80,693
Revenue per capita (KM/year) 3l 395 316 293 298 308 37 53 992 172
Expenditure per capila C66 1/
Education 17 152 31 132 B4 133 162 201 246 120
Social assistance 37 0 66 4 0 12 15 0 87 4
General goverzament 25 122 25 29 144 10 65 114 54 6
Security % 175 74 68 128 108 142 108 19 109
Pension beneficiariea (percent population) 2/ 3/ 6 10 12 11 6 5 18
Employed per pensioner 1.9 1.3 LS 10 1.1
Old-nge pensioners (percent of population) 2 4 5 4 2 2 7
Porcent of population aver the age of 65 | n 10 1 n 10 13 1 14 13
Porcent population employed 1 10 14 17 12 14 24 Ly 21 14
Percent rogistered as unemployed 10 10 12 14 g H 10 8 13 7

Source: Federation Ministry of Finance, Federation Statistical Agency, and Federation Employment Fimd,

1/ Becruse health insrance contributions and benefits ere outside the budget of most cantons, indicative expenditune data for each canton are not readily available.

2 Data apply onfy tn beneficisries covered by the Sarajevo-based Agency for Pension and Invalid Iknvurance (PIO), and therefore covers cnly a subset of Central Bosnia and Herceg-Nevrotna,

The remainder of the Federation is covered by the Mostar-based Agency for Pension and Invalid Inmrance (MIO).
3/ The numbey of pensioners includes old age pavioncrs, bencficiarics from disability inswrance and pensione, and bencficisries of Family pensions,

_gﬁ_
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individual cantons; cantons are also free to determine which resources are taken into account
in establishing eligibility for assistance or compensation."® In general, costs for
accommodation in a social institution or with another family are to be borne by the individual
or their family according to rates determined by the social institution or the canton: for those
granted permanent social support, the cost is borne by the canton or municipality.

151.  The law also elaborates the benefits to be provided by cantons and municipal
governments to those designated as civilian war invalids. In broad terms, this extends the
benefits available to military war invalids and surviving families to civilians (and their
families) with moderate to severe disabilities incurred as a result of the war, * Cantons are
required to provide benefits equal to 70 percent of entitlements of military invalids for

(1) personal disability coverage; (ii) care and assistance; and (iii) orthopedic supplements.
Family benefits are set as a percentage of benefits granted to the completely disabled.’’
Unlike provisions for social care and for families with children, no means testing is applied
for benefits to civilian war victims.

152, In addition, the law outlines social support for the protection of families with
children, when family income falls below the cantons’ definitions of subsistence. Specific
benefit entitlements include children’s allowance, salary compensation while on maternity
leave; pre- and post-natal care; meals for children in preschool and elementary school; tuition
and scholarships for children. The conditions, methods, procedures, and financial support for
these benefits are left to the determination of the cantons, as are any additional welfare
benefits and the definitions of subsistence living.

153, As can be seen from Box 20, cantonal outlays for social assistance vary widely, as
does the per capita revenue capacity. For the poorer cantons, the new mandatory levels of
assistance for civilian war victims are linked to average wage rates in the Federation—
affording little flexibility to areas with lower wages and standards of living. For other
benefits, the determination of standards is left to the cantons, leaving no mechanism for
ensuring that benefits are broadly equitable.

“The law does prescribe, however, that the following sources of income are nof to be taken
into account: disability pay, monetary compensation received in return for care of another
person; stipends for children; and scholarships,

“The law covers civilian war victims with a disability of 60 percent or more; the law extends
coverage, however, to those who qualified for support prior to the enactment of this law.

PThese percentages are as follows: 25 percent for one family member, increased by
50 percent for each additional family member; and 80 percent for children of civilian war
victims without parents.
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154, Inthe RS, the Law on Social Protection provides for social assistance to those who
are unable to work and lack aiternative means of support from family members; and those
who, because of special circumstances, fall below minimum subsistence.' Social protection
provisions are similar to those applied by the Federation: (1) children without adequate
parental care; (ii) adults unable to work and the elderly, without family support; (i) invalids
and the mentally disabled; and (iv) persons requiring assistance owing to special
circumstances. As in the Federation, these individuals are entitled to material provisions,
allowances for care and aid, accommodation in a social protection institution or with another
family, and social work services. Here, however, the law defines subsistence living for all
municipalities, based on prevailing average wages; subsistence benefits may be provided
either in the form of financial support or as material support. Benefits for those capable of
working are reduced by 20 percent, and limited to a maximum duration of six months.
Allowances for aid and care are limited to 25 percent of subsistence allowances. Families of
beneficiaries accommodated in social institutions or with other families are obliged to
contribute to their support, with the extent of support determined by the center for social
work.

155. Financial and material resources for material assistance, allowances for aid and care,
accommodation, and social work services are the responsibility of lower levels of
government; the RS budget is responsible for building, maintaining, and furnishing social
protection institutions (including children’s homes, homes for the elderly), and resources to
train the physically and mentally handicapped for employment.

E. Conclusions and Recommendations

156.  The reform of social benefits will need to proceed on two tracks—one aimed at
implementing urgently needed short-term reforms, and a second aimed at formulating and
progressively implementing longer-term reforms consistent with a credible sustainable fiscal
system and an equitable structure of benefits. Virtually all social benefit programs operating
in BiH exhibit a marked gap between commitments and available resources. The structure of
benefit entitlements, and the abnormally narrow resource base of a post-conflict economy,
both account for this gap. In the absence of explicit adjustment rules, these programs rely on
arange of ad hoc rationing mechanisms (delayed payments, in particular) to close the gap. In

'In Republika Srpska, maternity benefits and children’s allowances are covered bya
separate social insurance fund supported by wage and salary contributions. The program
covers salary compensation during maternity leave, maternity allowances for unemployed
mothers, and a child allowance. The average number of beneficiaries in Republika Srpska
declined from 104,000 in 1997 to about 88,715 during 1998 following amendments to the
Law on Child Welfare aimed at improving the quality of benefits for those most in need.
During the first six months of 1999, there were an estimated 70,000 beneficiaries. Average
benefits per year are estimated to be KM 80100 in each of the three years. By June 1999,
the Fund was current in all benefit entitlements through April 1999.
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the near term, measures that provide a transparent and equitable means of bridging these gaps
are needed. For the medium term, a realistic, sustainable system of social benefits will need
to be based on clearly articulated priorities consistent with a changing resource base.

157.  Social insurance programs are likely to continue to be the main providers of health
care and old-age and disability benefits, and it will be essential to ensure that benefit
entitlements are consistent with the long run sustainability of these programs. Entitlement
changes needed for medium-term viability, however, are unlikely to resolve all of the short-
term problems arising from an unusually narrow contribution base. In the short-run, it will be
important to implement transparent mechanisms capable of delivering an equitable allocation
of benefits. With regard to pension and invalid insurance, simple solutions applicable for the
short term could include (i) adoption of a simple rule that reduce higher entitlement levels as
needed to guarantee timely payments on a monthly basis to all beneficiaries; and (ii) the
cancellation of extraordinary benefits mandated by separate government legislation—unless
they can be met from budgetary resources. These steps would enhance the credibility of the
programs—which is essential to improve compliance. Over the longer term, contribution
levels and benefit entitlements will need to be Jointly determined to ensure sustainability
under most economic conditions.

158. It will be important to establish clear priorities: disparate activities such as pension
payments and health service provisions—which rely on wage-based contributions—are
linked both by their direct effect on citizen's welfare and by their claim on the same limited
pool of resources. In addition, disparities in regional resource bases will need to be taken into
account. The marked disparities in cantonal revenue bases underscore the importance of
establishing the broadest possible base for financing social insurance programs. The
unification of the two Federation pension and invalid insurance funds within the Federation
is overdue, and necessary for an efficient use of resources. For the same reasons, a purely
cantonal organization for all health care protection and insurance is unlikely to support a
sustainable, efficient health care system in either the short or medium term.

159.  The need to close the gap between commitments and actual benefits paid to military
invalids and surviving family members—which are financed directly from Entity budgets—-is
important for the credibility of both governments. Neither Entity has been able to cover
entitlements, and the higher benefit standards contained in legislation recently adopted by the
RS and under consideration by the Federation parliament will only further undermine
government credibility and exacerbate the already marked imbalance, compared with
benefits offered to other socially vulnerable groups.

160.  In the short-term, these benefits commitments to military invalids and surviving
family members need to be contained to levels consistent with timely, predictable payments
to beneficiaries and the allocation of resources to other social needs. Short term measures
would include: (i) aligning the level of disability benefits for military invalids and surviving
family members with those provided for civilian work-related injuries or disabilities; (ii)
replacing the link between disability pensions for military invalids and surviving family
members to the prevailing military wage, and with a link to average pension benefits, even if
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adjusted by a scale factor. Links to prevailing military wages—which are well above ziverage
wages—create a fiscal burden that cannot be afforded, and add an unneeded source of
uncertainty to budget planning,

161.  Over the medium term, it will be important to establish two types of benefit
entitlements for de-mobilized soldiers, military invalids, and surviving family members.
Beneficiaries capable of working would be best served by retraining and rehabilitation
programs: these same programs would also serve the needs of those experiencing long-term
unemployment, Permanent support should be targeted more narrowly to those incapable of
returning to work.

162.  Social safety net provisions for the most vulnerable—those outside the social
insurance net or eltigible for only insufficient benefits—have received scant attention. For the
near term, it will be essential for Entity and local governments to agree on basic common
standards and define some mechanism to offset severe regional variations inconsistent with
the implementation of common basic standards for socia] benefits and public services. For
both Entities, it will be important to consider a reallocation of benefits—including from
military invalids and surviving families—to provide subsistence services to the most
vulnerable. A further issue to be faced by both Entities is the absence of social safety net
provisions for the long-term unemployed. The existing employment insurance schemes—
which mainly provide short-term assistance to the newly unemployed—could be usefully
redirected toward this group, and toward the development of viable training and
rehabilitation programs.



Table 14. Medium-Term Sustainability of the Federation Pension Funds, 19992033

1993 200 200t 2002 2003 2004 2005 2006 2007 2008 2013 2018 2023 2023 2033
Pansian Fund
Total amoual coninibutions (in miflicns of KM} 1/ 4209 521.2 6461 765 4 9G3.1 1.0753 1,163 L360.5 L5875 16660 26710 34562 4123 66150 92135
Tots] expenditure (in millions of KM) 646.0 728 760.5 8407 9339 11,0217 11319 L2293 13790 15034 23452 34495 50305 74751 1,014
Total benefit crlitlements 603.7 666.2 7108 7857 8728 9549 10579 11606 17883 14144 21918 32NE 47014 69862 10,3490
Administrative cosis 423 46.6 498 55.0 61.1 668 74.1 81.7 90.2 93.0 1534 2257 329.1 4%9.0 1244
Balance <2250 916 1144 753 -30.7 516 3 N2 208.% 1526 3258 68 3082 3602  .18599
In peronnt of GDP 39 23 1.7 -1.} -0.4 07 0.4 1.3 23 1.6 28 01 2.0 A48 020
Demographics
Population (in thousands)} 2300 23874 24311 246585 24935 25214 25489 25760 26028 2,6292 27511 2,891 8 3,0371 31670 32823
Anmual pepulation growth rate 1.22 KE. ] 208 L.16 1.14 1.12 1.09 .07 1.04 1.0t 0.94 107 0.93 078 0.70
Demoginphi e (inp )2 160.0 1000 §00.0 0.0 1000 1000 100.0 100.0 100.0 100.0 1000 1000 1000 100.0 100.0
Age 0-17 250 243 240 238 235 233 Bl 28 238 214 213 20.2 182 183 17.4
Age 18-60 53.0 543 56.6 570 513 58.1 584 58.6 88 59.0 598 60.5 61.2 619 625
Age 61+ 20 2L.5 194 19.2 19.2 1B6 18.5 185 136 186 139 192 195 198 201
Otd-age dependency miic (in p ) 15 96 343 337 335 no N.7? 6 s EINY N1 3.7 E1 B ] 29 322
Prasion System Parameters
Cemnirit {in the da) : J328 3842 4368 4147 5138 5609 G068 656.7 T08.% 7693 10233 1,154 5 L2266 13265 1,417.2
Contributtion participation rate cireent system (in percent) 65.0 67.0 6949 7.0 732 754 716 9 823 84.8 20.0 90.0 90.0 20.0 90.0
Contribution participation rate 20 years ago {in peroent) 320 31.7 35.4 371 k] 40.5 421 4318 455 412 55.7 64.1 Tr6 R0 2495
Survival rate workess over past 20 yours (in percent) 85.0 B5.2 854 856 8518 B5.0 862 86.4 B6.6 .01 ] 378 587 89.2 827 50.2
Total ber of penisi {m th ds} 2n.z 2806 2719 2835 205 2938 3002 3083 3165 326.0 3753 4243 415 5438 6150
Cantributors to pensionen ratio 12 14 1.6 1.7 1.8 1.9 29 21 22 24 27 27 26 24 23
Contribution ¢omplisnoe rate (in persent) 86.0 808 Bl.& 824 832 RN ] B4Q BS.3 B6.6 869 882 828 853 £9.7 90,2
Pension contribution rate (in perosnt) 0.24 0.24 024 0.24 0.24 0.24 0.22 0.22 0.22 0.20 018 016 wié 016 016
Macrbetonomic Sysiem
Inflation 30 30 3.0 a0 10 i 30 30 390 30 io 10 30 30 30
Real GDP growth 80 10 7.0 6.0 6.0 &0 6.0 50 5.0 40 30 2.0 3.0 0 0
Productivity growth 3.1 43 48 43 48 419 39 a9 30 2.0 19 kA 22 23
Real (gr033) wage growth 62 80 19 8.0 50 80 7.0 7.0 60 51 50 51 53 5.4
‘Nomina! grows monthly average woge (in KM} 5490 5829 629.3 6719.2 7332 791.7 855.0 8149 5793 16985 13701 12585 22464  2805] 37542
Nosminal net monthly age wags (KM) 358.0 3907 4218 455.3 491.5 530.7 5731 613.3 655.5 695.1 D184 11767 1,5058 19406 25165
Lebor force (in thousands) 853.3 9257 9838 L0127 10328 10634 10858 LEa1 L1326 11629 12924 1,3797 14658 1,5853 16943
Labor participation rate 70.0 7ns 7138 720 723 126 729 7.5 1490 75.0 78.4 788 7mE 09 826
Employment reto 60.0 620 £4.0 66.0 &80 70.0 720 74.0 16.0 180 280 910 90 9.0 930
Unemployment rate. 10.0 35.0 360 340 320 100 280 26.0 240 720 120 7.0 7.0 7.0 2.0

Sources: World Bank snd Find siaff estimates.

1/ Working age: 18-61 (in 1999), 1862 (n 2000), 18-63 (in 2001), 1B-54 (in 2002/03), and 18-85 (in 2004).

2/ Up to 2004, this smounts 1o 24 peroent of the gross wage. After that, it is reduced in ateps to 16 percent in 2016.
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IX. TRADE REFORM'
A. Background

163. . Trade reform in Bosnia and Herzegovina has been implemented against the
background of separate trade regimes for the two Entities, both of which were inherited from
the socialist era. Trade laws in existence prior to 1996, the year after hostilities ended in
Bosnia were, in the RS, based on those in the FRY, and in the Federation on those in Croatia,
However, in view of the similar history of Croatia and FRY as subunits of the former SFRY,
the laws and regulations govemning external trade were broadly similar, Import tariffs in the
Federation ranged from a low of 0 percent to a top rate of 25 percent, and a simple average
tariff rate of 12.1 percent. In the RS, import tariffs were higher, with a simple average tanff
rate of some 29 percent. In addition, the RS had a free trade agreement with the FRY, and the
Federation with Croatia. Both Entities charged an import verification fee of 1 percent,
including on imports from the countries with which they had free trade agreements.

164.  Imports in both Entities were divided into 3 categories: (a) goods that could be
imported without restriction; (b) goods whose imports were limited by quotas; and (c) goods
requiring import licenses. There was also a small negative list of goods whose imports were
banned for health, social, environmental, or security concerns. Over 90 percent of goods at
the 6-digit SITC classification could be freely imported.

165.  The export regime was relatively liberal, free of taxes and subsidies, and an absence
of monopoly rights for any export activity. However, exports of a small group of goods
deemed to have historical and cultural significance were subject to quantitative restrictions.

B. Current Status

166.  With the implementation of trade reform in Bosnia and Herzegovina, the regimes of
the two Entities were unified, and responsibility for customs tariffs was transferred to the
State. At present, the customs tariff code of Bosnia and Herzegovina has four import tariff
bands, 0, 5, 10, and 15 percent, with a simple average tariff rate of 6.2 percent. Bosnia and
Herzegovina charges specific import tariff surcharges on a wide range of commodities. The
main commodity groups include live animals, meat and meat products, edible oils and fats,
dairy products, agricultural products, processed food, and some spirits. All imports are also
subject to a | percent import verification fee. '

167.  Bosnia and Herzegovina imposes some quantitative restrictions on exports, whose
economic impact is nevertheless limited. Notably, both Entities have recently introduced a
temporary ban on the exports of unprocessed timber to stem the reckless cutting down of
forests by the logging industry. In the meanwhile, legislation to regulate logging has been

'Prepared by Bhaswar Mukhopadhyay.
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introduced in the parliaments of both Entities. Upon the passage of such legislation, it is
anticipated that the export ban will be replaced by a BIH-wide domestic stumpage tax.

168.  The Foreign Trade Law in Bosnia and Herzegovina permits the State to impose
lemporary restrictions on the import, export, and transit of certain commodities for public
health and security reasons. There are no quantitative restrictions on imports in Bosnia and
Herzegovina, and import licensing procedures, which are only required in the RS, are very
liberal. Potential importers are simply required to be listed in the Business Register, and
import licenses are typically granted in one day. Regulations in the Federation are similar,
with prospective importers having to be listed in the Business Register, no formal import
licenses are required.’ In the RS, the imports of certain commodities that are important
sources of customs revenue require special permission.” Such licenses are also granted
without undue delay. An inconvenient feature of the trade regulations in Bosnia and
Herzegovina is that traders whose import consignments use multiple entry points located in
both Entities of Bosnia and Herzegovina, have to be separately registered in the two Entities.

C. Trade Reform Agenda

169.  Although the customs tariff code in Bosnia and Herzegovina is relatively liberal, the
import tariff surcharges contribute to both restricting trade, and distorting resource allocation.
Thus the main focus of trade reform in the period ahead will be to initially implement an
equalized ad valorem import tariff surcharge across all commodities, and then to eliminate
the surcharge according to a well specified timetable. During this period, the implementation
of fiscal reform would also have to occur to lower the dependence on trade revenues. Trade
reform will also be directed to eliminating all remaining barriers to exports, and to lowering
further the dispersion of tariffs. A suggestive timetable for trade reform is provided below.

First stage of trade reform

. The authorities should replace the country wide export tax on unprocessed timber
with a stumpage tax during 2000.

. In 2000, the authorities should eliminate all quantitative restrictions on exports,
particularly since their economic impact is considered to be small.,

. Import tariff surcharges shouid be equalized at a single ad valorem rate to eliminate
any distortions in resource allocation.

"Business registration is a complex 14-step procedure that takes months to complete,

These commodities include coffee, spirits, tobacco, and oil and oil derivatives. In addition
special permission is required for the import of narcotics and poisons,

>
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. During 2000, the authorities should establish a timetable to reduce and evenmél]y
.eliminate the import tariff surcharge.

Second stage of trade reform

. Over the next three to five years, lower and eliminate the import tariff surcharge
according to the agreed timetable,

Third stage of trade reform

. By 2005, lower the maximum import tariff rate to 10 percent to achieve a 3-band
(including zero) tariff regime.

. By 2003, reduce significantly the dispersion of tariffs, by moving virtually all
commodities to an intermediate rate of 5 percent. The high rate of 10 percent should
be reserved for selected luxury items, and the zero rate for EXports.

D. Other Trade Reform Initiatives

170.  The authorities of Bosnia and Herzegovina initiated in early July procedures to
become members of the WTO. They were granted observer status on July 15, 1999. They
expect to complete preparation of the Memorandum of Trade Policy Regime by the end of
the year. To help them in this endeavor, technical assistance is being provided by PHARE.,
The membership application of Bosnia and Herzegovina is being sponsored by the United
Kingdom,



Summary of Major Taxes in the Federation and the Republika Srpska (as of January 1, 2000)

Tax

1. Cofi;nrate Income

Law on Corporate Income Tax (1997)

Law on Taxes on Enterprise Profit (RS Gazette No. 14/92, No.
19/93, No. 8/84, No. 24/98).

1. Taxpayer

2. Territorial scope
Resident
Nonresident

3, Tax rate
a. General rate

b. Dividends

4. Taxable base

a. Expenditure

deductions

- Profit sharing
- Per diem
~ Entertaimment

Corporations and organizations selling goods/ services for
profit.

Worldwide
Profit eamed in Federation

30 percent

15 percent on payments lo nonresidents.

The taxable profit (as determined in the profit and loss
statement) of corporations, financial organizations, insurance
and organizations and institutions that make profits by selling
goods.

In addition to material costs (based on average price method),
wages, and depreciation, the following rules apply to
expenditure deductions:

- disallowed;
- allowed, up to regulated amount;
- atlowed, up to 0.5 percent of total revenue;

Corporations and organizations seHing. goods/services for profit,

Worldwide

Profit eamed in the Republika Srpska
Taxable base Tax rite
up to KM 100,000 20 percent

KM 100,000 - KM 300,000 15 percent
KM 300,001 - KM 500,000 12 percent
above KM 500,000 10 percent

1 15 percent on payments to nonresidents.

Taxable profit as defined in the profit and loss statement.

In addition to material costs (based on average price lheihod),
wages, and depreciation, the following rules apply to expenditure
deductions:

- disallowed,;
- not addressed in law;
- not addressed in law;

- %071 -
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- Asset revaluation
- Social and culfural

expenses
- Scientific expenses
- Membership fees
- Interest

- Fines and penalties
- Reserves/provisions

- Other

b. Tax treatment of losses

¢. Tax treatment of
capital gains

5. Incentives

a. Accelerated
depreciation

b. Reductions

- Foreign capital

- New cor_pmations

- as prescribed by Federation govemment;
- allowed, up to 0.5 percent of tolal revenue;

- allowed, up to 0.1 percent of total reveme:
- allowed;

- allowed (but may be reduced by adjustment for transfer
pricing),

- not allowed;

- loss provisions of up to 15 percent of proﬁts of banks,
financial institutions, and insurance companies apply to
cover possible credit or business risks;

- employer contributions and fees not related to income

May be carried forward for up to 5 years.

-

By law, up to 25 percent for fixed assets used for
environmental protection, scientific, education and training

Purposes.

-  If share is at Jeast 20 percent, a 5-year tax reduction
proportional to foreign equity participation applics;

- Taxrelief for years 1-3 of 100, 70, 30 percent;

- not addressed in law;

- allowed, up to 0.5 percent of total income (humanitarian
organizations only);

- allowed, up to 0.5 percent of total income;

- allowed, up to 0.1 percent of total income; political
organizations excluded;

- allowed (but may be reduced by adjustment for transfer
pricing);

- notallowed;

-~ allowed, up to 20 percent of permanent capital, Loss
provisions of up to 15 percent of profits of banks, financial
institutions, and insurance companies apply to cover possible
credit or business risks;

- employer contributions and fees not related to income

property taxes
May be carried forward for up to 5 years.

Capital gains realized through sales of stocks and bonds (held for
less than 12 months) are for 100 percent included in taxable
income. Bonds and stocks held for one year or more are included
in taxable income for only 50 percent. Capital losses can be
cleared against gains in current year,

By law, up to 20 percent for fixed assets used for environmental
protection, scientific, education and training purposes.

If share is at least 20 percent, a 5-year tax reduction proportional
to foreign equity participation applies.

- taxrelief for first 3 years in which a profit is earned of 100,
70, 30 percent, respectively:

- S0T1 -
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- Free zones

c. Deductions

d. Exemptions

6. Special provisions
a. Mergers and takeovers
b. Liguidation
c. Foreign taxes

d. Groups

| - 100 percent for 5 years.

- investment in own activities — 100 percent;
- investment in other personal activities — up to 75 percent
of taxable profit.

~ 100 percent for corporations with a share of invalids of
more than 50 percent of employees.

Surplus treated as dividends.
Credit up to maximum Federation tax.

Optional consolidation if control exceeds 90 percent

- underdeveloped areas, 100 percent for 3 years from date of
establishment, proportional reduction for branches in
underdeveloped municipalities for 2 years.

- 100 percent for 5 years.

- investment in own fixed capital ~ 100 percent;

- investment in own productive activities or other stocks, is
entitled to a tax reduction equal to the investment, but up to
30 percent of taxable profit.

- new employees — 10 percent for 2 years;

- 100 percent for enterprises dealing with professional
training, rehabilitation, and employment of disabled persons;

- 100 percent for institutions classified as “non-economiic”
where income from sale of goods is less than 25 percent of
profit.

Pre-merger losscs disallowed.
Surphus treated as dividend.
Credit vp to maximum RS tax,

Optional consolidation if control exceeds 90 percent.
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2. Personal Income
Tax Structures

Law on Wagc Tax (Federation Gazzette No. 26/96 and No.
27/97), Federation Personal Income Tax (1995), and Catonal
Citizen tax laws (Sarajevo Canton Official Gazette No. 19/97,
No. 21/97, and No. 2/98).

Law on Citizen Income Tax (RS Gazette No. 23/98)

I. Employment Income

1. Taxpayer

2. Tax rate

3, Tax base

4. Exemptions

Law on Wage Tax

Residents: wage income earned in the Federation or

elsewhere.
Non-residents: wage income earned in the Federation.

15 percent: general rate
30 or 50 percent: additional income (i.c., holiday grants,
compensation for travel, per diem, etcetera).

The wage tax base is the gross wage net of social security
contributions, The wage fax applies to the following sources
of personal income: wages and salaries, income camed during
vacation, holidays, training, education, compensation while _
wailing for a job, sick leave benefits, per diem, travel
allowance, and compensation for meals within working hours.

- benefits for military invalids and families of soldiers
killed in the war;

- benefits to civilian war victims;

- invalids employed by a company or rehabilitation
facility;

- children’s allowance;

- compensation while unemployed;

- social welfare and related material benefits;

- non-wage coinpensation from health insurance;

- death and iliness benefits;

- personal and property insurance benefits;

Law on Citizen Income Tax
Residents: income eamed in the RS or elsewhere,
Nonresidents: wage income earned in the RS.

Taxable income Rate

up to KM 10,000 0 percent
KM 10,001 - KM 15,000 25 percent
KM 15,001 — KM 25,000 20 percent
above KM 25,000 15 percent

Gross wages (including overtime, vacation, and sick leave) but
excluding social security contributions,

- benefits for military invalids and familics of soldiers killed in
the war;

- invalids employed by a company or rehabilitation facility;

- children’s allowance; :

~  compensation while unemployed;

- social welfare and related material benefits;

- non-wage compensation from health insurance;

- death benefits;

- personal and property insurance benefits;

- fellowships and credits to students (up to 75 percent of monthly
net eamings);

- LOT -
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5. Deductions
a. Personal

b. Dependents
c. Foreigners
d. Residents

employed abroad
¢. Other

terest o pubhc loans

- fellowships and credits to students;

- disability benefits;

- severance benefits;

- compensation for technological inmovations;

- unpaid salaries of soldiers during the war;

- employment income of foreign diplomats and officials of
international organizations and non-resident staff.

None

1 dependent; 4 percent of average (net) monthly wape.
2 or more dependents: 6 percent of average (net) monthly
wage.

30 percent for nonresident experis employed by resident
corporations.

disability

ts;
retireraent and severance benefits;

reimbursement for-travel to work;

monthly compensation for meals within working homs
per diem for travel;

daily compensation for increased work expenses;
employment income of foreign diplomats and officials of
international organizations and non-resident staff.

15 percent of average ammmal gross eaming,

5 percent of annual average gross income per dependent.
5 percent of average gross income for persons over 65 or for those
supporiing disabted.

30 percent for foreigners employed by resident Entity.

60 percent.

Non-standard deductions (allowed up to 10 percent of taxable
income);

investment in housing, educahon, fine arts, and environmental
protection;

purchase of equipment, books and magazines related to science,
culture, and ast; _
membership fees (cultural and scientific organizations);
expenditores for medical problems;

- property and other taxes;

obligatoqv social insurance contributions;

premiums for life and voluntary social insurance;

cash donations to educational, cultural, sports, and umanitatian
organizations.

I XIANEddv
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. Other Incame

1. Taxpayer
2. Tax base

3. Tax rate

a. entrepreneurs:
wage income

b. entrepreneurs:
profit income

<. Rental income
d. Property value

e. Copy right and
patent income

f Inheritance and
insurance income

Note that in the Federation the Cantons levy a cantonal
personal income tax at rates up to 50 percent of the Federation
rates.

Catonal Citizen Tax Laws and Federation Law on the
Personal IncomeTax (1995)

Individual or entreprencnr.

Income of an individual entreprencur (non-legal entity),
property value, revenues from copyrights,
inheritance/insurance income, interest, and dividends.

Rates indicated by (*) apply to the Sarajevo Canton (Official
Gazetie No. 19/97, No. 21/97, No. 2/98).

Federation personal income tax:
up to KM 2,400: 0 pexcent
excess over KM 2,400; 15 percent
excess over KM 10,000: 25 petcent

Cantonal Citizen Tax Laws

15 percent (*)

fixed annual amounts on property values determined by the
cantonal property tax law (*}.

5 percent to 20 percent (*)

10 percent (*)

Law on Citizen Tax (RS Gazette No. 23/98)

Individual or entreprenenr .

Income of an individual entrepreneur, rental income, revenues from
copyrights, inheritance/insurance income, interest, and dividends.

Rates of the Citizen Tax apply.

Rates of the RS Citizen Tax apply. Some businesses can apply for
lump-sum taxation.

15 percent

general business: 10 percent
show business: 30 percent

15 percent

~ 60T -
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g. Gambling income

175 percent (*)
Depends on municipality; generally not to be implemented

15 percent

a. pensions/disability
b. health

¢. employment

d. child protection

Total

7 percent 17 petcent
5 percent 13 percent
1 percent 2 percent

13 percent 32 percent

Contribution rates for military personnel are 7.48 percent of
gross wages for pension and disability insurance and 2.72
percent of gross wages for health insurance.

Contribution rates for miners are 9 percent for pension
insurance and 3 percent for health insurance.

h. Agriculture and Citizen’s tax rates (20, 15, 12, and 10 percent).
forestry income until 2003,
i. Interest, dividends, 15 percent (*). 10 percent
bonds, and loans
3. Social Security Contributions Law (Federation Gazette No. 35/98 and No. Law on Contributions (RS Gazette No. /95, No. 15/96, No. 2/1998)
Contributions 17/99). Decree on the Rates of Contributions for BiH Army
for 1999 (Janmary 1999).

1. Taxpayer Employers and employces. Employers and employees.
2. Tax mates Employer Employee Employer Employee

11 percent 11 percent
9 percent 9 percent

0.5 percent 0.5 percent
1.5 percent 1.5 percent

22 percent 22 percent

Health contribution rétes on income from agriculturat activities,
pensioners and student associations amount to 16 percent, 4 percent,

and 1 percent, respectively. The following categories are also subject

to a 16 percent health insurance contribution:

-

shop owners and independent activities;

employed persons on impaid leave,

family members of an RS resident who is cmployed abroad;
foreign nationals employed in the RS;

persons earning income in caltural (painters, musicians, writers)
and scientific activities; .
petsons working in the entertainment business;

- QOIT -
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4. Exemptions

Gross wages and other forms of personal income (e.g.,
vacation money, sick leave, self-emnployment income
etcetera). The contribution base for seif-employed cannot be
lower than the official average monthly gross salary for that
type of activity. For seif-employed in a field of low
productive activity the contribution base cannot be Iower than
60 percent of the official average monthly satary.

None.

Gross wages and other forms of remuneration. For certain categories
the contribution base cannot be lower than 100 percent of the official
monthly minimum gross wage.

Social security contributions are not paid on:
- income of disabled veierans; ;

- salary of invalids employed in enterprises;

- child allowances;

- social support;

- receipts from insurance payments;,

- assistance for reconstruction of damaged properties;
- scholarships;

- disability compensation;

- income of prisoners;

~  Severance pay,

- eamings of the members of cooperatives.

4. Sales Taxes

Law on Saies Tax of Goods and Services
{(Federation Gazette No. 6/95 and No. 25/97)

Republika Srpska Law on Sales and Excise Taxes (RS Gazefte No.
25/98 and Na. 40/98).

L Sales Tax on Goods

1. Taxpayer

- Excisable commodities: manufacturer or importer of the
good. The tax is collected according to the first point of
sale after importation (i.c., the tax is paid to the tax office
wherc the buyer is registered);

- Non-cxcisable commaodities: retailer selling the

commodity for final consumption.

Firm or person selling commodities for final consnmption.

= 111 -
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2. Rates

3. Tax base

4. Exemptions

20 percent: general rate;

15 petcent: compaters, electricity and foel;

10 percent: building materials;

5 percent: basic food, children’s clothing and footwear,
hygiene products, baby products, and used antomobiles.

Most excisable commodities are taxed at the 20 percent rate.

Sales price of the commodity inclusive of customs duties,
surcharges, and excises.

- exported goods (including spare parts fitted in foreign
vehicles);

- reproduction material used in production activities;

- agricultural machines, equipinent and other tools, spare

parts;

-  basic foodstuffs (bread, milk, butter, baby food based on
milk, edible oil, and fat),

- customs duty-free imports including products sold in
duty-free shops and foreseen under internationat
agrecinents;

- products sold o diplomatic offices and staff on the basis
of Ministry of Foreign Affairs certificate;

- products acquired by Red Cross and humanitarian
organizations to undertake their normal activities (except
excisable products);

- goods purchased through the Federation, cantonal or
municipal budgets for the reconstruction of war damaged
objects;

- arms and equipment forthe Federation Army and police;

- ice, water, and water steam;

- orthopedic appliances and devises for improving hearing
and sight;

- sale of used things directly between citizens (except
vehicles) and the sale of agricultural products between
citizens at market places;

- special passenger cars for disabled persons;

18 (+2) percent: general rate;

8 (+2) percent: food stuff, basic agricaltural and fishing products,
electricity, hygiene products, baby care products, secondary raw
materials, construction materials, and paper products.

A 2 percent surcharge is levied, which is earmarked for railways.

Sales price of the good inclusive of customs duties but exclusive of
excises.

- exported goods;

- reproduction material used in production activities;

- equipment for agricultural production;

- sale of used goods between individuals;

- all types of bread, milk and edible oil and fat;

- feed for animals, fertilizers and pesticides, sced and plantation
material;

- custems duty-free importation based on customs law and
products sold in duty-free shops; :

- products procured by diplomatic offices, staff and officials;

- humanitarian aid products imported by and given to Red Cross
and UNHCR;

- humanitarian aid goods purchased by certain government
agencies;

- arllt;saudequipmernpurchasodbytheannedforcesandthc
police;

- medicines and medical equipment as regulated and defined in
Law;

- baby gear excluding toys;

- drinking water;

- orthopedic aids;

- trade of second-hand products directly between individuals
except vehicles subject to annual registration;

- agricultural and forestry products sold by individuals;

- donations to the army;

- special adapted cars for mvahds

- 2iT -
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3. Temporary
Exemptions and

Reductions

I1. Sales Tax on
Services

). Taxpayer

2. Tax rate

ambulances;

- fire brigade vehicles, water pumps, and other fire
cquipment;

- goods provided, kept, and used as permanent reserves by
entitled organizations;

-~ coins, numismatic collections and gold coins;

- tobacco stamps issued by the MoF;

- museums’ and archives’ purchase of museum and
archive value;

- valid administrative and court stamps;

- books for pre-school, primary, secondary, and higher
education;

- books, brochures, magazines, and publications of
technical, scientific, cuktural, and educational content
and daily and weekly newspapers;

- informational material used for bealth, educational and
environmental protection purposes;

- products to be replaced with no charge within the
warranty period;

- tourist advertising.

Sales tax on the following products is temporarily abolished

(Federanon Gazette June 1999, No. 28/99 and No. 29/99):
all types of meat and fresh meat products;

- diesel fuel for coal mines, thermo-electric power plants,
the Federation Atmy, and sowing planis;

- reduction of the sales tax rate on sold cars produced in

the Federation.

Seller of the service

10 percent

ghting and firemen protection equipment and means
-~ goods purchased as reserves by authorized organizations;
- coins issued by the Central Bank of BiH-—main branich RS;
«  tax stamps issued by the MoF of the RS:
- written-off of business equipment;
- books for primary, secondary, and higher education;

- school equipment, stationary notebooks, and drawing material;

- exchange of products resulting from warranty obligations.

Not applicable.

Seller of the service

10 percent: gencral rate.
15 percent: gambling games;

bl
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3. Tax base

4. Exemptions

The service tax is Jevied on:

the full price of goods (inclusive of import duties and
excises) sold by retailers in the Federation (i.e, a retail
scrvice tax);

the sales price of services such as transpon, insurance,
and banking (i.e., areal services {ax});

the margin of wholesalers.

credit and savings deposit services;

services of maritime transportation, warehousing of
shipload, and airport services;

health and welfare services;

educational and coliural services;

services of hnmanitarian organizations;

veterinary services;

services of administrative bodies;

services rendered by religious institutions;
scientific research;

life insurance and accident insurance;

export services rendered for foreign nationals;
international transport;

construction work on facilities damaged during the war,
services to diplomatic and consufar representation
offices;

services mentioned in international agreements;
cattle fattcning;

Federation army, police, and the goeds rescrve
Directorate,

30 percent: special gambling games, c.E., roulette.

The service tax is levied on;

real services: the compensation paid for the executed service;
wholesale margin;

interest payments and receipts;

transporiation of goods and passengers (by railway, bus, and
trams) and international transportation;

health services and social care rendered by state budget funded
bodies;

educational service rendered by state budget funded bodies;
Services for cultural manifestations;

Red Cross;

veterinary services;

services provided by state organs;

conumunal services except for the services of public garages; r
religious institutions;

scientific services rendered by state budget funded bodies;
life insurance; :

international freight service;

construction and reconstruction of buildings (not restricted to
war damaged buildings);

agricultural and land cultivation;

services provided by companies for the training and
employment of disabled persons;

wheat miiling for own purpose and for the Goods Reserve
Directorate;

service to the army and police;

expaorts of goods paid in hard currency,

- %11 -
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Republika Srpska Law on Sales and Excise Taxes (RS Gazette No.

g. Passenger cars

KM 0.16/p.p. (cigarillos)

KM 2.33/pack (imported cigarettes)

KM 1.65/pack (imported light cigarettes)

KM 0.88/pack (imported very light/extra strong domestic)
KM 0.82-0.22/pack (domestic cigareties)

KM 15.0/kg (imported tobacco)

KM 7.50/kg (domestic 1obacco)

abolighed '

5. Excises Law on the Excise Tax on Non-alcoholic Beverages, Law on
the Excise Tax on Alcohol, Law on the Excise Tax on Oil and | 25/98 and No. 40/98). RS Government Decree of 10 July 1998 (RS
Qil derivatives, Law on the Excise Tax on Beer, Law on the Gazette No. 22/98), 5 April 1999 (RS Gazette No. 9/99), and 21 July
Excise Tax on Imporied Passenger Cars, Law on the Excise 1999 (RS Gazetie No. 19/99) . Decree on Excise Harmonization.
Tax on Coffee (Federation Gazetic No. 6/95 and No. 51/99), { February 2000 (RS Gazette No. 900). (¥)
and Law on the Excise Tax on Tobacco Products (Federation .
Gazette No. 6/95).
1. Taxpayer Manufacturer or importer. Manufacturer or importer.
2. Tax rate
a_ Alcohol and spirits | KM 0.25/1 (wine) ) KM 0.20/} (wine)
KM 15.0/1 (pure alcohol, one quality group}) KM 5.00/1 {strong alcohol, quality group 1),
- KM 3.00/1 (strong alcohol, quality group II),
b. Beer KM 0.20/ KM 0.15-0.20/1 (depending on the packaging material),
¢. Soft drinks KM 0.1011 KM 0.201 ,
d. Coffee KM 1.00/kg (raw coffee) KM 0.80/kg (raw coffee)
KM 2.50/kg (roasted coffee) KM 2.50/kg (roasted coffee)
KM 3.50/kg (coffec extracts) KM 3.50/kg (coffec extracts)
e. Oil products KM 0.40/1 (leaded gasoline) KM 9.30/1 (leaded gasoline)
KM 0.35/ (unteaded gasoline) KM 0.25/1 (unleaded gasoline)
KM 0.30/1 (diesel) EM 0.15/ (diesel),
KM 0.0911 (heating oil) KM 0.091 (heating oil)
KM 0.20/1 (petrolenm). KM 0.20/1 (petroleum),
- KM 0.20/1 (domestic motor and aitplane oils)
- KM 0.90/1 (imported motor and airplane oils)
-- KM 0.05/1 (reused oils)
f. Tobacco products KM 0.06/p.p. (cigars) KM 0.05/p.p. (cigars)

KM 0.05/p.p. (cigarillos)

Cigarettes: Rates by quality groups:
per pack KM 1.00, 6.70, 0.50, 0.40, and 0.25

KM 6.00/kg (tobacco)
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h Luxury products
i. Timber

3. Tax base

Quantity of imported/manufactured excisable goods.

10 percent (leather products, gem stones and products made out of
precions metals), .
10 percent (round) and 3 percent (sawed) on the export of timber.

Quantity of imported/manufactured excisable goods, except for
luxury goods and timber, which feature excises levied on the value
of the commodity.

(*) In February 2000, the RS government issued 2 Decree, which
adopts the June 8, 1999 excise rates for all specified commodities,
except cigareties, which are taxed at an ad valorem rate of 35
percent. The export tax on timber and the ad valorem excise on
luxury products are abolished.

6. Special Fees on

Decree No. 180 and 512 on the Payment of Retail Fee for Specific
Products (RS Gazette No. 9/99 and No. 19/99). Government Decree

b. Temporary levy on
oil products

Excisables on Payment of Additional Taxes for Financing the Dissolution of
Temporary Refugees Centers (RS Gazette No, 22/98). These decrees
are valid for a period of up to 6 montbs.

a. Retail fee - The taxpayer is a retailer selling specific excisable goods. The tax

base is the sales price of the excisable good. The levy amounts to
KM 0.20 per liter on leaded gasoline, unleaded gasotine, and diesel,.
and KM 0.10 per liter on heating oil.

The tax is collected at the intporter and manufacturer level.

The levy amounts to KM 0.10 per liter and is levied on gasoline
(leaded and wnlcaded), diesel, and heating oil. that is imported or
produced in the RS. The revenues are carmarked for the firancing of
the dissolution of temporary refugees centers.

- 911 -
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7. Customs Duties

Law on Customs Policy of Bosnia and Herzegovina (February 1998) and Law on Special Duty o (Federation

Gazette No. 2/95, No. 19/97, and No. 10/99). Applies to both the Federation of BiH and the RS.

L 'i'axpayer
2. Tax rates

a. Customs duties

b. Customs fee

¢. Surcharges
3. Tax base

4. Maitt exemptions

Individuals and companies importing goods into BiH.

Rates are the same in the Federation of BiH and the RS. The (ad valorem) tariff rates are based on the Harmonized System

Nomenclature of poods:

- O percent: wood, wood pulp, animal skins, natural rubber, essential vegetable oils, oil seeds, newspapers, military weapons;

- 5 percent: organic chemical clements, edible vegetables, natural stones, bricks, copper, explosives, iron:

- 10 percent: woven fabrics, cosmetics, sugar, dairy products, meat, leather articles, certain metal articles, electrical equipment,
tractors, transport vehicles, toys;

- 15 percent: tobacco, spirits, beer, soft drinks, carpets, clothing, footwear, and arms other than military weapons;

A levy of 1 percent of the customs value is charged for customs record keeping purposes,

Specific levy on various agricultural commodities (c.g., live animals, fresh meat, vegetable oils, milk, €EEs, sugar, juices, soft drinks,

and wine),

The customs duties and customs fee apply to the value of imported commoditics, c.i..f,, and surcharges are levied on the quantity of

goods imported.-

- Council of Ministers has discretionary power to determine duty exemptions; -

- foreign direct investment;

- equipment of the Army and Police;

- equipmen for rebuilding and reconstruction projects in BiH;

- traveler allowances;

- personal effects of travelers;

- coffins with bodics and vrns with ash;

- imports of cars, orthopedic devices and other aids for personal use by disabled persons;

- goods (excluding alcohol, tebacco, coffee, and motor vehicles) imported by charitable or philanthropic organizations;
- capital goods and other equipment imported on the transfer of activities from a foreign country into Bilf;

- goods imported for trade promotion purposes;

- personal property acquired by inheritance;

- poods in transit.

- LIT -
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Table 15. Bosnia and Herzegovina: Gross Domestic Produict by Sectoral Activity, 1995-98 1/

1995 - 1996 1997 1998
Federation RS BiH Federation RS BiH Federation RS BiH  Federation RS BiH
{Share in GP)

Agnicutture, fisheries and forestry 226 0.2 24.6 16.4 321 208 130 26 175 121 26.6 i60
Industry 21.1 313 238 19.4 26.6 23 225 223 22.4 224 224 224
Water management a1 1 0.1 0.1 01 01 0.2 ot 0.2 0t 0.1 [N ]
Construction 3.6 1.8 3.1 43 42 43 5.4 4.5 5.2 6.4 3 57
Services 527 36.6 484 50.7 369 53.8 59.0 40.5 547 590 47.1 558
Transportation and communications 6.3 5.7 6.1 6.5 6.3 6.5 7.6 63 73 3.8 5.6 19
Trade 254 68 204 198 78 16.7 181 93 16.2 171 57 14.8
Calering and tourisn 23 Z1 22 26 24 2.6 26 29 217 23 24 23
Crafts 1.8 0.8 1.5 14 0.3 24 2.2 0.8 i.9 20 0.8 1.7
Housing and public wtilities 0.9 1.1 0.7 21 1.0 16 19 k1l 1.7 5 1.3 21
Education and research 21 s 25 5.8 23 49 - &5 k) 58 6.7 43 6.0
Hoaith Care 20 - 1.5 4.6 34 4.8 17 4.6 5.3 4.8
Benking and insurance 22 53 3.0 33 5.0 9 4.1 64 4.6 41 9.4 5.6
Government adminisiration 6.0 11.2 7.4 11 11.4 82 8.3 9.7 8.7 8.3 9.4 86
Other sarvices 36 0.0 29 4.7 0.0 3.7 27 0o 21 27 0.0 20
GDhp 100.9 100.0 100.0 100.0 100.0 100.0 100.0 £60.0 100.0 104.0 100.0 100.0

{Anmvia] growth, percent change)
Agricutture, fisheries and forestry 40.9 -48.1 9.7 126 61.0 284 18.6 28.8 228 4.9 13.6 86
Industry 127.2 -24.8 30 433 284 Rl 73.2 6.4 514 126 401 18.5
Water management 100.0 -374 14.7 2117 49.3 1569 104.1 40.5 933 512 410 372
Construction 154.8 -30.9 0.5 88.1 257.1 113.9 86.5 370 78 340 - 178 ics
Services i18.6 -14.7 68,3 76.1 523 7.3 480 . 355 46.5 124 620 0.8
Transportation end communications 1080 -10.3 368 60.6 610 622 749 275 62.8 299 235 286
Trade 169.8 -38.% 107.5 21.2 740 258 36.6 60.1 194 6.4 228 i d
Catering and bourism 1330 -31.4 45.8 80.4 T4.3 789 302 518 508 3.2 15,0 1.3
Crafls 184.8 -22.6 1094 163.0 496 147.7 8.7 25 10.4 40 44.4 19
Howsing and public utilitics 99.2 2.0 99.2 263.9 172 2659 350 525 39.6 455 538 458
Education and nsell'd‘l ~12.0 1243 3248 «7.1 1947 69,7 91.6 TL3 146 na 24
Health Care 2523 2513 56.4 56.4 7.5 541
Benking and insprance 66.9 414 540 141.6 420 9256 712 639 T8 i34 1043 423
Government administration 0.8 -£.1 -39 819 53.9 70.7 790 1.7 532 a7 351 16.2
Other services 66.9 845 10290 959 -13.7 -19.4 11.4 114
GDF 96.6 -31.3 321 55.3 511 54.2 49.8 211 439 124 393 186

Sources: Date provided by the suthoritics of Bosnia and Herzegovin; and IMF staff estimates.

- 811

YIANAddV TVDILSIIVLS



- 119 - STATISTICAL APPENDIX

Table 16. Bosnia and Herzegovina: Gross Domestic Product by Aggregate Expenditure, 1994.98

(In millions of U.S. dollars; at current market prices)

1994 1995 1996 1997 1998 -

Gross domestic product (GDP) 1,254 1,867 2,741 3,423 3,899
Total domestic demand 2,145 2,820 4,361 5,027 5,396 .
Consumption . 1,894 2,446 3,237 3,589 3,914
Gross investment 251 373 1,124 1,438 1,481
Foreiga balance 891 953 1,620 -1,604  -1497
Exports of goods and services 194 381 658 1,002 1,367
Imports of goods and services 1,085 -1334 2278 2606  -2,864
Income from abroad (net) -165 -242 =222 -228 -110
Gross national income 1,089 1,625 2,519 3,195 3,789
Current transfers (net) 879 1,002 1,094 772 510
Gross national disposable tncome 1,968 2,627 3,613 3,967 4,299

Memorandum items:
Per capita income

GDP per capita 1,054
GNI per capita 1,024
Real growth (in percent)
GDP 20.8 69.2 29.5 12.4
Domestic demand 10.3 68.7 250 6.9
Consumption 4.8 52.5 15.0 7.6
Gross investment 67.1 1751 613 52
(In percent of GDP)

Consumption 151.1 131.1 1181 104.9 100.4
Gross tnvestment 20.0 20.0 41.0 420 38.0
Foreign balance 71.1 51.1 59.1 46.9 384
Gross national saving 59 8.7 13.7 11.0 8.9

Sources: Data provided by the Entity Statistical Institutes; and IMF staff estimates.
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Tabie 17. Bosnia and Herzegovina: Monthly Index of Industrial Production, 1994-99

Republiks Srpaka - Fedérstion

Dec1995=160  Monthly Porcentchange  Dec.1995=100  Monthly Perocni change
perocat relative to percent rolative to
chanpa year before change yozr befors
1994 1/ 85 8s
1995 2/ 100 13.0 160 18.0
1996 139 389 188 $7.6
1997 176 26.6 2558 R 357
1993 227 235 315 33
1992 220 i5 349 10.6
1997 Jan, : 1] 28 3 146 <3 67.2
Feb. 89 10 26 141 -4 41.6
March 112 13 21 158 i2 50.8
April 119 2 16 146 7 397
May 23 25 -14 144 - 33.8
June 96 16 23 160 11 41.1
July 114 18 44 143 -11 12,0
Aug. 108 -5 35 157 10 27.8
Sep. 128 18 24 166 6 238
Cet. 153 20 k) 178 7 34.2
Nov. 145 -5 34 179 0 30.8
Deo. 150 3 20 196 10 30.1
1998 Jan, 112 -25 b 157 -20 7.1
Feb, 138 23 39 175 11 42
March 145 5 28 m 1 120
April 144 - 30 184 4 259
May : 115 20 E} 185 & 352
June ) 132 15 37 197 1 233
Juty 138 4 21 200 1 98
Aug, 126 -8 17 208 Fl 322
Sep. 161 28 25 215 4 29.5
Ot 173 ? 3 29 2 2.3

Nowv. 174 1 20 214 2 20.1 -
Deo. 136 7 24 228 & 16.5
1899 Jan, 119 =36 6 184 -12 17.2
Feb. 147 i 6 181 -2 35
March 168 15 16 ) 202 12 14.4
April 125 <26 -13 205 2 LLS
May 120 -3 5 198 =3 1.7
June 145 20 10 216 9 9.3
July 132 9 -4 216 0 B.2
Aug. 149 13 18 2 5 2.5
Sep. 130 21 12 233 2 8.1
Oct, 173 -4 Q 252 8 151
Mo, 143 =17 -13 249 -1 16.3
Dec. i72 20 -7 250 0 5.8

Sources: Deta provided by Institute of Statistics of Bosnia and Herzegovine and Statistical Office of
Republika Srpska.
1/ The index for 1994 is given for the BiH territory as a whols es production sstimates for the

Entitics arz unrelisble owing to changes in soverage of territory in November of 1995,
2/ Base ia average monthly production in 1995,
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Table 18. Bosnia and Herzegovina: Selected Crop Production, 1995-98

1958 Share of

1995 1996 1967 1998 © relativets RS inBIH
1991 1998
{Thousand of tons) (Percent)
Wheat 216,865 158,795 287,372 340,931 B2.5 71.9
Barley, Oats and Rye 64,060 79,185 124,242 139,071 93.4 70.6
Maize 512,432 600,664 230,451 704,185 . 543 "71.0
Soybean 2,094 5,776 6,504 7,165 60.5 100.0
Tobacco 3,113 2,914 2,807 4,566 69.2 650.0
Potsatoes _ . 299,258 379,060 423,849 413,440 124.7 44.0
Onions 23,763 33,470 40,163 42,850 176.2 26.7
Beans 11,282 13,889 14,303 14,322 68.8 61.2
Cabbage and Kale 55,849 73,239 97.553 95,042 133.%5 343
Tomatoes 34,442 33,300 40,120 46,013 2635 46.4
Green pepper 20,727 24,681 34,855 35,783 3121 60.3
Clover 142,213 192,769 227,220 195,664 74.0 56.5
Luceme 78,885 108,122 151,863 145,749 917 481
Maize for fodder 69,939 45,255 59,614 111,198 733 34.8
Mixture of grasses and legume 40,660 53,792 47,883 40,905 27.8 713.2
Apples 53,812 54,820 59,001 166.7 57.7
Plums 177,515 129,813 149,045 236.1 60.7
{Growth Rates)

1995/94 1996/35 1997/96 1998/97 1998/95
Wheat 6.2 ~26.8 81.0 18.6 57.2
Bariey, Oats and Rye -27.8 236 56.9 11.9 117.1
Maize 8.3 17.2 38.3 -15.2 37.4
Soybean -57.5 T 1758 12.6 10.2 2422
Tobaceo 6.5 4.4 -1.7 62.7 46.7
Potatoes 4.1 26.7 11.8 -2.5 382
Onions 455 40.8 20.0 6.7 803
Beans 95 - 231 3.0 0.1 269
Cabbage and Kale . 2.5 311 33.7 -2.0 72.0
Tomatoes -13.2 -3.3 20.5 14.7 336
Green pepper -16.2 19.1 412 2.7 2.6
Claver -5.2 355 17.9 -13.9 376
Lucemne -15.9 371 40.5 -4,0 84.3
Maize for fodder «23.3 -353 317 86.5 59.0
Mixture of grasses and legume -12.6 323 -11.0 -14.6 0.6
Apples 19 76
Plums 269 148

Sources: Federation and State Statistical Offices.
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Table 19. Bosnia and Herzegovina: Construction, 1995-99

Federation Republika Srpska
Effective hours "Monthly  Percent change Effective hours Montkly Percent change
of production 1/ percent relative 1o of produgtion 1/ percent  relative to
change year before change  yesr before

1995 . 1,439,201
1996 13,910,772 4,849,352 236.9
1997 15,639,001 12.4 5,706,388 177
1993 18,377,737 1.5 7,698,393 34.9
1999 2/ 15,550,540 7.1 6,321,657 185
1997 Januery . 932,580 222,750

February 998,977 49 | 298,029 318

March 1,245,278 247 425,802 429

April 1,247,702 0.2 393,523 -16

May 1,250,204 0.2 o 423,949 7.7

June 1,334,596 6.8 504,608 19.0

July 1,394,407 4.5 541,172 72

August 1,394,184 0.0 531,079 19

September 1,366,173 -2.0 601,840 - 133

October 1,483,376 8.6 604,595 0.5

November 1,475,870 0.3 . 578,218 4.4

December 1,495,654 13 581,326 0.5
1998 January 1,006,121 =32.7 56 306,514 -47.3 376

February 1,083,516 1.7 8.5 387,038 253 29.9

March 1,129,430 4.2 -8.3 485,865 25.8 14.3

April 1,276,057 13.0 23 480,109 1.4 2.0

May 1,476,373 i5.7 18.1 554,103 154 307

June 1,573,074 6.5 17¢ 708,389 2.8 40.4

July 1,713,340 89 229 770,157 a7 423

August 1,677,348 -2.1 203 789,775 2.5 48.7

September 1,915,856 142 402 248.641 7.5 410

October 1,931,105 0.3 302 812,545 4.3 344

November 1,952,735 11 323 809,540 -0.3 40.1

December 1,642,778 -15.8 9.8 744,322 -8.1 28.0
1999 January 952,437 420 -53 288,309 -61.3 -5.9

February 1,052,811 10.5 28 440,554 52.8 13.8

March 1,170,813 i12 37 629,004 42.8 292

April 1,417,402 211 11.1 ' 02477 11.7 463

May 1,430,828 09 -31 762,201 85 376

June 1,432,134 0.1 4.0 852,961 11.9 204

July 1,586,166 10.8 74 876,390 2.7 13.8

August 1,673,959 55 02 881,614 0.6 116

September 1,617,287 34 <15.6 888,147 0.7 4.7

Qctober 1,615,321 .1 -16.4

November 1,601,782 0.8 -18.6

Sources: Federation and Republike Srpska Statistical Offices.

1/ Number of effective hours spent by construction workers on construction site. Does not inciude engineers and managers,
2/ January-November 1999 in the Federation and January-September in the RS relative to same period a year before.



Table 20. Bosnia and Herzegovina: Transportation and Commmmications, 1996-99

Federation Republika Srpska Total
1996 1997 1998 1999 1996 1997 1998 1999 BIH
Jan. - Nov. Jan. - Nov. 98/91
Road transport
Freight (thousands of ton-km) 128,638 223,632 273,431 223,694 86,741 99,151 119,744 84,639 17.8
Passengers {thousands of passcnger-km) 467,804 551,133 675,053 508,741 M7,727 491466 674,181 437,188 912
Urban-Suburban Transport {thousands of passengers) 94,023 157,372 185,019 191,678 5,622 4,954 5,086 4,680 41.5
Rail Transport
Freight (thousands of ton-km) 18,677 46,339 72,589 165,796 7.000 2,963 12,292 20,000 35
Passengers (thousands of passenger-km) 30,150 5,869 5118 56,584 31,000 33,331 50,059 33,000 1.7
Post and Telecommunications Services .
Letters delivered and received (thousands) 11,577 16,940 27,810 37,403 4,069 6,053 10,356 8,875 382
(Growth Rates)
1997196 1998/97  1999/08 I/ 1997196  1998/97 1999/98 2/
Road transport
Freight, ton-km 738 23 43 143 208 35
Passengers, passenger-km 17.8 22.5 0.1 98 372 99
Urban-Suburban Transport, number of passengers 674 176 10.6 -11.9 27 393
Rail Transport
Freight, ton-km 148.1 56.6 59.0 -571.7 314.8 1336
Passengers, passenger-km -80.5 -12.8 14.9 7.5 50.2 -15.4
Post and Telecommunications Services
Letters delivered and received 46.3 64.2 39 483 71.3 224

Sources; Federation and Republicka Srpska Statistical Offices.

3/ Growth rate Jan-Nov 1999/ Jan-Nov 1998,
2 Growth rate Jan-Sep 1999/Jan-Sep 1998.
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Table 21. Bosnia and Herzegovina: Employment in the Federation, 1994-99 1/ 2/

(Annual average)
Total Material Sphere Nonmaterial Sphere 3/
Employed Waiting Employed Waiting Employed Waiting
Dec.1994 143,952 113,701 30,251
19935 199,659 156,048 43,611
1996 4/ 248,994 194,225 54,767
1997 - 283,820 89,668 171,219 38,762 112,030 877
1998 318,927 76,518 190,019 75,938 128,908 574
Jan.-Nov.1999 343,490 66,051 214,611 65,703 126,879 348
Estimated Annuaj Growth Rates
1895 5/ 585 56.5 6563
1996 &/ 247 245 256
1997 W 174 -4.3 12 ~4.0 355 -38.1
1948 8/ 12.4 -14.7 106 -14.4 15.1 -33.9
Jan.-Nov.1999 9/ 76 -14.2 13.7 -14.0 -1.4 41.4

Sources: Federal St'atistics Office; and IMF staff estimates,

1/ Data prior to September 1996 apply to the Bosniac-majority area only; data prior to January 1997 excludes
empioyees of the Ministry of Defense and Ministry of Interior. Emploved prior to 1997 include those “waiting";
figures for "waiting” not available before October 1996,

2/ The categery of "waiting" applies to personnel formally on enterprise payrolls but not actually working
or collecting wages. Figures for "employed” are exclusive of "waiting".

3/ Includes government administration, education, health care, and other social services.

4/ Estimated,

5/ Average of November-December 1995 over average of November-December 1994,

6/ Average of first eight months of 1996 over average of first eight months of 1595,

7/ Average of last quarter of 1997 over average of last quarter of 1996.

8/ Annual average 1998 over annual average 1997.

9/ First eleven manths of 1999 over first nine months of 1998.
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Table 22. Bosnia and Herzegovina: Employment in the Federation
Monthly Average, Actual and Waiting, 1997-99 1/

Total _ Material Sphere Noen-material Sphere 2/

Employed Waiting Emploved ‘Waiting Employed Waiting

1997  Jan 280,429 92,752 169,950 91,846 110,479 206
Feb. 280,980 92,701 170,324 91,736 110,656 965
March 282,155 90,703 171,475 89,716 110,680 - 989
April 280,438 91,592 168,718 90,584 111,720 1,008
May : 281,165 90,706 170,137 89,708 111,028 998
Tune 282,327 89,946 170,415 $9.038 111,912 008
July 285,030 87,354 172,866 86,480 112,164 874
Aug. 285,383 37,010 173,168 86,140 112,215 870
Sep. 286,382 83,411 173,673 27,615 112,709 796
Oct. 287,755 87,768 174,551 26,890 113,547 535
Nov, 286,217 89,237 172,695 88,416 113,522 871
Dec. 287,580 81,731 173,857 86,979 113,723 202
1398 Jan. 295277 86,334 173244 86,084 122,033 800
Feb. 302,510 84,119 176,553 83.440 125,957 679
March 306,086 82,119 179,625 81,456 126,461 663
April 312,466 78,758 184,860 78,160 127,606 398
May 313,701 77,715 185,379 77,074 128,322 641
June 319,854 75,584 189,866 74,995 129,988 589
July 321,183 73,335 191,357 74,735 129,826 600
Aug. 322,158 74,344 152,340 73,773 129,818 571
Sep. 324,922 71,598 193,151 71,083 131,771 515
Oct. 336,641 70,188 205,167 69,752 131,474 436
Nov. 3/ 336,262 70,587 204,570 70,154 131,652 433
Dec. 336,062 70,985 204,117 70,556 131,945 429
1999  Jan. 338,664 68,387 212,745 68,027 125919 360
Feb. 3/ 338,504 68,153 212,388 67,777 126,516 376
March 339,145 67,919 212,495 67,327 126,650 392
April 340,755 66,424 213,760 66,073 126,995 351
May 3/ 340,873 66,322 213,812 635,950 127,061 72
June 340,993 66,219 213,870 65,826 127,123 393
July 3/ 341,754 63,471 214,772 65,113 126,982 358
Aug. 343,282 64,722 216,266 654,399 127016 323
Sep. 343,761 64,325 216,747 63,994 127,014 331
Oct. 343,917 64,250 216,865 63,955 127,052 295
Nov, 344,345 64,366 217,000 54,094 127,345 272

Sources: Federal Statistics Office; and IMF staff estimates,

1/ The category of “waiting” applies to personnel formally on enterprise payrolls but not actually working,
or collecting wages. Figures for employed are exclusive of those at waiting,

2/ Includes government administration, education, health care, and other social services.

3/ Data for "waiting" estimated by extrapolation.
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Table 23. Bosnia and Herzegovina: Average Monthly Paid Wages in the Federation
by Broad Type of Economic Activity, 1994-99 1/ 2/

(In convertible marka)
Grass Monthly Wages Paid 3/ Net Monthly Wages
‘Materi!l * Nonmaterial ‘Matetial Nonmateriel
Total Sphere Sphere 3/ Total  Sphere Sphere 4/
1994 Dec. 205 202 211
1995  Aug. 43.1 59 53.2
1996  Aug, 168.4 144.7 238.1
1957 Aug. 419.6 367.3 5514 265.9 233.6 347.2
1998  Aug. 506.3 454.8 626.1 329.0 296.1 405.8
1999  Jan- Nov. 545.0 503.3 640.9 3733 . 3423 435.8
1997  Jan. 3752 330.6 514.6 238.1 2097 326.8
Feb. 383.0 3318 $18.2 2444 211.8 330.5
March 393.8 3474 501.6 251.4 2216 3204
April 406.7 3438.0 537.6 378 222.1 33738
May 414.6 3373 545.5 2611 259 3441
June 408.1 351,35 553.4 2379 2232 3470
July 419.7 3647 555.0 266.8 2325 3512
Aug. 4]18.1 3709 542.4 2684 239.0 3457
Sep. 426.3 3728 565.9 2706 2373 31574
Oct. 4433 395.1 575.5 2803 2510 360.6
Nov. 453.0 400.} 588.9 2858 253.7 368.3
Dec. 4929 4373 6137 307.6 2758 376.5
1998 Jan. 467.8 4233 584.7 2997 269.7 37sl
Feb 494 4 4443 603.4 314.0 2829 3817
March 4853 4313 626.8 3074 274.7 3932
April 5180 467.0 6314 3244 293.0 394.1
May 4997 447.1 616.5 3185 2854 392.0
June 502.9 4472 641.0 319.1 28%3 403.8
Tuly 519.1 456.4 656.9 328.7 289.6 414.5
Aug. 526.2 470.3 640,1 334.7 3002 404.9
Sep. 498.6 451.8 6092 3351 3072 4143
Oct. 5179 475.7 610.6 3352.2 3235 4152
Nov. 521.0 4703 645.4 3543 31%.8 4389
Dec, 5244 472.5 646,35 356.6 3213 439.5
1999 Jan. 531.6 479.1 628.6 361.5 325.8 4274
Feb 546.9 301.9 6333 37Le 314 430.7
March 536.9 487.7 647.7 365.1 331.7 4404
April 5522 507.3 636.6 375.5 3449 4329
May 347.8 500.3 6533 375 3402 4442
June 5420 3019 6307 368.5 3413 428.9
July 5859 506.6 650.8 3780 3445 442.6
Aug. 5516 512.1 6403 3753 3482 4354
Sen. 560.0 5114 644.5 380.8 3477 4382
Oct. 551.5 509.5 638.0 375.0 346.5 4339
Nov. 562.3 5134 6546.4 3823 3525 439.6

Source: Data provided by State Statistical [nstitute,

1/ Average of wages paid out in month, regardless of period to which wage refers 1o, or of number of employed
who did not receivs wage. .
2/ Data for Republika Srpska have been omitted as an already metiodologically weak indicator has been seriously
effacted by problems of conversion of currencies,

3/ Data were revised refative to SM/98/96 to reflect actual gross wages paid, rether than esiimates based on

cantribution rates.

4/ Includes government administration, education, heslth care, and other social services.
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Table 24. Bosnia and Herzegovina: Retail Price Developments, 1994-99

Federation I/ Republika Srpska 2/
Dec. 1995 Monthly  Percent in KM In YUD
=100  percent  change Dec. 1995 Monthly Percent Dec, 1995 Monthly Percent
change relative 1o =100 percent change " =100 percent change
Prev, vear chenge  relative to change relative to
prev. year prev. year
1994  Avg, 3/ 143.0 70.0 264
1995 Avg. 1368 -4 75.0 12.9 574 1176
1996 Avg. 103.3 245 923 16.9 95.3 65.9
1997 Awp. 114.5 108 85.6 7.3 97.8 w 28
1998 Awg. 120.3 51 13.6 -14.0 135.2 332
1999  Avg. 115.9 0.3 84.0 4.1
1996  Dec. 107.7 04 7.7 823 -54 172 91.5 -8.5
1997  Jan, 1118 33 13.2 8.4 1.1 292 96.0 4.9 -17.5
Fab. 112.9 L0 14.6 82.5 14 26.9 96.6 0.7 -20.0
March 112.8 0.1 14.1 87.2 5.6 ) 98.5 1.9 20
April 116.0 29 133 933 7.1 0.7 100.2 1.3 77
May 1194 29 14.7 92.2 -1.2 2.6 97.1 -3.1 68
June 119.7 0.2 15.5 80.8 2.6 3.0 95.3 -1.8 6.9
July 1193 0.3 16.0 9.4 0.7 6.1 56.3 1.0 .0
Aug. 1gy -04 14.5 89.0 1.6 2.5 95.5 0.8 8.4
Sep. 1209 1.7 15.2 6.0 34 23 96.3 0.9 79
Oct. 121.5 0.4 13.8 8L.6 -5.1 1.6 97.2 05 82
Nov. 1222 . 0.6 13.9 78.5 2.5 8.6 1013 42 112
Dec. 1223 0.1 13.6 74.0 6.9 -10.0 103.2 19 128
1998  Jan. 123.0 0.5 10.0 66.5 -10.2 -183 105.4 21 98
Feb. 123.9 0.8 98 74.3 11.3 10.0 109.3 37 131
March 125.2 1.0 11.0 733 -13 159 110.2 0.8 120
April 1253 0.1 3.0 71.8 2.0 23,0 1293 17.3 29.1
May 126.4 0.9 58 70.1 2.5 24.0 1278 -12 316
June 1250 -1.1 4.5 702 0.2 21.8 128.8 0.8 35.1
July 1234 -1.3 34 73.0 4.0 -19.3 1327 o . 37.8
Aug. 123.4 0.0 38 75.9 4.0 -14.7 139.3 5.0 458
Sep. 123.9 0.4 2.3 76.7 1.0 -10.8 139.3 0.0 446
Oct. 123.8 0.1 L9 759 -1.0 7.0 142 4 2.2 46.6
Nov. 1235 0.} 14 774 20 2.7 173.5 218 3
Dec. 124.5 0.5 13 782 1.0 5.6 183.8 59 78.1
199%  Jan. 1244 0.1 1.2 784 0.2 179
Feb. 1247 0.2 0.6 78.4 0.0 5.4
March 124.5 0.1 .5 30.3 2.5 9.5
April 1243 0.2 0.8 81.8 1.8 13.8
May 1243 0.0 16 82.3 13 18.2
June 1234 6.7 13 85.1 28 213
July 1222 -1.0 -0 B4.5 0.7 15.8
Aug. 1222 0.0 1.8 85.0 0.5 1.5
Sep. 1231 08 0.7 5.5 06 . 1L.5
Oct. 122.5 0.5 -1 8.3 33 16.3
Nov. 1227 0.2 -1.0 £9.1 0.9 5.1
Dex. 1234 0.5 =10 £9.2 04 14.0

Sources: Federation and Republike Srpska Statisticel Offices: and IMF staff estimatas.

1/ The new domestic currency (convertible marke, KM) was introduced in August 1997 for noncash transactions, and
became available for cash transactions from June 1998; under the currency board arrangement, KM 1 =DM 1.

2/ KM-based index besed on puraliel market DM/YUD rate observed in Belgrade, Yugoslavia until June 1998,
Direct observations of KM prices thereafter,

3/ In RS 1994 avcrage refers only to March-December 1994,



Table 25. Bosnia and Herzegovina: Consolidated General Government and Entities, 1996-1998 1/

1996 1997 1998
Tedoration
Consotidated State  Consolidated  Federal Cantons,  Republika
government Municipalities, Srpska 2/
apd Social Funds
(In millions of KM)
Totul revenue 1,992 2,398 3,148 140 2,678 682 2,003 450
Tax revenue 1,381 [,615 2,035 a 1,740 645 1,095 295
Taxes on goods and services 767 976 1,1%0 0 1,042 23 e 149
Trade taxes 296 349 407 0 nz 2 O 95
Taxes on income 296 234 77 0 339 10 329 3
Other taxes 22 7 60 0 47 0 47 13
Nontax revenue 609 783 1,113 140 938 37 208 155
Transfers from other levels of government 0 0 0 120 0 o 3 0
Other 609 783 1,113 20 938 17 900 155
Total expenditere 2,173 2429 3,657 140 3,034 1,038 2,003 603
Wages and contributions 235 293 462 14 27 ” 196 155
Goods and services 92 73 133 19 64 37 27 50
Military 188 kL 3 L] n 276 23 70
Debd service 27 75 87 87 U} 0 0 |
Reconstruction expenditure 2] 109 145 o 137 43 94 12
Subsidies 16 8 24 0 20 20 0 ¢
Other transfers to households 442 745 s 0 333 136 &7 40
Of which : Tramfers to war invalids 198 rx} 347 0 306 w9 97 40
Transfers to the state government 65 65 0 55
Transfers to cantons or musnticipalities 1 9 7 e
Social fiund expenditure 912 ] 819 819 9
Other expenditure and unallocated 3/ 1,158 T 830 0 766 21 745 64
Foreign loan financed projects s 320 o 256 256 0 64
Balance -182 -31 -509 0 -356 -356 o -153
Financing 182 k3 509 0 356 356 0 153
Domestic financing 41 o o 0 0 o 0 o
Foreign financing 136 k1 309 0 56 356 ¢ 153

Sources: Data provided by authoritics; and IMF staff estimates.

1/ Including State, both Entity level governments, the Federation's local governments (cantons and municipafities), social funds, and
off-budget foreign project loans, but cxcluding RS local governments.
2/ RS municipal government revenne is not incoded, which accounts approximately for 20 percent of Entity pavermnment reveniue.

'3/ Includes district, canton, and municipal expenditures, for which insufficient data is available to permit allocation among the categorics.
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Table 26. Bosnia and Herzegovina: State Budgetary Operations, 1997-1999

1997 1998 ' 1999
Estimates Estimates Jan.-June
Estimates

(In millions of KM)

Revenues 50.0 138.0 76.0
Owa revenues 20.0 20.0 10.0
Transfers from entities 30.0 118.0 66.0

Expenditures 110.0 138.0 6.0
Administrative 350 51.0 2.0
Debt service 1/ 750 87.0 54.0

External financing 60.0 0.0 0.0

Sources: Council of Ministers of Bosnia and Herzegovina; and IMF staff estimates.

}/ Does not include payments from the SDR account and direct servicing of new commitments

by some projects.
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Table 27. Bosnia and Herzegovina: Federation Fiscal Operations, 1996-99

1966 1997 1958 1999
Actual Estimates Estimates Prel.
(In millions of KM)
Total revenue 3148 610.5 681.9 7237
Tax revenue 3123 565.3 645.0 676.5
Excises 1490 279.8 3231 3121
Trade taxes 163.3 285.5 3116 346.7
Profit tax : .0 0.0 10.4 17.7
Nontax revenue ' 235 452 36.9 472
Total expenditnre 394.3 541.1 781.8 800.5
Wages and contributions 624 69.6 773 02.5
Goods and services 1/ 12.9 21.5 37.0 324
Military 2/ 0.0 253.5 276.0 281.4
Reconstruction expenditure 3/ 9.6 17.5 42.6 26.0
Subsidies 29.1 32 204 14.1
Other transfers to households 177.6 226.7 2359 215.9
Transfers to pension fund 15.0 15.8 219 6.5
Transfers for heaith 42.3 14 1.3 0.1
‘Transfers for education 16.7 10.4 33 1.4
Transfers to war invalids 95.2 175.5 209.3 207.9
Transfers to the state government 28.9 29.9 65.0 84.0
Administration 28.9 154 20.6 133
Debt service 0.0 14.5 4.4 £5.7
Transfers to cantons and municipalities 12.7 3.7 7.0 15.9
Other expenditure and unajlocated 13.1 15.6 20,7 28.4
Foreign grants for budget support - 349 14.7
Overall balance (before grants) -79.5 -30.7 -29.9 -76.8
Overall balance (after grants) -05.0 -62.1
Financing 79.5 30.7 65.0 62.1
Domestic financing -14.9 0.0 Q.0 0.0
Foreign loans for budget support 4/ 94.4 30.7 65.0 79.4
Memorandum items:
Revenue-to-GDP ratio (in percent) 10.3 13.4 13.3 12.4
Expenditure-to-GDP ratio {in percent) 12.9 14.0 15.2 13.8
Balance (before grants)-to-GDP ratic (in percent) -2.6 £.7 -1.9 -1.3
Foreign project loans (million KM) 0.0 256.0

Scurces: Data provided by the authorities; and IMF staff estimates.

1/ Includes goods resetve.

2/ Does not include off-budget assistance from other conntries.

3/ Includes allocation for railroads and other capital expenditures.

4/ For 1999, includes KM 39.1 million of externa} financing received in December 1999
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Table 28. Bosnia and Herzegovina: Republika Srpska Fiscal Operations, 1996-99

1996 1897 1998 1999
Prel. Estimates Estimates Jan.-Aug.
Prel.
(In millions of KM)

Tatal revenue 2530 2093 357.1 3628
Tax revenus 245.0 197.0 294.8 2727
Taxes on goods and services 76.7 100.1 148.7 153.5
Sales 1ax 1/ 594 904 978 971.5
Excises 174 2.8 509 559
Trede taxes 549 630 94.9 437
Texes on income 2/ 723 282 385 36.3
Other taxes 21 56 12.7 342
Nontex revenue 3/ 70 123 62.2 50.1
Total Expenditurs 254.3 2093 4462 4075
Wages and contributions 335 249 154.6 105.9
General administration 177 109 76.6 70.5
Education 4/ 206 139 78.0 354
Goods and services 359 30.5 49.6 847
Goods reserve 5.6 62 127
Otker 5/ 00 0.0 403 719
Military 1387 734 70.0 524
Banking fees 0.0 0.4 0.6 12
Transfers to sacial funds 6.1 0.1 11.3
Reconstruction expenditure 6/ 4.6 9.3 12,0 17.1
Of which : Railways 2.5 g3 120 120
Subsidies 7/ 6.5 0.0 0.0 7.8
Other transfers to houscholds 27 15.1 79.3 47.4
War invalids 21.6 48 40.3 37.5
Other 8/ i1 03 39.0 99
Transfers to other levels of govemment 06 12 556 65.0
Transfers to the State 0.0 0.0 550 64.2
Administration 0.0 0.0 100 6.7
Debt service 0.0 0.0 45.0 57.5
Trensfers to municipalities 0.6 1.2 0.6 0.3
Other expenditure and unallocated 6.9 48.6 24.5 152
Foreign grants for budget support 0.0 0.0 31.1
Ovenll Balance (before grants) -13 0.0 -89.1 452
Overall Balance (after grants) 0.0 0.0 -58.0 452
Financing 13 0.0 580 321
Domestic 14 00 0.0 0.0
External financing for budget support 0.0 0.0 58.0 32.1
Memorandum items: .o 0.0 0.0 0.0
Reveaue-to-GDP ratio (in percent) 235 12,9 207 18.5
Expenditure-t0-GDP ratio (in percent) 236 129 25.8 20.8
Balance-to-GDF ratio (in percent) 0.1 0.0 -5.2 23

Foreign project assistance 1583 195.3

CQf which: Foreign financed project loans 522 64.4

Sources: Data provided by authorities, and IMF staff Pprojoctions.

1/ Including sales tax, military surcharges, and railway surcharges,

2/ Including perscnal income tax, wage withholding tax, and corporale income tax

¥/ Including fees, fines, and other special revenncs,

4/ Estimated as 2/3 of total education expenditure.

5/ Including 1/3 of education expenditurs and other materials costs,

6/ Including railway and other capital expenditure.

7/ For watet, forestry, and agriculture.

&/ For 1999, includes transfers to health insurance funds, refugees and displaced persons, students,
social institutions, and special urban prajects.
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Table 25. Bosnia and Herzegovina: Monetary Survey, December 1996-November 1999
{(In millions of convertibie maris; end of period) 1/

15596 1987 L ] 1999
Dac. Dec. Dec. Mar. Tw Sep. Ot Nov.
Asset ’ ’ 775 11% 1,547 1,509 1,608 1,727 1,874 1,980

Foreign asssts (pet) 197 2056 2,040 -1,962 -1.388 -1,828 1,721 -,713

Fareigr assets 1,266 1,443 1,455 1,447 1591 1,718 1,810 1,852
Foteign wects (MAs) 2/ 165 144 292 300 384 444 619 27
Foreign assets (DMBa} 901 1,206 1173 1,138 1,207 1.274 1,191 1,125

Foreign Tishilities 3,240 -3,499 -3,505 3,408 23,479 +3,543 -3,532 3,564
Foreign linbitities (MA) 3/ -13% 72 -130 117 -153 -185 -185 185
Foreign lisbilitics (DMBs) 4/ +3,102 -3,428 1375 -3,492 +3,325 -3,358 -3.347 "+3,380

Donestic assets (pet) 2,749 3235 3,587 3471 3486 3,552 3,586 3,593
Claims on central government (pet) 2/ 5/ . 2% 18 50 57 -7t =27 . 15 L1}

Monetary authorities -107,987 132 -7.345 7416 2,446 4,948 434 9,164

Cleirms on central govermment 109,913 [ 0 0 0 0 0 0

Deposits of central government <217,900 -132 1345 ~7A16 8,445 4,948 2,434 9,164

Depasit money banks -169608 195483 185978 -16635%  -148,177 153,431 136,584  .125.005

Claims on coniral govermment 14,644 21,046 22,7136 2,885 22,805 15323 16,303 12317

Deponits of central grvernment 194282 217,529 208,764 -189243 170,983 -168,754  -154,887  .137342

Chthor ciaims 3,253 3,840 4,201 4,108 4,147 4,140 4,191 4,253
Other itoma {net) +237 439 554 551 -581 561 580 570

Linbilities

Broad mancy s L1728 1,547 1,509 1,608 1,727 1,74 1,980

Money 187 252 310 332 378 142 784 889
Currency outside banks &6 112 152 1m 00 253 344 Ey ]
Demand deposits 9 125 147 161 178 28D 440 519

Dremanad deposits of nonfinancial public enterprises 73 71 un 110 122 217 315 358
Ciher 6/ 18 45 a5 51 56 2 125 161

Quasi-moncy 588 926 1,237 1 1,229 1,184 L0920 1,092
Time and saving depasits in domestie currency 7 10 i 8 7 H 11 18
Foreign currency deposits 581 or? 1,228 1,189 1223 L1786 1,07 1,073

Demand deposits 466 554 62 554 631 577 468 493
Nonfinancial public entreprises 366 397 503 408 451 421 n 349
Other 6/ ' 100 157 260 146 181 155 145 150
Time und saving deposits 118 363 467 615 591 600 613 520
Nonfinencial public entreprizes 7 175 24 159 346 343 335 306
Other &/ 41 188 243 256 245 257 7 4

Memorandusy iterns: : . {Changs in percent, of opening M2)

Foreign saets {net) 60 -1 i 5 10 14 21 21
Foreign sssets 131 23 ' 2 -1 g 16 n 25
Foreign lisbilities -n -34 -1 g 2 2 2 -4

Daomestic assets (net) 35 63 30 -8 5 -2 1 7
Claims on centtal government (oet) 5/ ] 21 b -2 . B 2 3 4

Monelary authorities ~25,646 13,511 12,980 §2,971 12,709 13,290 12,111 12,746
Claims on central, government 3433 14,176 -14176 14,176 J14,176 414,176 14,176 14,176
Deposita of cenirai government 29,07 28,087 27,157 27,147 26,586 27,466 26,967 26,92

Deposit maney banks -20,453 -3,455 4111 419 2964 2,086 4,001 5,750
Claims on central govemnment 1,124 226 1,050 1,063 1,053 88 214 300
Deposits of central government 21,587 4,292 3,163 544 1.7 1,999 3,787 6,050

Cher claims (ret) 82 L ¥ 25 =5 -5 -4 2 3

Broad money 9% 52 31 -2 4 12 21 28
Money 3 g 5 1 4 15 21 37
Quasi-maney 63 % 26 -4 0 3 -9 9

Sources: Data provided by the Central Bank of Bosnia and Herzegovina ({CBBL); and 1MF staff extimates,

17 At the official or market exchange rates for the KM, the BH dinar, the YUD, and the kuna.

2/ Exchuding USAID depeits.

3/ Foreign liabilities of the Monetary Authorities have been transfered to the State, us of August 1997,

4/ Including transactions writien off by Privredns Banks Sanajeve (PBS) in Decersber 1997 without the approvel of the Federation Banking Agency (FBA).
5/ Inctuding net claima on Entity govemnments. Excluding USAID deposits.

6 including notcentral govermment and private sector.



Table 30. Bosnia and Herzegovina: Summary Balance Sheet of the Central Bank, August 1997-December 1999 1/

(In millions of convertible marks; end of period)

1997 1997 1998 1999
Aug. 1] Dec, Dec. Mar. Jun. Sept. Oct. Nov. Dec.
Assels 133.7 162.0 2846 3106 3496 420.7 599.1 7115 8713
Foreign exchange asscts 1326 144.1 2833 3094 3478 418.6 5958 7052 865.8
Cash 4.3 6.2 327 1.3 312 37.1 490 126.5 835
Investment 1283 1380 2506 298.1 3164 3814 546.7 5786 7822
Other 0.0 00 0.0 0.0 0.1 0.1 0.1 0.1 0.1
Other assets 11 79 13 13 L8 20 33 62 115
Liabilitics 1337 162.0 284.6 3106 3496 4207 599.1 7115 8713
Monctary habilities 133.7 160.3 2539 280.5 3187 3883 566.0 68759 836.1
Currency outside monetary authorities 100.9 1146 167.5 1773 208.0 2639 3584 3308 5384
Credit balances of resident banks 28 45.5 79.1 958 1013 119.5 198.2 276.0 2886
Other deposits of residents 0.0 0.1 73 74 94 49 94 22 2.1
Lizbilities to nonresidents 0.0 0.0 0.0 090 0.0 0.0 0.0 0.1 0.0
Other liabilitics 0.0 04 1.2 09 12 14 17 34 1.5
Capital and reserves 0.0 1.4 295 291 297 310 314 321 338
Net free reserves 2/ -11 -16.1 294 28.8 290 303 2938 293 297

Sourees: Central Bank of Bosnia and Herzegovina (CBBHY); and IMF staff estimates.

1/ Exoesses of monetary liabilities over foreign exchange assets at end-December 1997 and end-March 1998 reflect the extension of credit from the Central Bank
to the National Bank of Bosnia and Herzegavina (NBBH), made possible by flows in the design and operation of the interbank settfement mechanism.,
The authoritics subsequently put in place arrangements that prevented tecurrence of this problem.

2/ Defined as total foreign exchange assets minus moneciary liabilities and liabilities to nonresidents. Performance criterion under the

Stand-by Arrangement.

- £eT -
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Table 31, Bosnia and Herzegovina: Summary Balance Sheet of the Commercial Banks in
Bosnia and Herzegovina, December 1994-November 1999 1/
(In millions of convertible marka; end of period)

134 ~

STATISTICAL APPENDIX

1994 19935 1996 1997 1998 1599
Dec. Dec. Dec. Dec. Dec. Mar. Jun Sep. Nov.
Assets 3,510 3,449 4,251 5,080 5,426 5,353 5,447 5,560 5,654
Foreign assets 567 646 901 1,151 1,112 1,123 1,152 1,258 1,109
Shont-term 265 356 585 806 803 116 882 9316 787
Long-term 303 250 316 345 310 307 310 322 323
Domestic assets 2943 2802 3,350 3,929 4313 4,230 4,255 4,301 4,545
Claims on general government - 14 10 18 26 31 37 38 34 29
Central government 13 Lo 15 A 23 23 k] 15 12
Other government 1 0 3 5 g 14 15 19 16
Claims on private sector 2/ 2,885 2,730 3,260 3,832 4,192 4,094 4,131 4,121 4247
Reserves 42 62 73 71 20 99 86 145 270
Liabitities 3,510 3,449 4,251 5,080 5,426 5353 5,447 5,560 5,654
Foreign linbilities 2,824 2,860 3,102 3,344 3,326 3,287 3,320 3,353 3374
Short-tenn 74 96 137 207 215 204 198 210 201
Longterm 2,749 2,765 2,965 3,137 3,110 3,083 3,122 3,143 3,173
Domestic liabilities 686 588 1,548 1,736 2,100 2,067 2,127 2,207 2,280
Demand deposits 2317 324 582 &96 938 763 256 917 1,064
General govemnment 37 31 67 65 n 20 98 96 138
Central government 24 15 43 24 37 4% 47 51 52
Other government 12 16 24 41 a5 43 51 45 87
(ther 2/ 200 293 515 631 867 672 758 821 925
Time and s2vings deposity 2,902 6,572 263 366 647 764 722 126 684
General government 3 84 147 230 189 160 145 137 103
Central govesnment 33 84 142 193 m 142 124 118 86
Other povernment 0 Q 5 35 17 19 20 19 18
Other 2/ 2,869 6,488 f16 336 458 604 578 589 581
Credit from monctary suthorities 11 17 38 1 0 ] 1] g 0
Other jtemns {net) 3/ 2464 6,325 266 474 515 540 549 365 532
Memorandum item ¢ i
Tatal depasits 100 100 100 100 100 100 100 100 100
Demand deposits 61 T 69 55 59 50 54 56 61
Central goventment 6 3 5 2 2 3 3 3 3
Other 53 67 64 53 57 47 51 53 58
Of which : Foreign curtency 52 62 55 43 48 36 40 35 28
Time, savings and foreign corrancy deposits 3% 29 3l 45 41 50 46 44 39
Central government g 12 1?7 15 11 9 8 7 5
Other 31 11 14 30 30 41 38 a7 34
Of which : Foreign currency 30 10 14 29 29 40 37 37 33

Sources: Data provided by the National Bank of Bosnia and Herzegovina (NBBEH) and the National Bank of the Republika Srpska (NBRS) unti] July 1957 and
the Central Bank of Bosnia snd Herzepovina (CBBH) thereafier; and IMF stad esiimates.

1/ Consolidated balance sheet of commercial banks operating in the Federation and the Republika Srpska. Excluding the Nationai Bank of Bosnia
and Herzegovina (NBBH) and the National Bank of the Republika Srpska (NBRS), clrasified among deposit money banks as of August 1997,

2/ Inciuding nonfinancial enterprises, nonbank financial instituticns, houssholds, and other nongovernment sectors.

3/ Including sssets and liabilities relating to frozen foreign exchange deposits.
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Table 32. Bosnia and Herzegovina: Summary Balance Sheet of the Commercial Banks in the
Republika Srpska, December 1994-November 1999 1/ -

(In millions of convertible marka; end of period)

1994 1995 1996 1957 1998 1996

Dec. Dex. Dec. Dec. Dec. Mar. Jun, Sep. Nov.

Asscts 698 585 622 749 1,038 96k 566 1,022 1,064

Fareign aexots 40 51 9 & 124 118 B [ 50

Short-term 4) 40 40 40 40 40 40 40 40
Long-term 0 o 0 o 0 ° 0 0 .o

Domsstic maets as57 534 583 686 910 | +18 880 243 974

Clairma on central govesnment 2 2 1 2 2 3 1) 4 3

Claéms on privats sactor 2/ 532 516 573 683 901 £17 68 503 ni1

Reserves . px 15 T 0 5 10 & k1] 38

Lialsiics 698 85 522 T 1,038 963 966 1,022 1,064

Foreign liabilities a2 457 474 532 533 548 361 580 593

Short-tanm 1 1 4 7 25 113 17 24 27

Lomgeterm 381 456 470 525 208 530 544 536 565

Domestic Eabilities s 128 143 217 505 419 40% 441 471

Demand depoaits RS T 2 b7 268 162 165 170 182

Central government 34 kr 14 24 76 62 50 54 54

Oiber 2f 52 34 28 59 182 o5 115 i1é 128

Time and saving deposits n 44 31 & 182 179 160 167 158

Centtral govecament 17 3l 10 20 43 35 26 28 27

Other &/ 76 12 A 40 119 144 133 140 141

Credit from monstary authoritics 5 15 25 1] a 0 ¢ 0 1]

Bonds Q 0 Q 14 10 10 9 9 ]

Qther items (net1) 3/ 132 el 50 50 45 69 72 9% 113

Memarandum item: (In percent of total deporits)

Total deparits 100 160 100 loo 100 (1. 100 100 100

Demand deposits 43 47 50 55 LX) 41 47 46 43

Cemral government 11 ] [ 4 3 9 8 5 8

Other 2 41 45 52 50 3 39 37 44

Of which : Fotzign comency n a1 45 L7 50 E 1) 39 17 13

Thme, ssvings and foreign currenzy deposits 37 53 S0 45 47 58 13 54 52

Central government 16 k] 16 15 16 12 9 g H

Qther 47 15 M 30 31 47 45 45 44

Qf which: Foreign currency 47 1% 34 30 3t 47 45 45 44

Sources: Data provided by the Central Bank of Bosgia and Herzegovina (CBBH); and IMF staff estimates.

1/ Excluding the National Bank of Republika Srpaka (NBRS) clasified among deposit money banka as of August 1997, At the official exchange rate of
Yugosiav dinar (YUD) | per DM uniil November 16, 1995, YUD 3.3 per DM through March 1998, and YUD 6.0 per DM for the romainder of 1994, Foliowing
mﬁeemmpmbmummﬁdegﬁqmm:mmdﬁmm 8 per KM in Tanuary 1953 w YUD 18-20 per KM by end-year,
Byuﬁd—]m,ﬂmmmdmﬁnw&nmwmmw 20 petoent of commercial hank deposits and in November 1999 YUD payments were eliminated from
the payment systemm.

2/ Including nomfinancial enterprises, nonbank finaneial inatitutions, households, and ather nongovernment sectors,

¥ Including assets mdiabﬂiﬁanhﬁumﬁemmimmdepnjn
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Table 33. Bosnia and Herzegovina: Summary Balance Sheet of the Commercial Banks Operating
in the Federation, December 1994-November 1999 1/
(In millions of convertible marka; end of period)

1994 1995 199§ 1997 1598 1999

Dec. Dec. Dec. Dec. Dse. Mar, Jun. Sep, Now.

Akacts 2,814 2,865 3,630 4,332 4,389 4,387 4,483 4,540 4,592

Foreign ascts Lperd 595 862 1,088 S84 1,007 1,106 1,180 1,019
Short-term 224 306 546 743 675 700 796 858 697 .

Lapgsterm 303 290 316 345 310 307 310 322 azi

Domestic asacts 2,287 2270 2,769 3,24 3,408 3,380 3,377 3,350 3,573

Claims cn general govermment 13 8 16 24 29 34 33 30 23

Central government 12 8 13 18 20 20 18 11 9

R Other governmant 1 0 3 5 9 14 15 15 16

Clnitns on private scctor 2/ 2,258 2,214 2,687 3,149 k.l 3,257 3,264 3218 3,316

Roscrves ¢ 47 66 7 85 39 80 112 231

Linbilities 2314 2,865 3,630 4,332 4,389 4,337 4,483 4,540 4,592

Foreign babilitica 2,442 2,404 2,520 2,312 2,793 2,738 2,760 27173 2,782

Short-term n 95 133 200 190 186 182 186 173

Long-term 2,369 2,309 2,49% 2,612 2,602 2,553 2,578 2,587 2,608

Domgatic liabititica kiri3 462 1,002 1,520 1,598 1,649 1,723 1,767 1,810

Ciemand deposita 168 286 550 622 733 626 ns T4 %09

General government 19 26 63 6l 38 63 4 69 m

Central government 7 10 39 19 ] 21 23 24 24

Other government 12 i6 24 41 35 43 31 45 87

Other 2/ 143 258 487 362 675 573 643 705 793

Time and savings deposits 60 9l 232 507 465 3835 563 358 il6

Qeneral government 16 i3 137 218 127 125 119 109 76

Central government 16 i3 132 174 110 106 98 - 59

Other government 0 a 5 36 17 i9 20 19 18

Cther 2/ 44 s 95 296 338 460 444 449 439

Credit from monetary authoritics 5 4 13 0 o 0 ] [ 0

Other items (net) 3/ 138 82 207 gz 398 428 443 435 38S

dMemorasadin items: (In percent of total deposits)

Totai deposit 100 100 100 100 100 100 100 100 1060

Demand deporits 74 % kil 55 61 52 56 58 64

Central government 3 3 5 2 2 2 2 2 2

Other 70 73 65 53 58 30 54 56 62

Qf which: Foreign currency 66 67 55 42 47 37 40 39 32

Time, savings and forcign currenoy deposits 26 24 30 43 39 43 44 42 36

Central governmen! : 7 14 L7 13 9 9 £ 7 4

Other 19 10 13 29 30 39 36 as 32

Gf which: Foreign currency 19 ¢ 12 29 29 39 36 35 i

Claims on NEBH for frozen foreign exchangs deposit 2,328 22 2298 2,338 2313 2335 2,34 2,343 2,343

Sourves: Data pravided by the Central Bank of Bosnia end Herzegovina {CBBHY; and IMF staff catimates.

1/ Consolidatad balance shest of commervisl banks operating in the Federalion, Excluding the Mational Bank of Bosnia and Herzegovina (NBBH) clawificd
among deposit money banks as of August 1997,

2/ Including nonfinencisl enterpriscs, nonbank financial institutions, househoids, and other nongovernment sestors.

3/ Inluding assets and liabilitics relating to frozen forcign exchangs deposits.



Table 34. Bosnia and Herzegovina: Selected Interest Rates of Commercial Banks in Republika Srpska, June 1998-June 1999 1/

(Ins percent per annum) 1/
1998 1999
June September December March June
Min. Max. Mine., Max. Min. Max. Min. Max. Min. Max.
Lending
Short-term
KM 120 43.3 90 30,0
YUD 200 218.0 200 218.0 260 2180 212 Nnso0 120 101.0
Long-term
KM 6.0 212 80 200
YUD 6.0 218.0 6.0 2180 5.0 218.0 5.0 2180 6.0 430
Deposit
Demand deposits
KM 1.0 350 13 20.0
YU io 36.0 10 1127 i.0 102.3 1.0 77.0 10 35.0
Time and Savings deposits
KM 20 350 20 150
YUD 60 60.1 3.0 152,12 8.0 102.3 80 60.1 RO 480

Sources: Central Bank of Bosnia and Herzegovina; and IMF staff extimates.
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Table 35. Bosnia and Herzegovina: Selected Interest Rates of Commercial Banks in the Bosniac-Majority Area, Junic 1998-June 1999 1/

(In percent per annum) 1/
1998 1999
Jun. Sep. ) Dec. Mar, Jun.
Min, Max. Min. Max. = Min Max. Min. M. Min. Max.
Lending
Short-term
Nonfinancial public enterprises 180 443 18.0 480 16.7 438 168 438 162 42.6
Private epterprises and cooperatives 6.0 443 60 4318 6.0 438 6.0 433 6.0 426
Houscholds 94 426 94 426 94 426 6.0 426 60 426
Long-term - .
Nonfinencial public enterpriscs 18 30.0 1.8 300 18 18.0 1.3 36.0 10 360
Private enterprises and cooperatives 20 300 20 30.0 2.0 240 20 360 20 35.0
Households 50 300 . 50 300 50 19.0 22 42.0 2.0 420
Deposit
Demand deposits
Monfinancial public enterprises 15 26.0 1.5 i3.5 1.0 120 1.0 2.1 0.5 11.0
Private enterprises and cooperatives 1.0 26.0 1.0 6.2 1.0 {20 1.0 11.0 05 1.0
Households 1.0 30.0 14 12.0 1.0 120 L0 15.0 0.5 15.0
Time and Savings deposits
Nonfinancial public enterprises 30 16.1 30 159 .0 16.1 3.0 15.0 30 16.8
Private enterprises and cooperatives 30 16.0 o 159 ) 15.0 3.0 150 20 150
Households 25 206 30 19.0 1.5 19.8 2.0 198 20 150

Sources: Data provided by the National Bank of Bosnia and Herzegovina (NBBH) until August 1997, and by the Central Bank of Bosnia and Herzepovina (CBBH) thereafier.

1/ Annual interest rates as of end of period. Data for earlier periods are not available under the same format.
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Table 36. Bosnia and Herzegovine: Balance of Payments, 1994-1999

(In millions of 1.8, dollars)
1554 1995 1995 1997 1958 1599
Est. Est, Est, Bat, Est. - B
Trade balance -803.0 -930.0 -1,546.0 -1,758.2 -1,7564 14147
Exparts, £0.b. 31.0 152.0 1350 5750 Bl58 9728
Trnports, £a.h. ’ -£34.0 -1,082.0 -1,882.0 .2,333.2 2,572 23825
Reconstruction ae 0.0 -795.0 S35 7153 5635
Humanilzrian (in-kind) -561.0 459.0 <2480 -359.7 -136.1 521
Cither -333.0 -623.0 -840.0 14000 -7 17718
Services, net 880 230 <740 1540 2585 3289
Reseipts 104.0 239.0 3220 427.0 549.8 503
Expendityre -191.0 2520 -396.0 2730 “2913 2607
Income, net: Intavest due 1/ <1650 -242.0 2220 <2280 1106 T4
Interest dug 1/ -165.0 2420 -222.0 2280 1106 ~70.4
Unroguited transfers, =t 879.0 1,002.0 1,094.0 ™o 510.0 973
Receipts 88R.0 1,673.0 1,251.0 §520 550.0 3973
Officint 5o EYsR 5580 4220 180.6 179.3
Privats’ $73.0 6950 £93.0 4309 380.0 2174
Expenditure 4.0 710 1579 -20.0 -40.0 0.0
Cuarent accourtt balance 1770 -193.0 -748.0 -L,060.2 -1,008.4 -167.0
Exciuding official transfers 4920 -570.0 -1,306.0 -1,482.2 -1,288.4 9459
Capital transfers for reconstruction oo 0.0 8415 5738 7263 5358
Foteign investment (net) 06 s 1] 0.0 - Do 106.0 60.0
Muitilateral and Paris Club ereditors 1180 -144.0 628.0 126.3 180.4 2552
Disbursements 0.0 6.0 865.0 176.3 23 2665
Reconstructian 6.0 0.0 2440 1763 23 2005
Cther %/ an 0.0 §21.0 0.0 2.0 850
- Amortization -119.0 1440 -237.0 -50.0 424 112
Other creditors (net) 1390 1270 -114.0 1070 745 7§48
Capital sceount balance -258.0 2710 1,355.5 593.0 933.] 1,203.9
Errors and afmissions 3/ -0 239 210 2521 911 94.4
Ovecall Beiance <436.0 4879 396.5 2151 2565 LX)
Finaneing 436.0 4379 3963 215.1 2465 4312
Net foreign assets {increase, -} 6.0 5.2 2825 $0.0 . 50.8 £02.0
Cenvel bank &/ 150 -1B.2 -163.6 1544 942 3002
Commercial banks 9.0 - .70 1289 2444 144.5 3018
Net usa of Fund resources 0.0 177 21 -1.0 34,1 18.5
Purshasealoans 0.0 450 - 0.0 0.0 341 38.9
Repurchases/repayments 0.0 273 2.1 10 0.0 203
Short-term labilities (raduction, -) 7.0 15.2 23.0 0.0 0.0 0.0
Arrears {reduction, -) 4230 4842 -125.0 2060 -1,489.0 8252
Multilateral sreditor 5/ 4750 8.0 248 39.8
Paris Club creditors 6/ 102.0 48.0 -815.3 00
Londan Club 7/ 133.0 145.0 -740.6 0.0
Other creditors 8/ 1120 1050 42.1 “7854
Dbt Reacheduling (of Arrears) 0.0 00 0.0 0.0 1,5559 124
Multitaters] areditors 5/ 0.0 o0 0.0 a.0 (11 124
Paris Club creditors 0.0 0.0 0.0 0.0 $15.3 0.0
London Club 00 a.0 0.0 0.0 T40.6 0.0
Debt Relief, current manurities (cashflow) 0.0 .0 0.0 0.0 104. 55.2
Multilateral creditors % 0.0 0.0 08 0.0 00 o0
Paris Club creditors 9/ o0 0.0 0.0 0.6 355 6.7
Londen Club 9/ a0 0.0 0.¢ a0 €03 €5.9
Taeal financing gap 10/ 0.0 0.0 0.0 0.0 a.0 305.8
MMemerandurn itema:
Cusrent accourt balance 14} -10.2 273 1.0 <282 <174
excluding cfficial transfers 382 -30.0 416 433 -33.0 214
Bequernad debl/GEP (in percent) 3T W05
Debt service/Exports (in percent) 166 19
Gross official resarves (in months of imports) © 06 0.6 1.2 0.4 0.7 22

Som-._u: Daa pravided by the Eosnian suthorities; and IMF stif estimates,

1/ Inciudes late interest through end-1997. Original muturities.

2/ Includes sasistance committed af the May 1999 donore conferenca.

3/ Includes vajuation adjustment of exchange mte changes.

4/ From August 1997, lisbilities 1o the Fund are clessified as liabilities of the Siate. Exchdes foreign exchangs held by Pryments Bursaus.

3! Clearimes of TRRID arrears on June 14, 1996, Includes arears to the Counzil of Burope Socizl Development Fund, the European
Investment Bank, and the IFC, )

€ Reflects Patis Club debt consolidation agreed in October 1998,

¥ Reflects London Club debt consolidation agresd in Decomber 1997,

&/ Axsumes a débt restructiring agreement by end-1999 ta clear amears,

9/ Principal and interest payments dus on originat mutcrities, jess payments due on rascheduled debt.
10/ The financing gap in 1999 is fully covered by other rescheduling and debt retiaf
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Table 37. Bosnia and Herzegovina: External Debt at End-1998 1/ 2/ 3/
(In millions of U.S. dotlars)

Debt
Arrears Estimates
Total debt outstanding 809.0 2,9814
Amortization
Multilateral ' 40.8 1,178.8
IMF 0.0 76.8
World Bank 4/ . 0.0 1,014.0
Other 40.8 88.0
Paris Club 5/ : _ 0.0 529.3
London Club 5/ 0.0 400.4 -
Other creditors 5/ 6/ - 490.6 594.0
Non-convertible currency debt 5/ 277.6 278.7

New Debt (disbursed after end-1997) 6/

Scurce: Data provided by Bosnian authorities; and IMF siaff estimates.

1/ Excludes an estimated US$54 of payments arrears at end-1997 for gas supplied from the Russian Federation, which
is in dispute. Also excludes about US$200 million of claims on BiH banks for guarantees provided for construction

" work not completed, which is i dispute. Incindes non-allocated debt of the former SFRY ellocated om the basis

of the Fund key of 13.2 percent of the non-allocated debt of the former SFRY. Inciudes debt for which status of public

liability has not been verified or finalized.

2/ The authorities reported that BiFf had claims amounting to about 1/831.2 billion at end-1991 on other countries
{excluding states of the former SFRY) mainly in the Middle-East and North Africa. In addition, R{H has a claim on the
foreign exchange reserves of the former SFRY.

3/ Incorporates clearance of IBRD arrears on June 14, 1996, and the prepaymen: of unmatured loans as part of the
debt consolidation.

4/ Includes late interest through end-1998 for other creditors and non-convertible debt creditors. A restructuring
agreement with London Club creditors became effective as of January 1, 1998. An agreement on Naples terms was
teached with the Paris Club in October, 1598; presentation is provisional, pending agreements with hilateral eraditors.

5/ Mainly commercial creditors (i.e., supplier and trade creditors).

6/ Bilateral debt databese is incomplete; debt service projections ars approximate.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

