POLICY COHERENCE FOR INVESTMENT:
OBSTACLES TO INVESTING IN BOSNIA AND HERZEGOVINA,
POLICY ANALYSIS & RECOMMENDATIONS

o
B)a PG Lﬁ? 2009-2010
. C—

Sponsore d by Prepared by







The present report (the “Report”) is a product of the staff of PGlobal Global Advisory and Training
Services Ltd. The findings, interpretations, and conclusions expressed in this report do not necessarily

reflect the views of Islamic Development Bank (IDB) or the governments cited in the report.

The information and the analysis contained in the Report is provided in good faith and on an as-is basis.
Whilst every care has been taken in the preparation of information contained in it, PGlobal accepts no
responsibility for any errors which, despite all precautions, it may contain. Furthermore, no liability or
guarantee can therefore be assumed for the timeliness, accuracy or completeness of the information
provided, or any statements made herein.

The distribution or possession of the present Report in or from certain jurisdictions may be restricted in
law. The intended receiver of this Report is the Islamic Development Bank (IDB). The Report may not be
reproduced or used by anyone other than the intended recipients by the Islamic Development Bank.

The Report or parts of it may be translated into languages other than English, but in the event of any
inconsistency or ambiguity in relation to the meaning of any word or phrase in any translation, this
English text shall prevail. Any such translation will be subject to the same restrictions on distribution

and publication as this original English version.



ISBN:

©PGlobal Global Advisory and Training Services Ltd; 2010
PGlobal Global Advisory and Training Services Ltd

Koza Sok.37 /2 -4 GOP

Ankara 06700 Turkey

Telephone: +90 312 439 3033

Fax: +90 312 439 3029

www.pglobal.com.tr



TABLE OF CONTENTS

FAN o] o =NV =Y u o 0 L3PPSR Wl
F Yol o) VY] [=To F=0=T o g V=T o | S USSR VI
EXECUTIVE SUMMIAIY .iiiiiiiiiiiiiiiiiiiiiiiiiiti s s s s s s s s e s e e e e eeeeeeeeeaeeeaeeeeeeeesesesesesesesesesesssesestsssessssnasannnnnnns IX
TaldgeTe 18 Totu]o ) o SRR 1
O [0 1YY 4 0 1T ol 2o LT oY AT 7
2. Investment Promotion and Facilitation .........c.coeiiiiiiiiniii e 15
R 1 - Yo [T 2o oY RSP PPP SRR 21
N I 1 o To T g Y/ =Y 2 ol oo o S UPUPRRS 25
LT - Q2o 1o U UPURPRRS 31
T Tl 2o 1Y USSP 37
2 o 0700 F= Y =T o =1 SR 43
8. COrpOrate GOVEIMANCE ....cciiiiiiiiiieeeeeeeeeeeeee et ae et sssssassseesesesesasaaaaaasaeeeeeeeeeseeesesesennnnes 47
1S O Y oY w I Oo ] o (¥ ] o] [0 o PSP 51
O Y=Y {0 | oY o] Y Y=Y o] o o o USRS PRSPPI 57
P @] o Yo Y=l u ku o o I o] [ oy VA USSP 63
12. Policy Coherence and CONCIUSION.......ciiiiiiiiiiiiiiie ettt e e e e e sabae e e e enaeeas 72
Annex A. Bosnia and Herzegovina Investment Report: Survey Results.........coocecvviiieeeeiieeiicccciinieeeeen, 78

RO O BN CES .ottt ettt e e e e e ettt e e e e et et b e eee sttt e ettt bt e aetttr e eetrtrraaaes 80



LIST OF BOXES

Box 1. Overall Methodology and Analytical Tools

Box 2. Recent Development in Macroeconomic and Infrastructure Environment

Box 3. Role of IPA Web Site in Location Decision Role of IPA Web Site in Location Decision
Box 4. FIPA: External Evaluations

Box 5. Social Security Policies in BiH

Box 6. Tax Incentive for Foreign Investors

Box 7. Treatment of CAFAO to Custom and Tax Services

Box 8. Cases on Anti Competition

Box 9. Opinions of the Competition Council

LIST OF FIGURES

Figure 1. Policy Analysis Methodology

Figure 2. Distribution of the FDI by sectors (1994-2008)
Figure 3. FDI Flows (in million USS)

Figure 4. FDI Stocks in 2008 (in billion USS)

Figure 5. Employment, Labor Force in BiH (x1000)
Figure 6. Total Labor Costs in 2006 (USS per month)
Figure 7. Labor Force by Highest Education Attained in 2008
Figure 8. Aid/GDP (in percent)

Figure 9. Multilateral Aids (million USS)

Figure 10. Bilateral Aids (million USS)

Figure 11. Corruption Perceptions Index 2007-2009



ABBREVIATIONS

AM
BiH
CAFAO
CEFTA
EC

EPL
ETSC
EU
FBiH
FDI
FIAS
FIPA
FTAs
ICN
IFC
IMF
IPAs
IPR Enforcement
IRI
IDA
ITA
MFN
MIGA
ODA
OECD
OHR
RIA

RS
SAA
SEE Countries
SMEs
SPIRA
TRIPS
TVET
USAID
usb
VAT
VE
VET
WAIPA
WB

Association of Mediators

Bosnia and Herzegovina

Customs and Fiscal Assistance Office

Central European Free Trade Agreement

PHARE European Commission Poland and Hungary Assistance for
Restructuring their Economies

Employment Protection Legislation

Education Credit Transfer System

European Union

Federation of Bosnia and Herzegovina

Foreign Direct Investment

Foreign Investment Advisory Service

Foreign Investment Promotion Agency of Bosnia and Herzegovina
Free Trade Agreements

International Competition Network

International Finance Corporation

International Monetary Fund

Investment Promotion Agencies

Enforcement of Intellectual Property Rights
Investment Reform Index

International Development Association (World Bank Group)
Indirect Taxation Authority

Most—favoured-Nation Treatment

Multilateral Investment Guarantee Agency

Official Development Assistance

Organisation for Economic Co-operation and Development
Office of the High Representative

Regulatory Impact Analysis

Republika Srpska

Stabilization and Association Agreement

Southern and Eastern Europe Countries

Small and Medium Sized Enterprises

Streamlining Permits and Inspection Regimes Activity
Trade-related Aspects of Intellectual Property Rights
Technical and Vocational Education and Training
United States Agency for International Development
United States of America dollars

Value-Added Tax

Vocational Education

Vocational Education and Training

World Association of Investment Promotion Agencies
World Bank

Vil



Vil

ACKNOWLEDGEMENTS

This report was prepared by a team led by Cengiz Orun. The core team included Murat Yulek, Recai
Aydin, Bahar Biyikli Onat, Furkan Unal, Tolgahan Akdan, Gizem Kanadikirik, Fatih Denek, (PGlobal);
and Amer Bukvic and Salih Purisevic (Bosna Bank International).

Comments and input were received from Adil Bushnak (Bushnak Group), Rafee Yusoff, Hamza A.
Alsaktawi (IDB), Khaled M. Al-Aboodi (IDB), Adzlin Azhar, Oktay Kiiglkkiremitgi (TKB). Peer reviewers
included Alistair Nolan (OECD).

Valuable statistical inputs were provided by Nina Popric, Alma Sabeta (both from FIPA), Ognejenka
Lalovic (Foreign Trade Chamber of BiH).



EXECUTIVE SUMMARY

This Reportintends to provide policy makers with recommendations on policy coherence for investment;
as they could usefully be employed to initiate evidence-based policy dialogue among the government
institutions as well as amidst governments in the SEE region. The recommendations are therefore
intended to lay the ground for further complementary policy studies which would be conducted by
government institutions as well as international organizations.

Bosnia and Herzegovinais at the forefront of policy challenges, essentially brought about by globalization
since the inception of post conflict transition. To effectively respond to investment related challenges,
the Government of Bosnia and Herzegovina, compared to other post conflict states, has triumphantly
undertaken numerous policy reforms, aiming at establishing a business enabling environment while
setting up a comprehensive strategy and facilitated its implementation so as to attract more FDI to BiH.
However, this is not enough and more substantial policy reforms need to be adopted, together with
better enforcement.

In this Report, eleven investment related policy dimensions are addressed with a view to identifying
the obstacles to investing in Bosnia and Herzegovina and to concurrently examining linkages among the
policy dimensions which may undermine or augment their respective impacts. These dimensions are
investment, investment promotion & facilitation, trade labor market, tax, aid, corporate governance,
Human capital, anti corruption, regulatory reform and competition. Each policy dimension covers a
number of identified sub-dimensions.

Policy analysis of this report integrates several tools; examination of the best practices in the South
Eastern Europe, survey results, and finally justification of coherence of policy analysis. The writers
of this report strongly recommend that the policy findings parts should be read together with policy
recommendations as they largely complement or substitute each other.

Our analysis revealed that lack of essential coordination and the role and responsibilities among the
government offices largely undermines the investor confidence. Furthermore, the country’s investment
environment is negatively affected by the overlapping legislation at a state and entity level, resulting in
an overly cumbersome regulatory framework.

Human capital needs to be high on the agenda of the BiH. As Bosnia and Herzegovina is ideally located
in the crossroads of the European transportation and trade corridors, it is determinedly seeking to
integrate into EU. Attracting FDI is an important milestone in paving the way for its membership as well-
educated and skilful labor force will play an important role in accomplishing this endeavor. Needless
to say, presence of qualified human resource is one of main criteria investor take into account prior to
making investment decision.

The state level government is comprised of many autonomous administrative units where there is
no essential coordination on taxation. The resulting inefficiencies in the governance structure and
functioning, creating double taxation at times (leading to penalization of businesses operating in
different entities) as well as obstacles to enforcement of taxation.

Following the transition period, corruption perception in BiH has been identified as an important
obstacle and is highly relevant to investment policies as indicated in our survey. This is highlighted also
in the Corruption Perception Index 2009 where Bosnia and Herzegovina is ranked the 99th out of 180
countries. Comparing to its neighbors in SEE, it has the highest score.

The challenges in the labour market are various and they are reflected in wages higher compared
to productivity in the formal sector; the large and growing share of informal employment where
employees are not covered by social insurance; and persistent unemployment.

In sum, Policy challenges in BiH are various and effective policy reforms are needed to respond to
global economic shocks world experience nowadays.






Introduction

Globalization refers to the increasing integration of economies around the world, particularly through
the movement of goods, services, and capital across borders. Owing to globalization, foreign direct
investment increased from 6.5 percent of world GDP in 1980 to 31.8 percent in 2006 while the stock
of bank loans, as a percentage of world GDP, increased from approximately 10 percent in 1980 to 48
percent in 2006 (IMF Staff, 2008 ).

However, not all world economies have been able to reap the opportunities offered by globalization
equally while some has faced challenges in adaptation to the new environment. Many developing
countries and transition economies are striving to attract more FDI, as they realized its importance to
their development. To this aim, they are heavily involved in eliminating the current obstacles in their
domestic investment environment by identifying and removing the policy barriers while providing in-
vestors with incentives. Needless to say, however one should acknowledge the existence of counter
arguments on globalizations.

Bosnia and Herzegovina is not an exception to this. Following deadly attacks on civil society leading to a
full scale civil war, post conflict restructuring efforts have been accelerated, concentrating among oth-
ers, on creating a business enabling environment so as to attract as much FDI as possible and thereby
increasing economic prosperity.

This Report intends to convey policy recommendations, along with underlying reasons, with a view to
assisting policy makers overcome the current challenges facing BiH, while the successful policy reforms
of BiH are carefully noted. The Report can be instrumental in initiating evidence based policy dialogue
among policy makers, as it contains assessment of policy bottlenecks and it develops a holistic tool that
can assist policy makers in analyzing the coherence among the policy sets. The recommendations are
largely derived from policy findings but others haven’t been observed in current policy environment in
BiH but included; as their impacts are evidently found to be effective and efficient in OECD countries.
While acknowledging the existence of more comprehensive regional approaches and their publications
by international organizations such as the OECD IRI or WB Western Balkan Integration, we are confi-
dent that the analysis in this Report will put forward a innovative view on strengthening the investment
environment through policy coherence based arguments.

The analysis as in similar every case is constrained by the availability and reliability of data. while con-
firmation of collected data with relevant government institutions becomes crucial. This poses notable
challenges in achieving thriving outcome on time while the process itself is difficult and over-demand-
ing. In the case of BiH, it is noted that there is incoherence among data sets / time series provided by
different government institutions for the same policy areas. Therefore, improving coordination among
the government institutions and enhancing statistical capacity of BiH are at the forefront of the policy
recommendation chapters of the reports.



Box 1. Overall Methodology and Analytical Tools

This Report largely draws on the analysis® of PGlobal experts while considering the views of
the BiH government institutions, local experts and perception of the international organizations
and most importantly, observations of business circles. In the course of the preparation of the
report, we came across various inconsistencies in the data set and contradictory outcomes of
analysis conducted by different organizations, academicians, and experts. While trying to re-
examine their findings, we revisited the outcome of our survey, indicating responses of the in-
vestors whose views have been reflected in this report. Moreover, we justified outcomes of the
survey by conducting our own additional analysis with a view to exploring underlying reasons
for policy obstacles.

While different perceptions of various international organizations and observers co-exist, our
analysis revealed that Bosnia and Herzegovina still appears as a very attractive spot for invest-
ment in south eastern Europe at large.

Figure 1 briefly explains our methodology for the identification of obstacles to investment and
devising policy recommendations for the enhancement of the investment climate in BiH. Our ap-
proach integrates several tools; examination of the best practices in the South Eastern Europe,
survey results, and finally justifying coherence of policy analysis. It covers eleven most relevant
policy dimensions, and sub-dimensions crucial for the investors have been examined.

To this aim, each policy dimension is divided into five main parts. The first part is dedicated to
examination of the impact of relevant policy dimensions on the investment while the second
one provides readers with a recent snapshot of the relevant BiH policy. The third and the fourth
parts are complementary to previous parts and are comprised of different modules on policy sub
dimensions, analytical tools, methodology and policy findings. The final part, policy recommen-
dations, is mainly derived from policy findings and presented at the end of each part.

Examination of the best practices in the region provides us with a starting point. It sheds light
on where BiH stands comparing to the economies that had similar experiences, and helps us
identify BiH’s strengths and weaknesses in attracting FDI.

Moreover, our survey, gives us original information about the experiences of the current inves-
tors in BiH as well as the perceptions of the potential investors. Our survey results are employed
to justify our policy analysis and to propose policy recommendations, as well as to revise our
selected policy dimension/sub dimensions whenever necessary.

Once completing the policy analysis, the next step is to make an overall evaluation of the policy
dimensions seeking to identify inconsistencies between various dimensions as they will reduce
or augment the effect of their respective policy implications on investment. Subsequent to their
relevance confirmation, policy recommendations are drawn accordingly.

In the preparation of the report, significant amount of assessment has been carried out in select-
ing policy dimensions with a view to developing a compact policy report on a timely basis. The
Report was not intended to cover every issue related to the investment environment; rather, it
focuses on the aspects that might have a substantial effect on the BiH investment climate.

1 PGlobal has conducted several analysis for the report, including a survey (see the annex)
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1. Investment Policy

1.1 FDI and Investment Policy

The overall benefits of FDI for emerging and transition economies are well known. There are many
evidences that FDI initiates technology spillovers, assists human capital formation, contributes to in-
ternational trade integration, helps establish a more competitive business environment and enhances
entrepreneurship. As all of these contribute to higher economic growth, it will also help reduce poverty
in developing economies. Therefore, there is a growing interest in devising a sound investment policy
so as to attract as much FDI as possible.

1.2 Investment policy in Bosnia and Herzegovina

Even though the BiH government strive to open the its economy by attracting more FDI to the country
foreign investors still continue facing a number of serious challenges and obstacles, including corrup-
tion, a complex legal and regulatory framework, lack of transparency in business procedures, and weak
judicial structures etc. Privatization of state-owned enterprises has lagged behind many SEE countries
albeit substantial efforts in 2007. Policy reforms to complete the transition to market economy are
underway but there is a lot to be done. Foreign investment particularly in greenfield programs are far
from being adequate while banking sector successfully attracts notable amount of FDI. Private Public
Partnerships (PPP), particularly in the healthcare and transportation sectors, are gradually identified
as an effective model to ensure the involvement of the private sector as RS already approved a legal
framework on PPP. As there are improvements in every policy dimensions, the impacts of the global
turmoil negatively influence the recent reforms and macroeconomic environment.

Box 2. Recent Development in Macroeconomic and Infrastructure Environment

GDP growth in Bosnia Herzegovina has declined continuously since 2006 and the economy as a whole was
considerably hit by the global crises in 2009 contracting by -3.1 percent. Bank credits have dried up and a
notable shortage in foreign direct investment (FDI) emerged. This was accompanied by lower demand from
the European Union for BiH exports and a fall in remittances from workers abroad. Construction activity has
suffered and unemployment is on rise.

Bosnia and Herzegovina (BiH) is ideally located at the crossroads between West and East, the Mediter-
ranean and Continent, and its proximity to the main European business hubs makes it an attractive
business destiny. Its position can be perceived as a natural gateway to markets with an easy access to
60 million SEE citizens as defined by the SEE Free Trade Agreement. It has a population of 4 million and
a significant number of skilled labor force. Moreover, BiH companies have a long standing tradition of
successful implementation of international projects particularly during the pre-war period. Political
stability has now been largely achieved, resulted in the change of the perception of the investors from
post conflict state to business enabled environment.

INVESTMENT POLICY
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Figure 2. Distribution of the FDI by sectors (1994-2008)
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3 Figure 3. FDI Flows (in million US$)
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In 2008, foreign direct investment in BiH amounted to USD 1 million and originated from 26 countries
(Slovenia, Austria, Croatia, Serbia, Switzerland, USA, Germany, Netherlands, Poland, Italy, Lithuania,
Ireland, Norway, Bulgaria, Turkey, Hungary, Russia, Czech Republic, United Kingdom, Sweden, Den-
mark, UAE, Montenegro, Spain, Kuwait and Belgium). It declined from a peak of USD 2.1 billion in 2007)
when a number of large state-owned enterprise privatizations in the Republika Srpska. However, in
comparison to neighboring countries in the SEE, BiH lags behind in attracting FDI.

BiH government has issued vouchers to all of its citizens over 18 years old, aiming at enabling them
to purchase state owned properties or shares in SOEs during the privatization process. Subsequently,
privatization investment funds were established to convert vouchers into citizens’ shareholdings. This
central European style voucher type privatization, however, hasn’t turned out to be a success story as
no incentives to make further investments have been put in place. Therefore, it leaves the privatized
businesses as under-performers.” In order for better allocation of the resources, radical restructurings
or even closures of the loss-making enterprises are necessary in order to eliminate the fiscal burden
from BiH government and more importantly to increase productivity and competitiveness in the coun-
try.

From 1994 to 2008, manufacturing accounts for the largest share in FDI with 35 percent followed by
banking, 22 percent. Other than these two; trade and telecommunication constitute 25 percent of the
total FDI. In the same period, 56 companies have been successfully privatized to foreign investors in BiH
while in RS, shares of the only seventeen companies were sold to overseas investors.

Do You Know This?

According to the Pglobal Survey (see annex); The overall rating for current investment climate in BiH, compared
to neighboring countries, is reported to be 5.20 (where respondents were asked to rate the current investment
situation out of 10, while 1 represented “least favorite or very poor” and 10 represented “most favorite or very
strong”).

Figure 4. FDI Stocks in 2008 (in billion USS$)
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Bosnia and Herzegovina attracted FDI of 382 million EUR in the first 9 months of 2009. Because the
reinvested earnings 'are calculated on an annual basis, total FDI figures were not available in the first
three quarters’ for the year of 2009. Due to the global economic crisis, however, it is estimated that
FDI flows to Bosnia and Herzegovina will be negatively affected, as other developing and transition
countries.

1.3 Policy Sub-dimensions, analytical tools and framework

Two core policy sub-dimensions are addressed in the investment policy analysis of the BiH: nondiscrim-
ination and protection of property. As they include the main issues related to investment climate, some
other relevant topics are also examined in the course of the analysis. Non-discrimination in investment
policy requires that all investors, foreign or domestic, be given the same treatment. Core principles of
nondiscrimination are as defined by Organization for Economic Cooperation and Development are Na-
tional treatment, Most—favoured-nation treatment (MFN), and Protecting property and investment.
The policy finding of the analysis is presented below together with the possible causes and recom-
mendations.

1.4 Policy Findings

e Legal framework for investment has been improved recently. The Investment law BiH 17/98 13/03
regarding “the rights and advantage of the foreign investors”, indicates that the law has a superior-
ity over subsequently adopted laws and regulations while firms are usefully entitled to choose the

10 most favorable ones among them. While this seems to provide an absolute advantage for firms,
misinformation about this particular law and legal system at large are still prevalent among the in-
vestors?. Uncertainty and lack of information associated with lack of clear legal framework usually
leads to misinterpretations.

This is reflected in the survey of Euro Chambers in 2009 as 56 percent of the survey participants indi-
cated that they were not informed of by significant legal or regulatory changes and these render them
surprised

Do You Know This?

Misinformation about investment legal framework in BiH is prevalent among the investors, leading to attenu-
ation of investor confidence.

e Bosnia and Herzegovina still has been prone to weak policy coordination across the different levels
of government arising from complex governance structure at state and entity level. Even though
the constitution specifies the details of the role and responsibilities of the executive, legislative and
judicial institutions of BiH vis a vis the responsibilities of the entity of the FBiH and RS, enforcement
needs to be improved.

Moreover, Brcko district has a distinct status in BiH., Each level of government holds responsibility for
rule making within its specific competencies. Furthermore, the Office of the High Representative (OHR),

1 one of the components of FDI
2 Interview conducted by a team of PGlobal during the fact finding mission on 2 December 2009.

INVESTMENT POLICY
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established under the terms of the Dayton Peace Agreement, has the authority to propose and impose
laws in cooperation with the Members of Parliament, Council of Ministers, Presidency and Parliament
chambers (Tomas, M., 2007). From investor’s point of view; lack of essential coordination and integra-
tion among legislative bodies, institutions are the main challenges creating obstacles to investment.
Lack of policy coherence between the entities could be readily seen by the launch of two different
strategies for the same investment policy dimension? in FBIH and Republica Srpska , which, in fact,
both were aiming to promote economic development & investment as well as to remove the existing
obstacles to investment.

e Ownership plays an important role in establishing investors’ confidence. Prior to the implementa-
tion of joint development cooperation program of GTZ, BMZ and ADA in 2003; the records for prop-
erty registration were largely unreliable due to the high property transfer taxes and lack of technical
infrastructure. In 2006, the program included a cadastre component to lay the ground for linking
cadastre and land registry as a reliable and secured basis for property rights.

e Numerous laws and regulations concerning the enforcement of protection of intellectual property
rights, such as industrial property law; copyright law on the protection of new plant varieties have
already come into effect. Moreover, eleven international agreements have been signed such as Pat-
ent Cooperation.

Institute for intellectual property of Bosnia & Herzegovina was established in 2004 having a mandate of
protecting intellectual property rights and regulating the market. Even though a comprehensive legal
framework for intellectual property rights exists, it needs to be substantially upgraded in order to meet
international standards.

Moreover, BiH is not a signatory of the TRIPS agreement and piracy of motion pictures and music
and those of software programmes, are pervasive throughout the country. IPR enforcement should
be given high government priority through a proactive intellectual property rights protection strategy;
proper functioning of the Intellectual Property Institute; increased investigations, concerted efforts
by and coordination of police, customs administration, prosecutors and courts; and training on IPR
enforcement issues (OECD, 2006).

e The existence of a well-established arbitration mechanism positively influences the investment de-
cisions. Investor confidence is enhanced by enabling the firms to appeal international courts in
order to settle disputes. BiH government has already signed and ratified some international agree-
ments.

Moreover, on March 2002 an Association of Mediators (AM) was established, aiming to settle disputes
by providing an alternative method. AM consulted the relevant institutions and authorities and pro-
posed a draft law to the legislation authorities. In 2004 the law was adopted, which allows a judge to
propose an arbitrator for resolution. Even though, experience revealed that this is an effective method

3 In FBiH, “Policy for Action and Basic Strategies of the Government 2007-2010” whereas in RS, “RS Development Program
2007-2010"

11
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for dispute settlement, sixty one percent of the investors who participated in the Eurochambers* sur-
vey consider the dispute settlement in BiH as unreliable. There is no particular law referring to arbitra-
tion.

e In BiH, all investors are largely protected against nationalization and expropriation (N&E) as N&E
are only possible if there is a high public interest. In case it is undertaken, an adequate, effective
appropriate compensation is paid. Laws and regulations on expropriation is, to a great extent, are in
complying with international requirements.

e The Law on the Policy of Foreign Direct Investments of Bosnia and Herzegovina (Official Gazette of
BiH, 17/98, 13/03) ensures national treatment of foreign investors, i.e., foreign investors have the
same rights and obligations as those of BiH. The only limitation exists in armament and media sector
where foreign control is limited to 49 percent. The same law also guarantees that foreign investors
can make transfer payment in convertible currency.

e In FBiH, cantonal governments hold considerable authority over planning, licensing and other areas
affecting FDI (D&B Country Report, 2009/10). Stemming from uncoordinated legislative power, it is
also observed that transactions between Bosnian and Croat majority cantons become a challenge
unless foreign investors establish a business unit in each entity.

Do You Know This?

12
The only limitation to FDI exists in armament and media sector where foreign control is limited to 49 percent.

1.5 Recommendations

e Miscommunication is prevalent in BiH between investors and relevant government authorities.
There is a strong need to establish better channels of information flows between investors and gov-
ernment offices.

e Lack of essential coordination and details of the role and responsibilities among the government
offices largely undermine the investor confidence. Particularly, the country’s investment environ-
ment is largely hindered by the overlapping legislation at state and entity level, resulting in an overly
cumbersome regulatory framework. Present public administration is perceived to be a significant
obstacle to investing in BiH. Therefore policies streamlining investment related procedures will help
improve business enabling environment.

4 Partners For Investment Promotion” Is A Eurochmabres Initiative Supported By The European Union Under Cards 2005
Regional Funding
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2. Investment Promotion and Facilitation

2.1 Investment and Investment Promotion and Facilitation Policy

Within the increasingly competitive global environment for attracting FDI, a fundamental challenge for
investment promotion agencies (IPAs) in the developing world is to provide investors with the essential
information so as to locate their projects. An IPA is often the first government authority welcoming
investors, to make a good first impression or to convey them first overall perspective about the coun-
try, economy and investment. According to a survey conducted by the Foreign Investment Advisory
Services?, at least half of the surveyed developing-economy IPAs are still not providing services and
information that investors are looking for. As a result, many developing-economy IPAs are receiving less
attention from investors than they would receive if they performed better. However, the results also
reveal that a significant number of developing-economy IPAs are operating at levels close to those of
the world’s best (MIGA, 2006). The findings also indicate that many IPAs do not have expertise in the
industries in which they are seeking to attract investment while not having comprehensive knowledge
of economy and sectors.

Box 3. Role of IPA Web Site in Location Decision

A recent survey of executives with direct site—selection responsibilities for large U.S. companies reveals that
65 percent of companies have worked closely with IPAs while working on a location decision; 64 percent of
executives indicate a strong likelihood that they would use the IPA Web site in their next location search;
Only 8 percent of companies would not contact the IPA during the site-selection process; The percentage of
companies that believe the Web site to be an IPA’s most effective marketing tool jumped to 56 percent, up from
34 percent in 2002.

Source: Global Investment Promotion Benchmarking 2009: Summary Report May 2009 World Bank
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2.2 Investment Promotion and Facilitation Policy in Bosnia and Herzegovina

As a result of ongoing liberalization efforts —such as a Liberal Foreign Investment Policy Law, a new Val-
ue-Added Tax (VAT), and a harmonized trade and customs policy-, Bosnia and Herzegovina experienced
significant increase in FDI flow from 2002 to 2005 but there was a sharp 47 percent drop in 2008.

2.3 Policy Sub dimensions, analytical tools and framework

The policy framework for investment and facilitation includes two main components: A pro-active in-
vestment promotion and facilitation strategy and an investment promotion agency to implement this
strategy. Latter one is analyzed by considering web site and inquiry handling assessments.

2.4 Policy Findings

e Foreign Investment Promotion Agency of Bosnia and Herzegovina (FIPA) has been established in
2004 with a view to attracting and maximizing the flow of foreign direct investment into the coun-
try, encouraging existing foreign investors to expand further and develop their businesses in BiH.
Moreover, facilitating the linkages between public and private sectors, and having an active role in
policy advocacy to contribute to continually improving environment for business investment and
economic development are under its scope.

1 Available at www.fdi.net

INVESTMENT PROMOTION AND FACILITATION
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In 2006, the Council of Ministers of BiH adopted the “Investment Promotion Strategy”, with the
purpose of developing image building, investment generation and corporate development support
programs for FIPA. Even though substantial steps has been taken to strengthen the FIPA, it stills
needs to consolidate its activities through some solid measures such as facilitating licensing and
administrative procedure for Greenfield projects, according to OECD (OECD, 2006: 62).

The budget of the FIPA wasEUR 742.739 in 2005, the second highest budget in South Eastern Eu-
rope, following that of the Bulgarian investment promotion agency. There is no doubt that higher
budgets and its effective usage will assist Bosnia in its quest for attracting higher FDI.

Box 4. FIPA: External Evaluations

According to Multilateral Investment Guarantee Agency (MIGA) Evaluation of Investment Promotion Agencies

in Europe and Central Asia region, FIPA is ranked average with respect to the classification of “good, average,
weak, very weak”.

OECD’s comparison among the investment promotion agencies in the SEE region as a demand generator and
investment facilitator, reflected FIPA’s overall evaluation below that of the South Eastern Europe average in
2006.

Sources: The World Bank Group (MIGA, IFC and the WB), 2009. OECD, 2006.

Performance of the FIPA is evaluated against the well defined criteria: number of contacts with
potential and existing investors, number of presentations made and meetings, as well as quantity
of realized investment projects and number of sector analysis and publications. It has a notable HR
policy and its employees are well educated and knowledgeable.

If the FIPA could establish further closer linkages between foreign investors and local firms, it will
help facilitate domestic companies’ access to global markets. Moreover, it can also facilitate the
integration of domestic SME into global value chain while improving the productivity.

Effective and targeted investment incentives can play an important role in attracting the FDI. How-
ever, recent studies have revealed that the use of investment incentives focusing on foreign firms is
not always a successful panacea. Having said this, the BiH Government has established Foreign In-
vestor Support Fund, providing foreign firms with investment incentives in selected sectors thereby
creating new jobs. In 2008, the budget of the fund for is one million euros and it aims to promote
foreign investment projects in manufacturing, research, development etc. -except trade, banking,
leasing and insurance-. Moreover, plenty of soft incentives exist; such as one stop shop for construc-
tion permits, working permits, visas, etc., site-visits, consulting services, partnering / matchmaking
services and networking etc. Furthermore, FIPA established regular contacts with investors and seek
to involve in policy advocacy.

FIPA and the foreign investment promotion agencies of the Albania, Montenegro, Croatia, Macedo-
nia and Serbia signed a Memorandum of Understanding in order to cooperate in various programs
and projects and share their experience and best practices in FDI. FIPA is a member of the World
Association of Investment Promotion Agencies (WAIPA).

INVESTMENT PROMOTION AND FACILITATION
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2.5 Recommendations

e Even though there are substantial improvements in FIPAs functions, the agency stills needs to con-
solidate its activities through solid measures including facilitation of licensing and administrative
procedure for greenfield projects.

e BiH had experienced a civil war and it is always difficult to change investors’ perceptions for the post
conflict states. Moreover, heavy bureaucracy associated with lack of essential coordination among
all levels of public offices lead to uncertainty in the eyes of investors. FIPA, therefore, should be fur-
ther taking part in the image making efforts and in policy advocacy with the government institutions
while streamlining the administrative procedures to the greatest extent possible.

e FIPA needs to hire industrial specialists especially in the priority areas. That will enhance the coun-
try’s stature as an investment destination by directly targeting high profile investors, increasing the
institution’s responsiveness to investor needs through better quality and timeliness of responses to
queries.

e TVET and VET should be placed at the centre stage of the HR policies at the FIPA. Rising skills and
qualification of FIPA employees will help improve quality of services it provides investors with.

17
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3. Trade Policy

3.1 Investment and Trade Policy

A sound trade policy helps improve investment environment. As it enables specialization and scale
economies, trade policy is one of main drivers of productivity, thereby increasing countries’ capacity to
attract the foreign investors.

3.2 Trade policy in Bosnia and Herzegovina

BiH is running a relatively sizeable trade deficit of 4 million KM in 2008 and its export capacity is still
significantly limited. Bosnia and Herzegovina has successfully adopted notable unilateral trade reforms
since the end of the civil war. Its Most Favored Nation (MFN) applied simple tariff average of 7 percent
in 2008 is slightly higher than that of 2001. The use of nontariff barriers, however, is quite restricted
and the country has one of the lowest tariff rates on agricultural products among all of the Southern
and Eastern Europe (SEE) countries (World Bank, 2008a).

3.3 Policy Sub-dimensions, analytical tools and framework

Under Trade Policy category, policies related to international trade agreement, non trade barriers, tar-
iffs are examined while barriers to export such as lack of as technical standard, certification, branding
etc. are addressed. 21

3.4 Policy Findings

e Easy border crossing is essential in well-functioning international trade. The agreement on the cre-
ation of new border crossings has been signed between BiH and Serbia but it has still not been rati-
fied by either party. Even though it is not ratified yet, it is operated quite effectively.

e |n case of “serious doubts or concerns concerning the origin of a good”, the requirement of making
deposits at a bank was; this and other relevant amendments are quite likely to enhance investors
confidence.

e Customs administrations of BiH were unified in 2004, aiming at building a system for more coherent
implementation of trade policies at the state level. Under the previous arrangement, neither of the
entities’ customs administrations enforced trade or customs regulation coherently. That resulted
not only in inefficient collection of budget revenues but also led to serious distortions in trade flows.
The merger of BiH customs administrations into the Indirect Taxation Authority (ITA) substantially
improved conditions for foreign trade by reducing the number of customs clearing houses, promot-
ing selection of highly qualified staff, introduction of single standards for imports and exports, etc.
Following the establishment of ITA, customs revenues have increased considerably.

e BIiH has signed Free Trade Agreements and preferential trade agreements with various trade bloc
and countries; such as CEFTA (Central European Free Trade Agreement), FTA with Turkey, prefer-
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ential trade agreement with EU, Preferential Export Regimes with USA, Australia, New Zealand,
Switzerland, Norway, Russia, Japan, and Canada etc. Though, FTAs are expected to enhance trade
between BiH and countries concerned, its full potential has yet to be materialized.

3.5 Recommendations

Supporting export performance in terms of level and diversification is a crucial policy. Costly and
lengthy procedures for obtaining export certificate usually puts heavy burden on exporters as BiH
certificate of origin is not always recognized beyond the ex-Yugoslav market such as in Romania and
Bulgaria. Therefore, the procedures need to be streamlined. A well defined export promotion policy
will boost confidence in BiH products while helping increase productivity and competitiveness and
attract FDI.

There is an urgent need to improve the human capital in government institutions as it will enhance
quality of the services and reduce corruption perception.

Institutional framework related to foreign trade, industry and agriculture needs to be re-defined
and integrated as it leads to well-functioning and better coordination among the governmental in-
stitutions. This will be particularly useful in state level (Hadiomeragize, A., Jakubiak, M., et al, 2007).
Moreover, a sound human capital policy should be devised for the trade related governmental bod-
ies. Coordination between state and entity will improve the implementation of the trade related
measures.

TRADE POLICY
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4. Labour Market Policy
4.1 Investment and Labor Market Policy

Globalization facilitates reallocation of labour across sectors and countries. But the increasing speed
and scope of global integration does increase the need for sound labour policies, and also raises poten-
tial costs of labour market distortions. Moreover, findings reveal that sound labor market policies help
enhance investment environment.

4.2 Labor Market Policy in Bosnia and Herzegovina

Transitory labor markets of Bosnia and Herzegovina are difficult to examine by employing standard
data sources and techniques. The registered data on employment through surveys are limited as they
obviously do not include the informal economy.

The labour market challenges are various reflected in 1-/high wages compared to productivity in the
formal sector as underlined by World Bank (2005), 2-/ large and growing share of informal employ-
ment where employees are not covered by social security network, 3-/persistent unemployment.

4.3 Policy Sub dimensions, analytical tools and framework

Even though availability and reliability of the analytical tools to examine grey economy is quite limited,
it is certain that informality is a highly relevant topic in the BiH labor market. Furthermore, labor out-
comes, employment protection legislation, gross labor costs, and payroll taxes as well as labor taxes are
identified as the main sub-dimensions, having significant impact on investment.

4.4 Policy Findings

e Informality in the labor market is prevalent in BiH; according to World Bank (Krstic, G. and Sanfey P,,
2007), informal employment accounts for 47 percent of the total employment. Although its impacts
on the investment environment are not well-documented, high informality can result in inefficien-
cies/low productivities in the longer term.

e High labor taxes have led to high tax wedges in the Western Balkans. The average tax wedge, 35
percent (World Bank, 2008b:58 ), was found to be higher than that of low-income OECD countries in
2003. The reform process underway in BiH since then, led to a marginal fall on the tax wedge (32.4
percent) by 2007 (World Bank, 2008b: 58). As high tax wedges result in growing economic informal-
ity as well as to weaker job creation, it needs to be reduced.

e Employment Protection Legislation (EPL) is an effective tool in protecting workers from the risk
of losing their jobs. On the other hand, as EPL reduces the probability of being fired, it may also
decrease the probability of hiring the new employees. EPL in Bosnia and Herzegovina is one of the
least flexible in South East Europe.
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In addition to EPL, the labor movement rigidity is notably high due to the existence of the psychological
barriers such as possible unfair treatments in the other regions of the BiH arising from ethnic fragmen-
tation or lack of available housing.

e According to the World Bank (World Bank, 2008b: 87), BiH has one of the highest indexes of hiring
difficulty, 67, whereas its neighbors Albania, Montenegro, have relatively lower score of 44 and 33
respectively. On the other hand, in terms of the difficulty of firing index! BiH has moderate score
of 30, while Macedonia and Croatia hold higher index values of 40 and 50 respectively. Needless
to say, difficulty of firing and hiring as well as employment rigidities at large, have direct impact on
the investment decision. The combination of relatively high wages and employment rigidities is also
reflected in persistent but decreasing unemployment rates in Bosnia and Herzegovina.

Figure 5. Employment, Labour Force in BiH (x1000)
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e Figure 5 gives the total labor costs? for the year 2006 in BiH. it has relatively high gross labor cost
figures in the region with USD 645 , compared to those of, FYR of Macedonia, Montenegro and Ser-
bia; USD 514, USD 608, USD 618 respectively Y. Labour costs are one of the most important issues
which investors carefully examine prior to making an investment.

1 Developed by the World Bank and the IFC.

2 The statistics concept of labour cost comprises remuneration for work performed, payments in respect of time paid for
but not worked, bonuses and gratuities, the cost of food, drink and other payments in kind, cost of workers’ housing borne
by employers, employers’ social security expenditures, cost to the employer for vocational training, welfare services and
miscellaneous items, such as transport of workers, work clothes and recruitment, together with taxes regarded as labour
cost. (ILO)



Figure 6. Total Labor Costs in 2006 (USD per month)
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Source: Site resources, World Bank
Total labor cost includes gross wages and the social security contributions by the employer.

According to the World Bank, there is evidence that the effect of education and seniority on earn-
ings was more in line with regulations in the late 1990s than they are today.

Trade union membership remains heavily concentrated in the state-owned and mass privatized sec-
tor, albeit with declining influence.

Figure 7. Labor Force by Highest Education Attained in 2008
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Source: Labor Force Survey, 2008
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4.5 Recommendations

Informality needs to be reduced in the long run albeit its positive impact on employment and invest-
ment at the early stage of development.

Labor taxes need to be further lowered in order for attracting Foreign Direct Investment in line with
the development objectives of BiH.

EPL is one of the highest in the SEE, and it is recommended that the government relax the strong
grips on the labor market therefore this will increase the employment opportunities.

Enforceable set of labor regulations should be created and youth minimum wage needs to be in-
troduced. Furthermore, coefficients used in calculation of the wage require simplification and ratio-
nalization. Reducing the duration of maternity leave will have a positive impact on employment of
women.

Tripartism is gradually becoming a norm but the industrial relations is still in the state of a flux, and
the social partners are still underrepresented.

Social security contributions of the RS and of the FBiH as well as that of the Brcko entity differ
from each other significantly. In FBiH, employer share accounts for 11.50 percent on gross wage
(7 percent for pension insurance, 4 percent for health insurance, 0,50 percent for unemployment
insurance) In Br¢ko District: 7 percent on gross wage for pension insurance whereas in RS, there is
no contributions. Harmonization is required as the state level in order to create single economic
space.

Box 5. Social Security Policies in BiH

Harmonization of social security policies is required at the state level

In FBiH, employer share of social security accounts for 11,50 percent on gross wage ( 7 percent for pension in-
surance, 4 percent for health insurance, 0,50 percent for unemployment insurance) In Br¢ko District: 7 percent
on gross wage for pension insurance whereas in RS, there is no contributions.

Also employee’s share of social contribution differs greatly amid entities; in FBiH, it is 5.5 percent on net wage

whereas in RS, it varies in the range of 42-57 percent of net wage.

Enterprise restructuring should be promoted, freeing up unproductive labor currently employed in
inefficient firms or organizations in order for reallocating the resources.

Moreover, Public Employment Centre as well as other active labor market policies need to be
launched in order to boost the employment.
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5. Tax Policy
5.1 Investment and Tax Policy

Concerning the impact of taxation on investment, ongoing debate concentrates on the appropriate
level of a host country’s corporate tax burden so as to boost inward FDI. It is also essential for deter-
mining cost of tax relief granted to such investments and for estimating the impact on tax revenues of
corporate tax policy reform.

Studies examining international flows revealed that on average, FDI decreases by 3.7 percent follow-
ing a 1 percentage point increase in the tax rate on FDI (OECD, 2008). Other estimates indicate that
decreases up to 5 percent triggered by a 1 percentage point increase in the tax rate depending on the
industry as well as impact of other factors.

Other studies indicate that that FDI is becoming increasingly sensitive to taxation, emphasizing the
increasing mobility of capital as non-tax barriers to FDI are largely removed.

Do You Know This?

A recent analysis revealed that FDI decreases by 3.7 percent following a 1 percentage point increase in the tax
rate on FDI.

31
5.2 Tax Policy in Bosnia and Herzegovina

The state level government is comprised of many autonomous administrative units with almost no no
essential coordination on taxation. Disorganized government structure, therefore, creates obstacles to
enforcement of taxation. According to a research study conducted by Open Society Fund, policy reform
on direct tax reform has not received adequate attention whereas relevant polices on indirect taxes are
rather harmonized at the state level and in place. The same study also argues that the current direct
taxation system is highly burdensome with inconsistencies, and is difficult to enforce. This is likely to be
one of the main reasons of increasing informality in the BiH economy.

A complexity and lack of coordination among the government institution creates cumbersome tax en-
vironment For instance; legislation is made at cantonal level, the policies are enforced at entity level
while tax revenues is used by municipalities as there is no central authority ensuring the coordination
among them.

5.3 Policy Sub-dimensions, analytical tools and framework

Under taxation, corporate income taxes, personal income taxes, transparency, taxation of wages, dual
taxation are addressed.

TAX POLICY
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5.4 Policy Findings

At 10 Percent throughout the BiH, corporate income tax rate is very attractive for investors, domes-
tic and international. However, tax bases are defined differently in FBiH and RS. Moreover, there is a
need for consistency between the entities and Brcko District, enabling firms to submit only one tax
return in its location.

In BiH, personal income tax (PIT) is levied on the following items: wages, farm earning, property
income, and property rights, capital gains and others. In FBiH personal income tax is dealt with at
cantonal level, whereas in RS it is regulated at entity level. On the other hand, Brcko district has its
own legislation for PIT. In order to restore investor confidence and to create single economic space,
state policies are highly needed.

In BiH, wages are being taxed at 10 percent of the gross salary while the taxation rate of other PIT
items varies in the range of 10 percent to 30 percent, depending on the type of the income. On the
other hand in RS tax base for wages is net salary while changing from 0 to 15 percent.

Box 6. Tax Incentive for Foreign Investors

The Corporate Income Tax legislation of the FBiH enables firms to deduct the amount of tax equal to the per-
centage of foreign capital invested in the assets of the company for a period of 5 years, provided that the for-
eign capital is greater than 20 percent of capital invested. The incentive is valid for companies with 100 percent
foreign capital investment.

In FBiH, companies investing their taxable profits (earnings before tax) in their own production activities or in
buildings are given a tax relief of 100 percent of the invested value or in the amount of 75 percent if they invest
in other activities of their company. Investment capital is exempt from paying import customs and customs du-
ties (with the exception of passenger cars, slot and gambling machines).

Source: FIPA (http://www.fipa.gov.ba)

Transparency, availability of tax relevant information, simple and comprehensible tax law and regu-
lations as well as fewer compliance cost are essential constituents for a sound and fair tax policy.
In BiH, taxation procedures need to be streamlined and published in local language as well as in
foreign language, ensuring the highest possibility of transparency and dissemination.

As it is widely observed in many dimensions, existence of different tax policies between FBiH and RS
could lead to negative perception regarding the investment environment in BiH from the investor
point of view. Therefore, the harmonization and enforcement of nation-wide policies will increase
the investor confidence. This is particularly hold true for the taxation of dividends and capital gain.
They are taxed at the rate of 5 percent in FBiH, whereas in RS and in BD, on the other hand, they are
not taxable.

Do You Know This?

Dividends and capital gains are taxed at the rate of 5 percent in FBiH, whereas in RS and BD, they are not
taxable.

TAX POLICY
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e In FBiH, withholding tax on Interest to a non-resident is at 10 percent as it excludes interest paid for
procurement of equipment and goods, as well as deposit interest, while in RS the interest paid to a
non-resident is not taxable (Foreign Investors Council, 2009).

e In RS, The Corporate Income Tax Law entails the payment of 10 percent withholding tax for capital
gain realized by non-resident legal person through sale of stock or share held in a resident company
in RS. On the other hand, in FBiH tax is not levied on capital gain, regardless of by non-resident com-
pany or domestic company through shares or immovable property in FBIH.

e According to the current legislation in RS, a taxpayer with the principal place of business in FBiH or
BD need to pay tax for the profit made only in RS as it is deductible under the new Corporate Income
Tax Law in FBiH.

Nevertheless, a taxpayer, whose principal place of business is located in RS, while conducting commer-
cial operations in BD and FBiH, should, under RS laws, pay the tax in RS on total profit of the company,
even though taxpayer needs to pay the tax in BD too on profit realized from operations in BD.

Do You Know This?

Double Taxation needs to be avoided as a company operating in different entities shouldn’t be penalized for
its nation-wide activities.

5.5 Recommendations
33

e The FBiH Corporate Income Tax Law allows tax payer investing worth not less than KM 20 million,

to be exempted from the corporate tax obligation for a period of five years, since beginning the

first year of investment provided that four million KM is already invested in this year. In order to be

entitled to benefit from the tax relief, investors are required to submit a plan elaborating the time

schedule of the investment. In the law, no specific submission date of the plan is indicated thus lead-

ing to disagreement between tax authorities and investors over the commencement and realization

of the tax relief. Essential modifications of the law should be done to enable the investor enjoy tax

relief.

e Transparency plays an important role in enticing investors into making an investment. Timely dis-
semination of information concerning tax would help promote invest in BiH. To this aim, publishing
bilateral agreements on a website of the relevant ministry will be instrumental in disclosure of of
the recent developments.

e Lack of coordination among two entities lead to different and destabilizing policy implications at the
state level. Establishing coordination concerning tax policy are strongly required to establish a single
economic space.

e Dual taxation among the entities is an important challenge, breeding limited local business, rather
than nation-wide operations and hindering the free flow of FDI within the country. The state policies
preventing dual taxation need to be adopted immediately.

e Transparency should be embedded at the core of every tax policy program or activities as it is a
crucial tool against corruption.

TAX POLICY
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6. Aid Policy

6.1 Investment and Aid Policy

Financial flows to developing countries take three forms—FDI and portfolio investments (private flows),
remittances from migrant workers, and Official Development Assistance (ODA) from foreign govern-
ments (World Bank, 2004a).

Most lower income countries are unable to attract private investors at satisfactory levels. While in such
countries, ODA remains the most important source of foreign financial flows supply constraints limit
ODA to play significant roles; ODA accounts for less than 3 percent of the GDP in low-income countries
and only 0.5 percent of GDP in middle-income countries in average.

In development circles, there is a growing interest in a particular ODA type, “aid for trade”, aiming to
take advantage of trade opportunities and to strengthen partner’s ability to assess and represent their
interests in trade negotiations. ODA also covers measures such as trade negotiation capacity building,
infrastructure and marketing development, as well as capacity building in meeting sanitary and phyto-
sanitary standards.

6.2 Aid Policy in Bosnia and Herzegovina

There is a dramatic decline in the ratio of the aid to GDP in recent years. It begun with 7 percent in
2004 and was reduced to only 3 percent in 2008. Even though BiH receives one of the highest ODA in its
region with respect to its population and the size of the country; development cooperation programs
have yet to yield the long-awaited outcomes. For only investment projects, OECD DAC members pro-
vided BiH with 162 million USD in 2007 while it rose to 189.1 Million USD in 2008. Multilateral donors
on the other hand increased the provision of ODA by 40 percent from 2006 to 2007, whereas there was
no rise over 2007-2008.
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Figure 8. Aid/GDP (in percent)
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Source: OECD Stats & IMF WEO
The aids include total amount of grants, loans, and expenditures on technical cooperation.
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6.3 Policy Sub dimensions, analytical tools and framework

Even though the availability of reliable data and publication is quite limited, PGlobal’s survey and the
interviews reveal that aid policy of international community has direct impact on the investment en-
vironment in BiH. On the other hand, lack of systematic evaluation and harmonization of the aid pro-
grams has made it difficult to assess their outcomes.

6.4 Policy Findings

e While the provision of official development assistance (ODA) to BiH is in continuous decline (see
Figure 8),! there is still strong need for collaboration of government institutions and donor agencies
in order to maximize the impact of decreasing aid.

e BiH Government has taken some steps to strengthen the system of foreign aid coordination over
the last years (BiH Ministry of Finance and Treasury Sector for the Coordination of International
Economic Aid, 2009), including reforming the aid coordination architecture, improving public ex-
penditure planning process, programming and managing external funds in line with BiH develop-
ment priorities, as well as actively taking part in the programs aiming at improving the effectiveness
of external assistance flows to Bosnia and Herzegovina. However, these efforts yet to produce the
expected policy outcomes.

1 The main reason is that the country received ODA primarily due to its status as a post-conflict country. Relatively high per
income makes it difficult for the country to receive high levels of ODA. The World Bank has announced thatthe country will,
by 2012 cease to receive IDA funding.
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BiH Government still has a rather limited capacity in performing effective aid coordination. Exis-
tence of a large number of donors with differing practices, acting almost independently aggravates
the situation by reducing the effectiveness and impact of the funds and leading to duplications of
activities and effort.

Preparation of a new memorandum of understanding related to implementation of Paris Declara-
tion? in BiH is underway and expected to be signed shortly between BiH Council of Ministers and
donors. The signing of the agreement may be instrumental in increasing aid effectiveness (harmo-
nization, alignment and aid management with a set of monitorable actions and indicators).

Figure 9. Multilateral Aid (million USS)
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The multilateral aid figures include the grants, loans, and expenditures on technical cooperation.

Among the multilateral agencies, European Union (EU) provides BiH with the largest amount of ODA
(see Figure 9). The second largest source of aid is the World Bank whose funds stand at one-third of
those of the EU as it is three times more than that of World Bank. While there are many donors and
multilateral development finance institutions present in the country, the visibility of many is quite
limited (such as for the Islamic Development Bank).

Business Enabling Environment Adjustment Credit project, implemented by the WB aimed at im-
proving the investment climate and support private sector development by reducing administra-
tive and regulatory barriers. Under the project, Electronic Business Registration system has been
launched leading to a reduction of the overall number of days required to start business operations
from 80 days in 2002 to 29 days in 2007. Moreover, the entity inspections were streamlined so as
to reduce the average number of inspection days per business to 9.94 in the FBiH and 7.46 in the RS
(World Bank, 2008c).

2 The Paris Declaration, endorsed on 2 March 2005, is an international agreement to which over one hundred Ministers,
Heads of Agencies and other Senior Officials adhered and committed their countries and organizations to continue to in-
crease efforts in harmonization, alignment and managing aid for results with a set of monitorable actions and indicators.
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Do You Know This?

As an outcome of the world bank project, business enabling environment adjustment credit in BiH, overall
number of days required to start business operations reduced from 80 days in 2002 to 29 days in 2007.

In addition to Electronic Business Registration system, several other substantial programs have been
undertaken to improve the country’s business enabling environment including changes and amend-
ments to the bankruptcy and liquidation laws, strengthening of FIPA and abolishment of obligatory
membership in the chambers of commerce.

Figure 10. Bilateral Aid: 1995-2008 (million USS)
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e The bilateral aid figures include the cumulative amounts for grants, loans and expenditures on tech-
nical cooperation for 1995-2008 period.

6.5 Recommendations

e There is a strong need to coordinate the ODA activities as there is a large number of donors with
differing practices seemingly with little coordination, a lot of overlaps and duplication of effort all
leading to ineffectiveness.

e Thereis astrong need to improve the communication channels between the government and donor
agencies and to continue improving the government’s coordination and monitoring capacity.

e There is also a strong need to enhance the statistical capacity of the government institutions in the
aid accounting in order for avoiding the duplication and making the essential coordination.

e Impact assessment is critically important in the success of the aid programs. While it has become a
norm in multilateral aid organizations, bilateral agencies still need to improve evaluation techniques
and the outcomes should be shared with policy makers and governmental institutions.
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7. Human Capital
7.1. Investment and Human Capital

Human capital refers to the stock of competencies, knowledge and personality attributes embodied
in the ability to perform labor so as to produce economic value. It is gained by a worker through edu-
cation and experience and is one of the essential ingredients of economic growth. Moreover, highly
qualified workforce with flexibility to adjust themselves to changing market conditions and to adopt
advancing technology is critically important in attracting foreign investment.

In a globalized world, investors direct the economic and financial resources to economies where the
cost of production is relatively lower than their home country with a view to achieving higher the
return of investment. However, achieving cost advantage alone is not the only determinant to attract
investors and very often the productivity concerns takes precedence in making investment related
decisions. As it is relatively easy to conclude that there is high correlation between productivity and
stock of human capital, the quality of workforce has obviously a direct impact on the attractiveness of
a country to FDI.

Human capital cannot be developed or improved in the short run. Building the stock of human capital
thus requires sound and sustainable policies with strong government commitment and general public
awareness.

7.2 Human Capital in Bosnia and Herzegovina

Prior to the civil war that broke in 1992, Bosnia and Herzegovina was one of the industrial hubs of
the Former Yugoslavia with a relatively well educated and skilled labor force. At the beginning of the
1990s, its production industry employed approximately half a million workers, largely in manufacturing
industries, including textiles, armament, machines, metals and wood processing. Subsequent to the
disintegration of the Former Yugoslavia, job opportunities in these industries became scarce making
it a challenge for the workers to find other positions in other industries due to lack of adjustment pro-
grams, particularly VET. Therefore, strong labor market segmentation exists.

BiH had a highly educated skillful labor force of which at least with 70 percent had a high school de-
gree while the ones with university degree accounts for 14 percent according to the 1986 census. On
the other hand, due to significant amount of human loss and migration of educated population during
the civil war and ethnic clashes, the human capital stock of the country has been negatively affected.
Furthermore, the war devastated the educational infrastructure of the country and disrupted the edu-
cation at all levels and hasn’t recovered for a decade. During the turbulent times, approximately sixty
percent of the school buildings were destroyed or heavily damaged. Following the Dayton Peace Agree-
ment in 1995, with the help of international community, the schools and the universities have been
reconstructed or rehabilitated.

Assessments reveal that the education system and infrastructure of Bosnia and Herzegovina require
a major restructuring and reform. Of the secondary school system, in total; the share of vocational
education (VE) inherited from the centralized education system of the Former Yugoslavia is very high.
Even though the promotion of VE becomes universally accepted as a remedy for unemployment as
its graduates are easily employed, most of these occupations of VE programs of the BiH are no longer
demanded in the markets.
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Moreover, for the transformation of education system according to needs of market economy and es-
tablishment of contemporary child-centered teaching, majority of the teachers need in-service teacher
training. Higher education system is still fragmented and needs coordination in order to increase the
efficiency of the system.

7.3 Policy Sub-dimensions, analytical tools and framework

Education as a sub-policy dimension is found to be highly relevant in policy analysis of the human capi-
tal policy in BiH and divided into the following sub-dimensions: education quality, vocational education
and training (VET), life-long learning and continuous education for adults, workforce skills develop-
ment, civil servant training and transparency in education.

The policy findings of the analysis are presented below, followed by a separate section on recommen-
dations.

7.4 Policy Findings

e Recently, Bologna process and the Lisbon Strategy were adopted in BiH. Moreover, Education Credit
Transfer System (ETSC) was approved in higher education and the implementation of Erasmus Ex-
change Program has been put into effect.

Recent policy reforms are likely to improve the quality of education both in secondary and in higher ed-

ucation while helping Bosnia and Herzegovina pursue its path to full membership of European Union.

44 e Two new education agencies were established in 2009: Quality Assurance in Higher Education, for

accreditation, and Agency on Pre-Primary, Primary and Secondary Education, for preparing and

overseeing curriculum development, setting the evaluation criteria, and assuring quality in-service
teacher training & provision of teacher certification and recognition.

e Educational institutions’ mandates and directives —the relevant legislation at large-, are still unclear
and they do not assign the well defined tasks to each institution. Currently, twelve institutions are
active but their field of operations and responsibilities are largely overlapping.

e New policy dimensions aiming to enhance and measurability in education are urgently needed. Cur-
rently, there is no standard data collection system available in BiH, which is compatible with that of
the EUROSTAT.

e Emigration during and following the civil war caused substantial declines in the population of the
BiH and recovery from negative demographical shocks seems being kept high on the agenda of
the BiH government for the coming decades. Incentive systems should be launched to attract the
country talents abroad to the BiH and policies making reverse immigration possible are strongly
needed.

7.5 Recommendations

e The recent policy reforms are likely to improve the quality of education both in secondary and in
higher education. But the process needs continuous monitoring and a sound enforcement.

e There is no coordination between public administrative structure of the FBiH and RS. Furthermore
new policy dimensions aiming to enhance and measurability in education urgently need to be adopted.
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8. Corporate Governance

8.1 Investment and Corporate Governance

Corporate governance defines (OECD, 2004) a set of relationships between a company’s management,
its board, its shareholders and other stakeholders. It also provides the structure through which the
objectives of the company are identified, and the means of achieving those goals and monitoring per-
formance are determined.

It is well-documented that well governed firms invested more than poorly governed ones. A study con-
ducted in the US manufacturing industry revealed that increased governance quality leads to higher
levels of investment and greater responsiveness of investment to growth opportunities (@yvind, B.
et al, 2007). Sound governance also mitigates the underinvestment problem that arises from incen-
tive problems between managers and shareholders while improving the efficiency of capital allocation
among firms. It is also observed that better governed companies achieve higher market valuations, in-
creasing the inflow of capital from both domestic and foreign sources in the form of debt and equity.

8.2 Corporate Governance in Bosnia and Herzegovina

Both the FBiH and RS have achieved a notable progress in establishing basic legal and institutional
framework for sound functioning capital markets. The improvements include privatization?, laws im-
proving the governance of the SOE, establishment of the new state commission for accounting and
auditing, the development of a common electronic platform for local business registers etc. As the
recent policy reforms are impressive, however, many challenges still exist: relevant information about
companies is quite limited and most of data is far from being reliable and responsibilities and duties of
the board of directors are not well defined. Moreover, security commissions of both entities don’t have
sufficient control over the securities and their issuers as their resources and authority are limited.

According to the World Bank report on Corporate Governance (World Bank, 2006), corporate gover-
nance code is not clear and the companies’ awareness of corporate governance is limited. Also signifi-
cant differences between the corporate governance regimes of each entity are noted.

8.3 Policy Sub-dimensions, analytical tools and framework

Even though corporate governance topics are highly relevant to investment, such as shareholders rights
and equitable treatment, the role of stakeholders, transparency and disclosure, the responsibilities of
the board, implementation and enforcement separation of ownership and control, decisions on envi-
ronmental issues etc, main focus of interest in this report is limited to compilation of BiH accounting
system to international standard and norms. This is because transparency and reliability of financial
statements is a crucial prerequisite that will enhance business quality in the country as well as investor
confidence.

1 According to many international organization, Privatization is not considered succesful.
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Even though the focus of this part is on the accounting standards, the PGlobal’s survey and interviews
revealed that code of business conduct and corporate governance associated with a sound organiza-
tional structure and culture needs to be improved in line with international accepted standards and
norms.

8.4 Policy Findings

e Firms in both entities are liable for maintaining accounting records, preparing and submitting ac-
counting statements according to the provisions of the Law on Accounting, the International Ac-
counting Rules and International Accounting Standards (FIPA).

e Even though the required legal framework is in place, compliance with accounting requirements is
not effectively and consistently enforced throughout BiH due to obstacles in enforcement regime,
including management, statutory auditors and regulators.

e While the banking regulatory agencies actively seek to enforce accounting standards in credit in-
stitutions, their mandate implies a focus on prudential requirements rather than compliance with
accounting standards in general-purpose financial statement (World Bank, 2004)

e The stock market and insurance regulators intend to enforce the accounting standards, but imple-
mentation is limited to general-purpose financial statements. Moreover, in most of the firms or of
SOEs, enforcement, to a great extend, rest on the corporate managers and directors.

e According to a World Bank study (World Bank, 2004b), inconsistent compilation of accounting and
auditing requirements has negative impact on the economy of the BiH. Therefore, there is a strong
need for improving firms’ organizational structures and cultures to promote coherent implementa-
tion of compilation and ensuring transparency in enterprises financial conditions and performanc-
es.

e In BiH, The skills required for the audit profession need to be improved through continuous profes-
sional education and auditors should be encouraged for lifelong learning.

8.5 Recommendations

e Improvement in the enforcement of international accounting standards will help attract foreign
investors while making foreign resources available to domestic companies.

e Enforcement of compilation need to be improved while there is a high need for raising the aware-
ness of the sound corporate governance amid the managers or CEO’s.

e Conducting audit related TVETs for government officials as well as private sector employees will
help enforce the legal framework, corporate competitiveness and corporate performance.
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9. Anti Corruption
9.1 Investment and Anti-Corruption Policy

Corruption weakens governance and it has a significant adverse impact on legal and administrative
structure: It jeopardizes sustainable development process, democratic process, as well as fair business
practices. Given the fact that it is a multi-faceted challenge, it is necessary to take a multidisciplinary
approach to combat corruption in business. Furthermore, it is critically important to adopt anti-corrup-
tion strategies to all policy dimensions as no country can afford the social, political or economic costs
incurred.

Corruption also erodes public and investor confidence in political institutions and democracy, under-
mines rule of law. It profoundly distorts the allocation of resources and destabilizes competition, par-
ticularly in transition economies. Recent studies have revealed that together with the impacts above,
corruption has a devastating effect on investment, economic growth and development. Therefore,
governments seek to alleviate it and pay utmost attention to the relevant polices.

Some effective tools exist to combat with corruption as transparency is identified as one of the most
important one in its eradication. It plays a significant role to enhance government’s procedures and
decision-making processes and it raises the awareness of accountability and obliges the government
officials to justify their decisions. In order to integrate transparency into every policy dimensions, the
first step is to adopt the laws, entitling public to learn governments operations and decisions. 51
Entire eradication of the bribery is a highly challenging target and very often, it is not possible to

achieve. However, reducing it to marginal amount is the target of the many transition countries. It

usually requires several consecutive steps such as training the government officers, forming effective

control mechanism between citizens and officials etc.

Policy makers give a high priority to launch anti-corruption policies and enhance the enforcement of
the laws through existing organizations in order to successfully combat corruption.

9.2 Anti-corruption policy in Bosnia and Herzegovina

Bosnia Herzegovina has completed a successful post-conflict state transition converting from a cen-
trally planned economy to a market economy. During this transition, corruption has become an im-
portant obstacle to overcome. This is indicated in the Corruption Perception Index 2009 as Bosnia and
Herzegovina is ranked the 99th out of 180 countries while 1st is the least corrupted whereas 180" is
the highest. Comparing to its neighbors in SEE, the country has the highest score.

ANTI-CORRUPTION
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Figure 11. Corruption Perceptions Index 2007-2009*
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Source: Transparency International

9.3 Policy sub-dimensions, analytical tools and framework

52 : . L . . . . . . .
In BIH, anti-corruption is found to be highly relevant dimension on foreign direct investment and is
divided into four sub dimensions: legal framework, adoption of international conventions, good gover-
nance & public administration, and transparency.

In BiH, the development and adoption of new civil and criminal laws and regulations —better legal
framework-are indispensable to deter corruption as they help establish a business enabling environ-
ment. The policy reform areas accordingly are identified as: judicial independence and professionalism;
court monitoring; criminal code revision; enhancement of the prosecutor; restructuring and training of
security forces; and the Judicial Training Center.

Do You Know This

During the interviews with investors, a striking anecdote is told that firm representatives, individuals who are
planning to start a new business in BIH, agree to bribe in order to expedite the application process, assuming
that the cost of delays would be much more expensive than the bribe itself.

9.4 Policy Findings

e According to the criminal legislation of Bosnia and Herzegovina, corruption is criminalized. It in-
cludes the enforcement of several legislations such as Criminal Codes of Bosnia and Herzegovina,
Criminal Code of the Federation of BiH, Brcko District Criminal Code, Law on Conflict of Interest, Law

1 Higher score indicates lower corruption
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on Witness Protection, Law on Financing Political Parties, Law on State Investigation and Protection
Agency and Law on Public Procurement.

Efficient tax collection and custom revenues are essentially required for the economic development
of BiH, ensuring free and fair trade while combating corruption.

Box 6. Treatment of CAFAO to Custom and Tax Services

The European Commission’s CAFAO (Customs and Fiscal Assistance Office) program has identified several areas
of improvement for reliable custom and tax services, including legislation and procedures; organization and
infrastructure; training; compliance and enforcement; computerization; mutual assistance agreements with
other customs and tax authorities; access to customs related international conventions; internal audit and
management assurance.

Source: http://www.ohr.int/ohr-dept/afd/ac-cor-strat/default.asp?content_id=5240

e Various authorities and institutions are currently involved in combating with corruption in BiH.
While their activities differ in size and in fields, they are not in collaboration with each other and
therefore their overall impact is fairly limited.

9.5 Recommendations

e Multilateral Agreements, particularly those adopted by EC, such as “20 Guiding Principals Against
Corruption”, should be integrated into legal structure of the BiH in order for better combating against 53
corruption. Furthermore, policy coherence among the different policy dimensions of the anti cor-
ruption has to be established to achieve tangible results.

Training plays an important role in combating corruption in both the public and the private sectors.
Not only police, prosecutors and judges and government officials receive training on the newly
adopted laws and procedures, but also the private sector representatives need to be informed of
them. This will help ensure the enforcement and enhance investors confidence. As there are numer-
ous training topics available on anti corruption, particular attention should be paid for supervision
of banking and money laundering. Universities can adopt the ethic and anti-corruption courses into
their curriculum. This helps train younger generation about the negative impacts of the corruption
on development.

Raising public awareness is an important measure in curbing corruption. Especially, it will be helpful
if media is widely informed of the bribery incidences and recent improvements in legislation. Also
citizens should be encouraged to complain about the corrupt officials and corruption in government
institutes they are informed of or they witness.

e Current laws and regulations should continuously be updated by considering best practices in the
world, particularly at the OECD countries, so as to improve the anti corruption legislation and to
adopt them into ongoing reform process.

Harmonization of the anti corruption policies and legislations of both FBiH and Republica Srbska are
required to improve combating with corruption as it also helps to create a single economic space.
Particular attention needs to be paid for tax relevant policies where tax evasion is extremely high.

ANTI-CORRUPTION
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e In order for the better control of the public revenues, IT structured “Integrated Revenue System”,
which oversee revenues obtained through tax, customs, social security collections, can be created,
allowing better combat with the corruption. Furthermore, streamlining the tax and custom regula-
tions reduce the level of the corruption and help raise transparency.

e BiH has taken part in numerous international conventions, aiming to alleviate corruption. Even
though they have been put into effect for a long time, they haven’t t generated anticipated reduc-
tion in corruption, mainly due to weak enforcement.

e Establishing sound communication channels with investors and notifying them the recent develop-
ments about anti corruption policy sphere are as imperative as the policy reform itself. This is par-
ticularly important to enhance investor confidence while improving the transparency.

e Current public administrative structure which is highly complex and divided into many independent
units involves challenges in decision making. Restructuring associated with better policy coordina-
tion facilitates rising efficiency and effectiveness. Particularly, investment related procedures con-
tain too many burdensome steps and therefore it is very often resulted in corrupted actions.

e |n 2007, Ombudsman offices of both BiH entities were merged in order to fight the corruption more
effectively in the country. As current administrative structure of the newly established office is prin-
cipally designed to deal with corruption in public sector, political interference should be prevented

54 and essential policy measures should be taken against it accordingly.

e Substantial amount of literature and studies address correlation among corruption, poverty and in-
equality. Particularly, lower income is identified as one of the main drivers of corruption, explaining
the rationale behind the low level of corruption in highly developed countries.

The salaries of the government officials in BiH lower than the salaries of the ones occupying the same
positions in the OECD countries. By taking budgetary limitations into considerations, the salaries can
be raised to adequate level, allowing the recruitment of high caliber professionals in the public sector
and help reduce corruption as they would be satisfied with their income.

¢ In 2003, the Office of the Prosecutors was established in FBiH in order to combat with crimes, ter-
rorism, trafficking and corruption. The mandate of the office contains ambitious objectives but due
to resources limitations, such as lack of finance and human capital and heavy workload etc., it has
not functioned efficiently.

RS also established a prosecutor’s office with a view to fight against corruption and it would be useful
to merge two offices under umbrella organization so as to achieve optimum result.

ANTI-CORRUPTION
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10. Regulatory Reform
10.1. Investment and Regulatory Reform

An effective regulatory framework is central to appropriate business climate for economic agents,
affecting private investment and the economic performance. Thus, the causality relations between
regulatory quality and economic growth is of utmost important since it is generally agreed that ‘sound
regulation addresses market failures that inhibit productive investment’ (World Bank, 2004c).

Sound regulation is also conceived as a factor, helping establish competitive markets and business activ-
ity at large. (Tomas, M., 2007). In this context, an effective regulatory framework is one that improves
regulatory quality by enhancing the performance, cost-effectiveness, quality and implementation of
regulations (OECD, 1997). A favorable regulatory framework is one that is conducive to investment by
providing high quality, modern, market oriented laws along with an adequate institutional infrastruc-
ture, which is necessary for implementation of laws.

Regulatory reform involves actions on several fronts, namely legislative, institutional and organization-
al. It is important to develop a coherent regulatory strategy to synchronize these activities covering a
wide range of simplifications, administrative burden reductions and quality control of new legislation.
A sound regulation lowers regulatory burdens and provides instruments to realize social goals. More-
over, regulatory policies enhance competition and reduce regulatory costs, thereby bring about effi-
ciency. Furthermore, regulation framework that reduces business burdens and increases the transpar-
ency of regulatory regimes supports entrepreneurship, market entry and economic growth, which in
turn attract foreign and domestic investors (OECD, 2006).

10.2. Regulatory reforms in Bosnia and Herzegovina

Despite complex constitutional framework of the BiH, and the challenges of transition period, the
Council of Ministers of Bosnia and Herzegovina, entity governments and Brcko District have initiated
a number of regulatory reforms in cooperation with the Peace Implementation Council, Office of the
High Representative, the European Commission, and resident missions of the World Bank and IMF.

Under the regulatory policy reform in BiH, process of simplification of existing regulations in a sectoral
manner, mainly having focused on the reduction of administrative burdens in the area of licensing and
inspections in BiH has been undertaken. (Peney, S. and A. Marusié, 2009). In the context of promoting
administrative simplification through two complementary approaches, ‘in designing and implementing
regulatory reform, securing ownership and credibility among stakeholders, and marshalling resources
to support implementation,’ the focus centres on the importance of engaging the appropriate levels of
government (Tomas, M., 2007).

On the one hand, diagnostic analyses, such as the Review of the Legal Framework and Administrative
Barriers to Investment (FIAS, 2000), have been carried out at three levels of government. These analy-
ses addressed the issues relevant at each level of government and made recommendations for harmo-
nizing entity-level laws and regulations, where appropriate (Tomas, M., 2007). With the support of the
international donors such as the World Bank’s comprehensive Business Environment Adjustment Credit
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project; USAID’s programs on taxation reform, bankruptcy and liquidation, inspections and permits;
and, UK-DFID’s project on business registration streamlining, comprehensive reforms were designed,
implemented and institutionalized. The actual implementation of the reforms was undertaken at the
entity and cantonal levels through various working groups. In effect, the outcomes and impact of these
reforms varies for a number of reasons including lack of capacity and resistance to change (Tomas, M.,
2007).

On the other hand, a so called ‘bulldozer’ committee consisting of representatives of the Council of
Ministers, High Representative, entity governments, private sector together with representatives of
leading international organizations, was established in 2002. The ‘bulldozer’ initiative is a bottom-up
approach through which wide consultations were conducted to target specific aspects of business re-
lated regulations for amendment (World, 2004). In this context, several iterations of the bulldozer have
been conducted and efforts have been made to institutionalize this mechanism (Tomas, M., 2007).

10.3. Policy sub-dimensions, analytical tools and framework
10.4. Policy Findings

e Bosnia and Herzegovina has not launched an overall regulatory reform strategy at the state level,
even though the entities have adopted some components of a regulatory strategy mainly on a sec-
toral basis, efforts of which concentrated on the reduction of administrative burdens in the area of
licensing and inspections (OECD, 2006).

e RS is in the process of simplification of existing regulations, initiated through the regulatory guil-
lotine programme , focusing on the inspections system. The program dealt with the removal of un-
necessary and inefficient regulations and formalities that were unfavourable and increase the costs
of business in the RS. The Government established an Economic System Regulatory Reform Council,
chaired by the Prime Minister as it has various responsibilities, including (Penev, S. and A. Marusi¢,
2009) initiating and monitoring the economic system reform, presenting initiatives and proposals
for amendments to the existing laws and pass new laws, other regulations and by-laws, and express
preliminary opinions on draft laws and other draft regulations, as they are considered important for
business environment improvement.

e A Registry of Procedures and Approvals and Inspection Procedures and Control was established in
RS, including a database of all procedures and approvals, as well as inspection procedures and con-
trol procedures.

e A program entitled ‘Streamlining Permits and Inspection Regimes Activity’ (SPIRA) funded by USAID
was launched in BiH aiming to improve the market access of the Small and Medium Enterprises
(SMEs) by reducing administrative barriers during their start up and operations. This was achieved
by reforming the regulatory framework in BiH. (Lee Daniel K., 2006).

e RIA implementation in BiH lags behind with respect to the activities related to the simplification of
existing legislation. In fact, RIA implementation is in the early phase in the BiH Underlying reason
can be explained by the fact that RIA implementation requires not only political support, but also
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resource allocation for training, performing adequate RIAs and the establishment of effective and
efficient institutional capacity (Penev, S. and A. Marusié¢, 2009):

e InRS,, the Regulatory Reform Council is entrusted to coordinate and assist Ministries in performing
RIA. The first pilot project of RIA of the Law on Spas was finalized in October 2007. The realization
of two additional RIA pilot projects has been initiated to be finalized by the end of 2009.

e In 2008, the World Bank/FIAS signed a Memorandum of Understanding with the Ministry of Foreign
Trade in order to implement the first RIA pilot project in Bosnia and Herzegovina. However, it hasn’t
been realized yet in FBiH.

10.5. Recommendations

A comprehensive regulatory and legal framework for start up, survival and code of conduct needs to
adopted. To this aim, several measures can be taken such as;

a/ All kinds of registration formalities should be centralized on the Internet and a central company reg-
ister system should be introduced. b/Ex ante licenses and permits, should be shifted to ex post controls
and monitoring of compliance after the firm begin its activities. ¢/ old regulations should be reviewed
and those no longer needed need to be eliminated. d/ An autonomous oversight body should be estab-
lished, aiming to prepare draft legislations. It should be independent ensuring be arm’s length principle
with the entities. 59
e Transparency is a critical precondition, supporting legal business environment. Early and meaningful
consultation is important prior to conclusion of a regulatory decision.

e Regulations on all levels should be simple practical and understandable while they need to be cost
effective in the implementation.
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11. Competition Policy
11.1. Competition policy and Investment

Competition promotes investment and economic development; while increasing consumer welfare
and economic efficiency; and encouraging innovation at the national level. Liberalization of markets
and privatization, opening the borders for trade and investment can only be the initial steps necessary
to achieve free markets where competition is the driving force. But then free markets should be pro-
tected against the intended or unintended anticompetitive acts of private agents and the government.
Anticompetitive acts create barriers for market access and therefore reduce the incentives for domes-
tic investment, and the flow of trade and cross border investment (World Bank, 2008).

11.2. Competition Policy in Bosnia and Herzegovina

Until 2001, BiH did not have a dedicated law dealing with the anticompetitive acts. Issues concerning
the prohibition of cartels and the abuse of dominant position were handled within the Trade Law of
BiH and the Trade Law of RS (Vuletic, 2005). The first act on competition was enacted in 2001, prior to
the establishment of a competition authority. It included basic competitive principles concerning the
prohibition of cartels and restrictive practices, and provided for the establishment of an independent
competition authority. Following the establishment of the Competition Council of BiH in May 2004, a
completely new act was passed in July 2005. This new act models the EU legislation in the field and it
provides the legal framework for the Council in the prohibition of cartels, abuse of dominant position
and merger control, and it applies both to public and private undertakings; and provides the Council
with investigative and sanctioning powers.
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The Competition Council of BiH is the independent authority on the enforcement of the Competition
Law in the whole territory of BiH. Competition Council’s role is to protect markets from the anticom-
petitive acts of the private and public undertakers, and to foster competition through policy advocacy.
The decisions of the Council are final and open to judicial appeal before the Court of BiH.

11.3. Policy Sub dimensions, analytical tools and framework

Competition policy refers to the set of strategies that create, foster and protect competition. An effec-
tive competition policy identifies and removes the impediments to competition, and provides for the
establishment of free markets (OECD Competition Division, 2003). Main components of competition
policy that will be addressed include competition strategy; legal and institutional frameworks; enforce-
ment and implementation; and policy advocacy and some other related issues.

The legislation on competition establishes the legal framework for the implementation and enforce-
ment of competition protection and also provides for the establishment of a competition authority.

Generally, an independent regulatory body is established for the enforcement of the competition law.
Independence is a main feature for any regulatory authority as it lay the ground for stable and consis-
tent regulatory policies; and protects consumers, firms, as well as investors from the unpredictability of
the changing political climate and more importantly from arbitrary government interventions.
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As an independent institution, the competition authority needs to establish its legitimacy. Transpar-
ency in the implementation and enforcement of the competition legislation, the possibility of judicial
review and performance assessment done by a parliamentary committee ensures fair enforcement of
the competition act, and establishes competition authority’s credibility.

For the effective implementation and enforcement of the competition law, competition authority
should have sufficient resources and skills to apply the law, and investigative and sanctioning powers.
Sanctions are aimed to prevent the anticompetitive behavior resulting in establishing barriers to mar-
ket access. In order to have the intended deterrence effect, sanctions should be severe enough.

The financial penalties incurred resulting from violation of the law should be higher than the possible
gains from the anticompetitive behavior, so that firms benefitting from the anticompetitive acts do not
perceive the fines just as another cost of doing business. The competition authority should be able to
impose penalties for non-compliance with the law, and also non-compliance with its will / intention.

The role of the competition authority extends well beyond the traditional antitrust enforcement. Es-
pecially in transition economies, where free markets and competition are relatively new concepts,
the competition authority needs to be involved in economic policy reform process and to establish a
competition culture. Even though competition authority do not play policy maker role during the liber-
alization process, it is the primary advocate of the reform and of the pro-competitive market opening
(OECD Competition Division, 2003). The policy advocacy role refers to competition authority’s role in
preventing regulation in other policy fields to impose unnecessary restrictions on competition, and
proposing solutions. Other than the anticompetitive acts of private and public enterprises, threats to
competition may come from the administrative rules and the way these rules are applied.
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These acts might be unintentional or due to the existence of another objective, but nevertheless cre-
ates legal and institutional barriers to entry, and restricts competition. The competition authority’s role
would be to identify the legal impediments to competition and market access, and propose solutions
for the elimination or ease of these restrictions. The competition advocacy refers to competition au-
thority’s role in the promotion of competition and creation of a competition culture. Competition au-
thority should raise public awareness about the advantages of competitive markets for the businesses
and for the consumers.

International cooperation is crucial to deal with cross border competition threats. Information shar-
ing in factual and legal issues between national competition authorities is necessary since domestic
resources are generally not enough, and there is no effective way of international law enforcement for
the time being. Competition authorities can gain from the experiences and support of other countries’
competition authorities. Through Cooperation national competition authorities can share the experi-
ences of other countries in the implementation and enforcement.

Bilateral or regional agreements between national competition authorities and involvement with mul-
tilateral institutions is beneficial for the development of the newly established competition authorities
that lack the necessary experience, legal tools, financial and human capital resources. Multilateral insti-
tutions provide technical and financial support (usually in the form of training, internships for the staff,
and workshops), and bring competition authorities together for support and experience sharing
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International cooperation, whether in the form of bilateral/multilateral cooperation agreements that
standardizing the competition procedures or taking the form of development cooperation, usually re-
sulted in the convergence of the competition policies and makes competition laws and their implemen-
tations more predictable for the foreign investors; and therefore promotes investment.

The State Aid Programme is unique to the EU competition law. The intention of the programme is to
achieve fairness in competition by preventing discriminatory and exclusionary effects of the govern-
ment subsidies and ensuring a transparent environment regarding state aids.

11.4. Policy Findings

e The Competition Act of BiH, adopted in 2005, covers provisions on prohibited agreements, abuse of
dominant position, and market concentrations. The Act applies both to private and public entities,
state and local self-government units, and also to foreign firms if their activities have substantial ef-
fect on the market of BiH.

e The new Competition Act models the EU legislation. Harmonization with EU legislation is an impor-
tant step to avoid the unnecessary cost of compliance of several national competition laws.

e The Council of Competition of BiH, established in May 2004, is an independent, state level authority
with the exclusive power to enforce the Competition Act, aiming to protect and promote competi-
tion. The Council is composed of six members selected among recognized experts in law and eco-
nomics; and appointed for a 6 year term with a possibility of extension for one more year only. The
Council currently has 25 employees (EC Progress report, 2009), and the offices in the two entities
(The Offices for Competition in FBiH and RS).
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e Legal independence of the Council is under the guarantee of Competition Act. The Competition
Council of BiH has a complete autonomy and its members cannot be dismissed due to disagreement
with the political authority but could only be removed due to misconduct or involving into criminal
activity.

e The members are also subject to limitations in their professional activities and prohibited from per-
forming any other duties, excluding academic activities or research based scientific organizations.
The Council is not financially independent, and its activities are funded from the Budget of Institu-
tions of the BiH.

e Appointment of the members ensures that all ethnic groups or entities are equally represented in
the Council. Decisions require the presence of at least 5 members, and are given by the majority
vote. So the decision should be voted by at least one representative for each constituent.

e The decisions of the Council are open to judicial review. The final decisions of the Council can be
appealed to Court of BiH within 30 days of decision announcement.

e The Council disseminates the legislation, the decisions about the cases, and annual reports in its
official website in all official languages, while the coverage in English is not full.
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e |naddition to the possibility of judicial review, regular monitoring of the Council’s work is conducted
by the Council of Ministers. The Council is subject to performance assessment, and has to prepare
annual reports for the approval of the Council of Ministers.

e The Act provides the Council with investigative powers. It is entitled to inquire from the parties or
any other third parties, oral or written and including confidential information during the

¢ Investigation and litigation. Any parties that do not cooperate with the Council’s will in the investiga-
tion process are subject to financial penalties. The council can demand the search of promises and
can issue interim measures if found necessary.

e The Council is equipped with sanctioning powers. These sanctions are administrative in nature and
include financial penalties for the violations of the Act, for not cooperating with the investigation
and for non-compliance with the Council’s decisions. The fines can be imposed on legal persons and
on the natural persons who is found to be responsible for the violation. The fines are among the
highest ones in the region but still low when compared to their EU counterparts.

e The new Act introduces leniency policy (OECD, 2006), defined as a procedure for granting full or
partial immunity from fines, arising from the faulty undertakings for cooperating with the competi-
tion authority. This provision applies to the fines stemming from the violation of the provision on
prohibited agreements, provided that the faulty parties cooperate with the Council throughout the
investigation process. Leniency policy is an effective market control mechanism as it encourages the

66 participants to cooperate with the Council. This provision increases the effectiveness of the enforce-
ment of competition law, improves the detection and prosecution of cartels.

e All intended concentrations including mergers, acquisitions and long-term joint ventures above a
certain threshold level should be reported to the Competition Council of BiH. There are no specific
merger provisions that favor domestic over foreign firms. With the amendment to the Competition
Law on September 2009, the threshold levels that necessitate notification of a transaction, the ju-
risdiction of the Council, the fines and the procedural rules associated with the merger control have
been changed.

e The threshold levels that necessitate notification of a transaction to the Council have been raised
and the jurisdiction of the Council has been redefined with the Amendment. The notification of a
transaction is necessary under following condition (The Competition Act of BiH, Article 14):a/If the
combined aggregate’s worldwide turnover of all undertakings concerned is more than KM100 (ap-
proximately 50 million Euro) and when at least one undertaking is incorporated in BiH, or b/If the
turnover of each of at least two undertakings concerned in BiH amounts to or exceeds KM5 million
(approximately 2.5 million euro), or if their joint market share is more than 40 percent.

e The increase in the merger control threshold levels is estimated to avoid the unnecessary adminis-
trative burden that falls on the economic entities while conducting their businesses and establishing
concentrations that does not have a limiting effect on competition. Furthermore , it is anticipated
that the council will receive fever notifications and this will decrease its workload, and hence free
some of the limited resources for more efficient uses like policy advocacy or working on cases that
are more detrimental to competition.
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e The jurisdiction of the Council for the merger control is redefined; and foreign to foreign mergers
also falls within the jurisdiction of the Council provided that the threshold levels are met.

e By introducing a new amendment, a penalty for failing to notify the Council, or to proceed with a
transaction before obtaining a clearance from the Council is introduced. The Council might impose
fines up to 1 percent of the annual turnover of undertakings that fail to meet the notification obliga-
tion (Global Legal Group, 2009).

¢ Fifteen days following a merger notification, the Council declares that either filing is complete or ini-
tiates a formal merger proceeding. In the case of formal proceedings, the Council has three months
for the investigation and assessment of the transaction. The Council might extend the proceedings
for an additional three months if the prior investigation suggests that the transaction raises com-
petition concerns. During the investigation period the Council might inquire about the transaction
from the concerned parties. Experience revealed that the Council fulfills its obligations on time, and
responds within the 15 day period (Theiss, 2006), and in the case of formal proceedings responds
to transactions that do not raise competition concerns within 1.5 months of the notification (Global
Legal Group, 2009).

e The provision of the assessment of concentrations provides the Council with a comprehensive view.
While reviewing the intended concentrations, the Council evaluates the positive and negative ef-
fects of the transaction keeping in mind the interests of the consumers and the possible effects of
concentration on the actual or potential competitors. This provision allows the Council to work on
a case-by-case basis to distinguish between concentrations that are efficiency enhancing, and the
ones leading to anticompetitive results.

e The regulation on the agreements of minor importance (de minimis principle) provides exemptions
for agreements that do not have substantial effects on competition. These include agreements be-
tween the parties that have insignificant common market shares (a total market share of 10 percent
for actual competitors, and 15 percent for others), on the condition that the agreements do not
prevent, restrict or distort competition.

e The Act also provides for individual and block exemptions for agreements that contribute to the
promotion of technical and economic process. Some of the block exemptions include horizontal
agreements on research, development and specialization; agreements on transfer of technology
and know-how, and vertical agreements on franchising. Individual exemptions are subject to obliga-
tion to notify.

e The Act clearly indicates the structural and procedural criteria for triggering action with the aim of
decreasing business uncertainty and enhances compliance with the legislation. The procedures for
the initiation of the proceedings, investigation process, and adoption of the final decision; and the
rights and obligations of the relevant parties in these matters are clearly stated in the Competition Act.

e The burden of proof falls on the party which submits the request for the initiation of the proceed-
ings. An oral hearing open to publicis obligatory during the proceedings. The parties to the proceed-
ings are entitled to access to the case files.
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e The Council is entrusted with the conducting policy advocacy role by the act. It is entitled to express
its opinion and recommendations on any issue related to competition including draft versions of
legislations and regulations, and on the enforcement of the legislations.

e The Council together with other regulatory bodies have jurisdiction in respective sectors, and while
ensuring the enforcement of pro-competitive regulation in network industries.

e The Competition Council of BiH, is a newly established institution (2004), but has been very active
following its inception. The enforcement record including some high profile cases, investigations
and prosecutions on the regional governments and private entities has established credibility for
the Council, and earned considerable public confidence and support. Furthermore, The policy ad-
vocacy role of the Council has been recognized by the public authorities

e |t collected around $500,000 fines from economic entities that were not in comply accordance with
the Competition Law (EC Progress Report on BiH, 2009).

e The Council has a substantial enforcement record including some high profile cases, and investi-
gations and prosecutions on regional governments and on private parties (Official website of the
Council of Competition of BiH, decisions).

Box 8. Cases on Anti Competition

The Council, acted on a complaint by various private companies, concluded with the followings:
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e Government of Sarajevo Canton, as the administrative unit of KIKP Gras Sarajevo, created legal and admin-
istrative barriers, hindering access to the public transportation services market by providing subsidy to a
specific group of consumers, and not providing the subsidy for other carriers apart from KJKP Gras.

e The Council prosecuted the regional health insurance office of Sarajevo Canton for limiting competition by
the changes it made on the list of medicines reimbursed under the insurance, and imposed a KM 50,000
financial penalty on the National Health Insurance Institute of Sarajevo Canton and a KM 15,000 financial
penalty on the director of the Institute for their involvement in a prohibited agreement.

e The Council, acted on a complaint by MRM Export-Import, concluded that ASA Auto abused its dominant
position in the wholesale market of the Volkswagen products and restricted the competition in the market
by applying different conditions to MRM for the similar activities compared to the other dealers; and ASA
Auto is given a financial penalty of KM 150,000.

e With regard to the policy advocacy role, The Competition Council has taken the initiative of advo-
cacy role, amending the Competition Law which was adopted by the Council of Ministers on Sep-
tember 2009 (EC Progress Report on BiH, 2009).
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Box 9. Opinions of The Competition Council

The Competition Council has initiated 118 procedures and has issued 50 opinions (EC Progress Report on BiH,
20009), including (Official website of the Council of Competition of BiH, conclusions of the weekly sessions):

Electric Regulatory Agency of FBIH concerning the draft regulation on purchase and sale of electricity.

The Regulatory Commission for Electric Power of FBiH and Regulatory Commission for the Electric Power of RS
concerning regulations on acquiring a status of the qualified buyer.

Public Procurement Agency of BiH concerning the issue if the market competition terms are met in the relevant
market of telecommunication services; in its stated opinion overriding the sector regulator’s on the matter on
the grounds that the Competition Council has the exclusive competence to determine the presence of competi-
tion in the market of BiH.

Federal Ministry of Trade concerning the change and amendments to the Federal Law on Trade.

The Assembly of Sarajevo Canton concerning the draft decision on adoption of network pharmacies.

The State Regulatory Commission for Electricity concerning the draft decision on the size, conditions and time
schedule of opening electricity market in BiH.

The new Act enables the council to be involved in the international cooperation. The cooperation
areas cover information sharing (factual and legal issues as well as data) while both recipient and

donors attaches importance in protecting the confidentiality of the businesses.

Do You Know This?

Stabilization and Association Agreements (SAA) is signed in June 2008. Through SAA, BiH is entitled to receive
technical and financial support from EC both in antitrust enforcement and policy advocacy areas.

BiH is a beneficiary country of the OECD Competition Law and Policy Initiative program, aiming to
support the national competition authorities in their policy advocacy roles and in the enforcement

of the competition law, and to increase cooperation among the SEE countries in the field.

The Competition Council of BiH has been a member country of the International Competition Net-
work (ICN) since 2005, aiming to establish cooperation between various countries’ competition au-

thorities and to exchange information on the antitrust and policy advocacy issues.

The Council has also established regional cooperation agreements with the competition authorities
of Croatia, FYR Macedonia, Bulgaria and Serbia to address the challenges of regional competition

and to share their experiences in the transition process.

In collaboration with EU, a draft law on State Aid legislation has been drawn up, but not adopted
yet (EC Progress Report on BiH, 2009). The goal is to establish a state level independent authority
for the enforcement of the State Aid Legislation and for the monitoring of the state aid, a separate

body from the Competition Council of BiH.
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11.5. Recommendations

¢ Implementation and enforcement of the Competition Act should not be too restrictive, as it needs
to allow for efficiency enhancing cooperation, agreements and mergers between the firms. The
regulations and provisions concerning the threshold level for mergers, de minimis principle, and ex-
emptions provide the Council with flexible tools to implement competition policy on a case-by-case
basis, where the objective of the Council should be to establish an “optimal degree of competition
as opposed to the maximum competition” (Adhikari & Knight-John, 2004 citing Singh, 2002).

¢ In order to effectively deter anticompetitive behavior, the severity of the sanctions related to vio-
lation should be increased. The financial penalties should be raised above the existing levels, and
in addition to the administrative penalties that are in place, civil penalties and right to redress for
the affected parties should be introduced. Civil penalties including imprisonment is shown to be
an effective deterrence affect (OECD Competition Division, 2003), and redress to the third parties
increase the financial penalty relating to the violation and also establish the private enforcement of
the competition law (Adhikari & Knight-John, 2004).

e |t goes without saying that the ex-post dismantling of the mergers and litigation are costly and ad-
versarial. Therefore, alternative dispute resolution mechanisms and preventive actions should be
adopted by the Council.

e |In order to reduce business uncertainty and to enable the Council to earn the confidence of the
public, the effective and transparent enforcement of laws, to set out a clear criterion for triggering
an investigation, simplification of the procedures and short duration of proceedings becomes nec-
essary.
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e Human capital of the Council of Competition of BiH should be strengthened. Implementation of
the competition law requires high degree of skills and expertise. To attract the experts having right
skills to the Council, the salaries of the competition authorities should be competitive, and the work
should be motivating. For this adequate financing must be allocated in the state budget.

e Priority setting in the enforcement is crucial due to resource constraints faced by the Council. The
Council should focus on both competition relevant topics, and on its advocacy role rather than deal-
ing with cases that have limited effects on competition.

e Competition advocacy should be of high priority. Promoting competition and establishing a com-
petition culture will establish the support and legitimacy needed. Communicating the benefits of
competition to the consumer and business groups and regulators through an accessible web page
and through media should be given importance.

e The policy advocacy role of the Council of Competition of BiH should be fully recognized and sup-
ported. Coordination and cooperation between the Council, and various governmental departments
and independent regulatory agencies should be established in order to remove of the impediments
to effective competition and to establish pro-competitive legislation.
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e The Council’s promotion of competition policy in the fields of market liberalization, privatization, re-
structuring, and screening of the legislation needs to be reinforced. Any government policy or regu-
latory oversight that has potential discriminatory and exclusionary effects for domestic or foreign
investors should be corrected by the persistent policy advocacy of the Council. Immediate attention
should be given to the prevention and abolishment of the informal markets and corruption, estab-
lishment of pro-competitive legislation for public procurement, maintaining pro-competitive regula-
tion for the network industries and the preparation of the State Aid legislation and programe.

The Council should seek for technical assistance. The nature of the assistance should not be intrusive
but should aim to increase the technical capacity of the Council in the long-run.

e The administrative capacity of the Courts of BiH in the competition area needs to be enhanced. This
will increase in the effectiveness of the appeal mechanism; and thereby improving the credibility of
the Council

e Data relating to markets should be made available by the Agency for Statistics of BiH. Availability
and reliability of the market data will facilitate the implementation of the law
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POLICY COHERENCE AND CONCLUSIONS

Foreign Direct Investment (FDI) flows to emerging economies and developing countries have been the
main driver of the global economic growth in last two decades. In their quest of higher returns for their
capital accumulation, and cheaper labor as well as further productivity enhancement opportunities;
multinational corporations as well as medium size domestic firms, all began to shift their investments
to promising destinations particularly in Asia and East Europe.

Emerging economies like China, India, Russian Federation, Czech Republic, Poland, Brazil and Argentina
received the highest share of this flow in past decade. Concurrently, more countries began to recognize
the significance of FDI for their future economic growth as well as its on their efforts to alleviate pov-
erty and to improve their living standards.! Therefore, the developing and transition economies heavily
involved in designing new policy dimensions so as to attract more foreign investment to their countries
while, as part of new policy dimensions, adopting various strategies to establish business environment.
However, for many countries, their implementations still remain a challenge, arising from mostly politi-
cal social reasons and above all; from absence of policy incoherence.

Policy coherence can be defined: “systematic promotion of mutually reinforcing policy actions across
government departments and agencies creating synergies towards achieving the agreed objectives”. As
there are various definitions available, policy coherence can be currently examined in several dimen-
sion including: internal coherence within development co-operation policies; intra-country coherence:
consistency between aid and non-aid policies of a single donor; Inter-donor coherence: consistency of
aid and non-aid policies of donors; donor-partner coherence to achieve shared development objec-
tives; consistency of donor and developing-country policies etc (OECD. It calls for the policy decisions
and their implementations to be coordinated with each other so as to achieve the maximum efficiency
and impact and to avoid potential conflicts among the policies. For instance, reducing the corporate
tax burden entices foreign investors into making investment in country, but concurrently public rev-
enues decrease therefore budget allocations for infrastructure projects becomes less. Lack of sound
infrastructure is of concern to investor and resulted in decreasing FDI in the long term. Therefore, prior
to adopting new tax policies, an integrated policy approach should be developed so as to attenuate the
negative impacts on the investment environment.

For BiH, policy recommendations are presented below based on policy coherence approach?:

e The analysis revealed that lack of essential coordination and the role and responsibilities among
the government offices largely undermines the investor confidence. Moreover, the country’s invest-
ment environment is negatively affected by the overlapping legislation at a state and entity level,
resulting in an overly cumbersome regulatory framework. Provision of international aid programs
can help restructure the public administration through both institution and capacity building with a
view to improving the country’s investment environment.

1 Despite of the benefits of the globalization, the current financial crisis has put globalization on hold, with capital flows
reversing and global trade shrinking associated with rising protectionism.

2 Policy recomendations prensented in each respective policy dimension are given here once again, together with policy
coherence advises with a view to providing policy makers with a holistic approcah to adreess the policy bottleneck.



The state level government is made up of many autonomous administrative units among which
coordination, especially on taxation, is quite limited. Disorganized government structure, therefore,
creates obstacles to enforcement of taxation and double taxation needs to be avoided as a company
operating in different entities should not be penalized for its nation-wide activities.

Miscommunication is prevalent among investors and relevant government authorities. There is a
strong need to establish better channels for information flows between investors and government
offices. FIPA could further its role in establishing communication channels and should assume policy
advocacy duty.

FIPA’s functions and services have improved substantially. However, the agency stills need to
strengthen its roles by taking some solid measures such as assuming licensing and administrative
procedure for greenfield projects. This requires close coordination with other government institu-
tions support. Furthermore, it could identify investment opportunities in BiH and inform potential
investors through conferences and seminars.

FIPA needs to hire industrial specialist to respond better to sector specific inquires. As the Agency
plays a role of intermediary between potential investors and institutions, lack of specialists often
prolongs response time and reduces response quality.

TVET and VET should be placed at the centre-stage of the HR policies at the FIPA. It goes without
saying that rising skills and qualification of FIPA employees will help improve quality of services it
provides investors with.

Informality is high in BIH and needs to be reduced in the long run albeit its positive impact on em-
ployment and investment at the early stage of development. This is controversial policy debate,
hence it requires the participation of all stakeholders (unions, government institutions, NGO etc.) in
dialogue.

Labor taxes need to be further lowered in order for attracting Foreign Direct Investment. The reduc-
tion, however, should be adapted to the development objectives of BiH while taking macro -eco-
nomic policies into consideration.

EPL is one of the highest in the SEE, and it is recommended that the government relax the strong
grips on the labor market as it increases the employment opportunities. It is a compromise between
social and labor market policies and its influence on the investment environment.

Enforceable set of labor regulations should be created and youth minimum wage needs to be in-
troduced. Furthermore, coefficients used in calculation of the wage require simplification and ratio-
nalization. Reducing the duration of maternity leave will have a positive impact on employment of
women.

Tripartism in BiH is gradually becoming a norm but the industrial relations is still in the state of a
flux, and the social partners are still underrepresented.
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Social security contributions of the RS and of the FBiH as well as that of the Brcko entity differ from
each other significantly. In FBiH, employer share accounts for 11,50 percent on gross wage

( 7 percent for pension insurance, 4 percent for health insurance, 0,50 percent for unemployment
insurance) In Brcko District: 7 percent on gross wage for pension insurance whereas in RS, there is
no contributions. Harmonization is required as the state level in order to create single economic
space.

There is a strong need to coordinate the ODA activities in BiH as there is a large number of donors
with differing practices, acting almost independently, while no communication channels exist be-
tween government and their agencies. This leads to duplications of the activities in certain fields
while concerted efforts are strongly needed. Aid policies of donor countries should be coherent
with investment polices of BiH

Evaluations are critically important in the success of the aid programs. While it has become a norm
in multilateral aid organizations, bilateral agencies still need to improve evaluation techniques and
outcomes and they should be shared with policy makers and governmental institutions.

There is a strong need to enhance the statistical capacity of the government institutions for the aid
accounting in order for avoiding the duplication and making the essential coordination.

The recent policy reforms are estimated to improve the quality of education both in secondary and
in higher education. But they need continuous monitoring and a sound enforcement.

Even though data and information are limited on the human capital, it is noted that skillful blue
collar labor force can fill the labor demand and supply gap as they will be highly needed by foreign
investors.

The improved enforcement of international accounting standards is highly needed as it will attract
foreign investors and promote partnership with domestic companies.

Enforcement of corporate governance laws, regulations etc. need to be improved while there is a
high need for raising the awareness of the sound corporate governance amid the managers or CEO ‘s.

Conducting audit related TVETs for government officials help enforce the legal framework and re-
sulted in increasing the corporate performance

Multilateral Agreements, particularly those adopted by EC, such as “20 Guiding Principals Against
Corruption”, should be integrated into legal structure of the BiH in order for better combating against
corruption. Furthermore, policy coherence among the different policy dimensions of the anti cor-
ruption has to be established to achieve tangible results. Anti corruption has been indicated as the
most investment related policy dimension in the PGLobal survey (see annex A)

Training plays an important role in combating corruption in both the public and the private sectors.
Not only police, prosecutors and judges and government officials receive training on the newly
adopted laws and procedures, but also the private sector representatives need to be informed of



them. This will ensure the enforcement and enhance confidence in investment environment. As
there are numerous training topics available on anti corruption, particular attention should be paid
for supervision of banking and money laundering.

Current laws and regulations should continuously be updated by considering best practices in the
world, particularly at the OECD countries ,so as to improve the anti corruption legislation and to
adopt them into ongoing reform process.

Harmonization of the anti corruption policies and legislations of both FBiH and Republic Serbska
are required to improve combating with corruption as it also helps create a single economic space.
Particular attention needs to be paid for tax relevant policies where tax evasion is extremely high.

In order for the better control of the public revenues, IT structured “Integrated Revenue System”,
which oversee revenues obtained through tax, customs, social security collections, can be created,
allowing better combat with the corruption. Furthermore, streamlining the tax and custom regula-
tions reduce the level of the corruption and help raise transparency.

BiH has taken part in numerous international conventions, aiming to alleviate corruption. Even
though they have been put into effect for a long time, they haven’t t generated anticipated reduc-
tion in corruption, mainly due to weak enforcement.

Establishing sound communication channels with investors and notifying them the recent develop-
ment about anti corruption policy sphere are as imperative as the policy reform itself. This is par-
ticularly important to enhance investor confidence while improving the transparency.

Current Public administrative structure which is highly complex and divided into many independent
units involves challenges in decision making. Restructuring associated with better policy coordina-
tion facilitates rising efficiency and effectiveness. Particularly, investment related procedures con-
tain too many burdensome steps and therefore it is very often resulted in corrupted actions.

Experience revealed that training has one of the most significant impacts on alleviation of corrup-
tion if its contents are well devised; its targets are tangible and participation of both public em-
ployee and representatives of private sector is facilitated. In essence, this is required to inform all
stakeholders about the recent developments and to enable them to take part in joint actions.

Universities can adopt the ethic & anti corruption courses into their curriculum. This helps train
younger generation about the negative impacts of the corruption on development.

Raising public awareness is an important measure in curbing corruption. Especially, It will be helpful
if media is widely informed of the bribery incidences and recent improvements in legislation. Also
citizens should be encouraged to complain about the corrupt officials and corruption in government
institutes they are informed of or they witness.

In 2007, Ombudsman offices of the both entities were merged in order to fight the corruption more
effectively in BiH. As current administrative structure of the newly established office is principally
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designed to deal with corruption in public sector, political interference should be prevented and es-
sential policy measures should be taken against it accordingly.

Substantial amount of literature and studies address correlation among corruption, poverty and
inequality. Particularly, lower income is identified as one of the main driver of the corruption, ex-
plaining the rationale behind the low level of corruption in highly developed countries.

The salaries of the government officials in BiH lower than the salaries of the ones occupying the
same positions in the OECD countries. By taking budgetary limitations into considerations, the sala-
ries can be raised to adequate level, allowing the recruitment of high caliber professionals in the
public sector and help reduce corruption as they would be satisfied with their income.

In 2003, the Office of the Prosecutors was established in FBiH in order to combat with crimes, ter-
rorism, trafficking and corruption. The mandate of the office contains ambitious objectives but due
to resources limitations, such as lack of finance & human capital and heavy workload etc., it hasn’t
functioned efficiently.

RS also established a prosecutor’s office with a view to fight against corruption and it would be use-
ful to merge two offices under umbrella organization so as to achieve optimum result.

A comprehensive regulatory and legal framework for start up, survival and code of conduct needs to
adopted. To this aim, several measures can be taken such as; a/ All kinds of registration formalities
should be centralized on the Internet and a central company register system should be introduced.
b/Ex ante licenses and permits, should be shifted to ex post controls and monitoring of compliance
after the firm begin its activities. ¢/ old regulations should be reviewed and those no longer needed
need to be eliminated. d/ An autonomous oversight body should be established, aiming to prepare
draft legislations. It should be independent ensuring be arm’s length principle with the entities.

Transparency is a critical precondition, supporting legal business environment. Early and meaningful
consultation is important prior to conclusion of a regulatory decision.

Regulations on all levels should be simple practical and understandable while they need to be cost
effective in the implementation.

Implementation and enforcement of the Competition Act should not be too restrictive, as it needs
to allow for efficiency enhancing cooperation, agreements and mergers between the firms. The
regulations and provisions concerning the threshold level for mergers, de minimis principle, and ex-
emptions provide the Council with flexible tools to implement competition policy on a case-by-case
basis, where the objective of the Council should be to establish an “optimal degree of competition
as opposed to the maximum competition” (Adhikari & Knight-John, 2004 citing Singh, 2002).

In order to effectively deter anticompetitive behavior, the severity of the sanctions related to vio-
lation should be increased. The financial penalties should be raised above the existing levels, and
in addition to the administrative penalties that are in place, civil penalties and right to redress for
the affected parties should be introduced. Civil penalties including imprisonment is shown to be
an effective deterrence affect (OECD Competition Division, 2003), and redress to the third parties
increase the financial penalty relating to the violation and also establish the private enforcement of
the competition law (Adhikari & Knight-John, 2004).



e |t goes without saying that the ex-post dismantling of the mergers and litigation are costly and ad-
versarial. Therefore, alternative dispute resolution mechanisms and preventive actions should be
adopted by the Council.

e In order to reduce business uncertainty and to enable the Council to earn the confidence of the
public, the effective and transparent enforcement of laws, to set out a clear criterion for triggering
an investigation, simplification of the procedures and short duration of proceedings becomes nec-
essary.

e Human capital of the Council of Competition of BiH should be strengthened. Implementation of
the competition law requires high degree of skills and expertise. To attract the experts having right
skills to the Council, the salaries of the competition authorities should be competitive, and the work
should be motivating. For this adequate financing must be allocated in the state budget.

e Priority setting in the enforcement is crucial due to resource constraints faced by the Council. The
Council should focus on both competition relevant topics, and on its advocacy role rather than deal-
ing with cases that have limited effects on competition.

e Competition advocacy should be of high priority. Promoting competition and establishing a com-
petition culture will establish the support and legitimacy needed. Communicating the benefits of
competition to the consumer and business groups and regulators through an accessible web page
and through media should be given importance.

e The policy advocacy role of the Council of Competition of BiH should be fully recognized and sup-
ported. Coordination and cooperation between the Council, and various governmental departments
and independent regulatory agencies should be established in order to remove of the impediments
to effective competition and to establish pro-competitive legislation.

e The Council’s promotion of competition policy in the fields of market liberalization, privatisation, re-
structuring, and screening of the legislation needs to be reinforced. Any government policy or regu-
latory oversight that has potential discriminatory and exclusionary effects for domestic or foreign
investors should be corrected by the persistent policy advocacy of the Council. Immediate attention
should be given to the prevention and abolishment of the informal markets and corruption, estab-
lishment of pro-competitive legislation for public procurement, maintaining pro-competitive regula-
tion for the network industries and the preparation of the State Aid legislation and programme.

The Council should seek for technical assistance. The nature of the assistance should not be intrusive
but should aim to increase the technical capacity of the Council in the long-run.

e The administrative capacity of the Courts of BiH in the competition area needs to be enhanced. This
will increase in the effectiveness of the appeal mechanism; and thereby improving the credibility of
the Council

e Data relating to markets should be made available by the Agency for Statistics of BiH. Availability
and reliability of the market data will facilitate the implementation of the law
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ANNEX. BOSNIA AND HERZEGOVINA INVESTMENT REPORT: SURVEY RESULTS

Within the context of Policy Coherence For Investment: Obstacles To Investing In Bosnia And Herze-
govina, Policy Analysis & Recommendations, an online survey was conducted in order to identify policy
obstacles, hindering foreign investment flows into Bosnia and Herzegovina.

Majority of the survey participants (93 percent) are the employees / managers in the companies, those
either has invested or plan to invest in Bosnia and Herzegovina in the near future. Survey respondents
represent a diverse background in terms of size, region, country of origin while a large number of them
work for the companies in agribusiness, financial services, energy and tourism. The reported amount of
possible current or possible future foreign investment varies between 150 thousand to 15 million USD
annually. As it indicated in the form, some of the survey respondents are small business owners while
some others represent multi-national firms.

The overall rating for current investment climate in Bosnia and Herzegovina, compared to neighboring
countries, is reported to be 5.20 (where respondents were asked to rate the current investment situa-
tion out of 10, while 1 represented “least favorite or very poor” and 10 represented “most favorite or
very strong”). The level of coordination among institutions and governmental authorities are reported
to be 3.72.

Using a similar scale (where respondents were asked to rate the importance of a policy dimension or
an area for the investment climate out of 4, while 1 represented “least important” and 4 represented
“most important”), the respondents assigned following ratings and rankings for the selected policy
dimensions and areas in terms of their importance in improving the investment climate in Bosnia and
Herzegovina:

Figure 1. Importance of a Policy Rating

Formalities and Red Taping:
Competition Policy:

Trade Policy:

Coordination among Institutions:
Efficiency of the Financial System:
Human Capital:

Tax Policy:

Regulatory Framework:
Infrastructure:

Investment Policy and Promotion:

Anti-corruption Strategy:




1)
2)
3)
4)
5)
6)
7)
8)
9)
10)
11)

Anti-corruption Strategy: 3.58
Investment Policy and Promotion: 3.33
Infrastructure: 3.32
Regulatory Framework: 3.29
Tax Policy: 3.26
Human Capital: 3.21
Efficiency of the Financial System: 3.11
Coordination among Institutions: 3.07
Trade Policy: 2.92
Competition Policy: 2.89
Formalities and Red Taping: 2.79

Interestingly, Formalities and Red Taping rank in the end of the list. This could be explained with recent
changes and improvements made in the procedures and regulations.

Survey respondents reported the following obstacles and barriers that they have faced in the past be-
fore or while they had been investing in Bosnia and Herzegovina:

Regulatory framework is very complex

Number of institutions requests same documentation and usually is not well coordinated

Weak and slow response from state institutions

Difficulties to find authorized relevant correspondent state institution for the relevant issues
Complex administrative structure

High level of corruption

Weak local financial institutions

Lack of clear set guidelines and rules that one can follow and adhere to, and that others, mainly
governmental institutions, can obey as well

Disharmony between regulation on regional and national level

Inconsistent tax and legal framework policy

Low credit rating of the country

Complicated and in many areas undefined legal system particularly in tax area

Generally, very low level or even lack of support in implementation of legal procedures in each
stage of investment

High level of bureaucracy that have no sense of importance of time budget

There is not protection of unscrupulous “investors” that have no fair investing aims and take advan-
tage of lacking protection mechanism to implement their, obviously, non-investing goals

Unfair competition

Slow approval process
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