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BOSNIA AND HERZEGOVINA - INVESTMENT CLIMATE ASSESSMENT 

OVERVIEW / EXECUTIVE SUMMARY 

Overview 

1. 
but its full potential remains constrained. The main obstacles that require attention if 
private sector-led growth i s  to  become a significant influence in the expansion o f  the 
Bosnian economy, are: 

The private enterprise sector in Bosnia and Herzegovina i s  on an upswing 

Issues affecting performance, and existing structural constraints. These, 
include financial solvency problems, scarce capital availability, and under- 
documented labor, a l l  o f  which are inhibiting the development o f  the enterprise 
sector and preventing exploitation o f  investment opportunities and cost 
advantages. 

0 An inefficient regulatory regime that presents bottlenecks to enterprise start 
up, operations and growth, by imposing unnecessary costs and risks. The 
constraints could be removed by streamlining regulations to  al low quick start 
ups, fewer authorizations for business operations, and more efficient systems for 
recordkeeping o f  real property and transfer o f  i t s  ownership. 

0 A lack of swift market mechanisms for restructuring o r  exit to turn around 
or  close failing companies. A key method o f  enhancing the private sector and 
increasing investment i s  through ownership change and enterprise restructuring, 
particularly for the previously privatized enterprises which are not operating 
optimally, and which carry hidden losses, pension and tax debt arrears, and wage 
payment delays. 

2. In  relation to the above obstacles, the major factor influencing the future 
prospects of the enterprise sector i s  the performance of  the previously voucher- 
privatized enterprises. As these constitute a very significant share o f  the entire non- 
financial private sector (estimated at about half), they carry a large weight in the potential 
contribution to  economic growth. Given that a large share o f  these enterprises i s  under- 
performing, a major focus o f  this report is  o n  how public pol icy initiatives and investor 
incentives can be designed to raise the profitability o f  this segment o f  the private sector. 

3. 
initiate a limited pilot program. This would be used to first test investor demand while 
allowing government executing institutions to manage such a process within existing 
institutional capacities. Related regulatory reforms recommended, also focus mostly on 
administrative actions, systems upgrading, and the development o f  subsidiary 
implementing regulations, without proposing major legislative reforms. 

T o  make any proposals politically feasible, however, the report proposes to 
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Summary of  Report 

A. State of the Enterprise Sector 

4. 
expanding steadily, and estimates are that it presently contributes close to 50 
percent o f  GDP. BiH companies on average do not have very large loan debts, but their 
profitability shows suboptimal performance in comparison with European and 
neighboring comparator countries. 

The private enterprise sector in Bosnia and Herzegovina (BiH) has been 

5. The BiH private enterprise sector initially developed following the 
privatization program starting in 1999. Under that program, the majority o f  state 
owned enterprises (SOEs) that were privatized, were done so using the voucher 
privatization process. Under this procedure, vouchers were issued to all citizens over 18 
years o f  age -these vouchers could be used to buy state owned properties or shares in 
SOEs. To promote an orderly process, privatization investment funds were created to 
help purchase such vouchers (subsequently used to buy enterprise shares) in exchange for 
citizens’ shareholdings in the investment funds themselves (akin to holding shares in a 
closed mutual fund). This process was also meant to develop the capital markets via the 
eventual trading o f  such shares. However, the process o f  voucher-to-share conversion, 
resulted in the new owners (investment funds or individuals) seldom having to invest 
their own capital in these voucher privatized enterprises. This was because the 
“ownership transfer” was provided on a grant basis from the government to citizens. 
Because o f  this, new ownership became automatic, without incentives to put up 
additional capital to improve the businesses, leaving these enterprises performing below 
potential capacity. 

6. 
enterprises as well as remaining SOEs, through the lens of  financial indicators, some 
noteworthy observations are revealed. Exports appear to be growing modestly but 
steadily in the aggregate enterprise sector, which signals a degree o f  increasing external 
competitiveness o f  f i rms. At the same time, wage growth i s  starting to outstrip overall 
productivity growth which could reverse such gains. The originally-private SMEs, 
however, are more productive than the state-owned companies, or voucher-privatized 
enterprises (VPEs) which provides another signal that structural performance 
improvements are needed more urgently in the VPE sector as well in the remaining state- 
owned enterprises. Besides the productivity issues, the smallest o f  the VPE companies 
are the most vulnerable in terms o f  solvency as they have the lowest financial ratios 
pertaining to profitability, equity and the ability to cover debt obligations. 

When analyzing all BiH enterprises including fully private firms, privatized 

7. 
reported stock o f  fixed assets in firms, appears to be low capacity utilization. This 
may reflect a lack o f  investment and working capital (generated either from company 
operations or shareholder contributions) which would otherwise allow companies to 
expand, scale up, or invest in replacement o f  outdated machinery and equipment, and 
develop operational efficiencies. 

Another observation in the BiH enterprise sector based on the average 
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B. The Business Enabling Environment 

8. Both Entity governments of BiH (the Federation of  Bosnia and Herzegovina 
or  FBiH, and the Republika Srpska or  RS) have progressed substantially in recent 
years to reduce bureaucratic procedures for starting up a business. T h i s  has 
included reducing business registration steps and days required for conducting 
government inspections, as wel l  as increasing the use o f  bankruptcy procedures. 
Nevertheless, there s t i l l  remain obstacles that, in contrast with comparator countries, 
affect the attractiveness o f  BiH as a destination for outside investors. The Doing 
Business 2008 report, for example, ranked BiH 117 out o f  178 countries.' Thus, 
enhancing the regulatory environment by further reducing delays and administrative 
barriers would constitute a relatively straightforward way o f  advertising BiH as a 
business friendly environment for both international as wel l  as domestic investors. 

9. Business surveys show that a few key areas remain top priorities for reform 
in order to lower the costs of  administration and regulation, with specific attention 
needed in reducing business licensing delays. Other areas include further reductions n 
business start-up requirements, required permit steps, number o f  tax payments, and 
delays in transferring property and land ownership. Coupled with overlapping provisions 
and lack o f  transparency in enforcement, these create obstacles for strong small and 
medium enterprise growth. 

10. 
business closure to facilitate restructuring and enterprise renewal. This should be 
coupled with more precise indicators o f  financial distress that could be used by 
authorities to promote earlier restructurings, corporate reorganizations or market exits. 
This would also increase the incentives and predictability for entrepreneurs wishing to 
enter the market. 

BiH authorities must also consider increasingly agile mechanisms for 

1 1. In  the external trade area, the authorities should consider streamlining the 
rules and procedures for firms operating in free trade zones. Despite a highly 
liberalized trade regime with favorable trade agreements with the European Union (EU) 
and SEE neighbors, BiH companies at times have difficulties exporting or re-exporting 
abroad and benefiting f rom free trade zones, due to duty and tar i f f  exemption procedures 
that are not fully implemented or clarified. 

12. 
might include: (a) reducing business start-up requirements such as requiring producing a 
company rule book, a company seal/stamp, and verifying a bank account, (b) ensuring 
transparency in al l  licensing requirements and reducing the number preliminary 
verifications (such as installations, operating permits) especially f rom 
subnational/municipal authorities, (c) giving priority to automating commercial property 
and land ownership transfers to encourage entry o f  new enterprise investors, and (d) 
simplifying tax payments by consolidating the frequency o f  payments made by 
businesses and the number o f  agencies to which such payments are remitted, possibly v ia  
the use o f  secure and connected agency databases. 

Some initial steps recommended to further simplify business regulations 

' In 2009, Doing Business ranked B M  119 out o f  181 countries. 
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13. 
sector in BiH also requires more fundamental reform due to other existing 
structural distortions. Distortions exist because: (a) there st i l l  remain some 500 state- 
owned enterprises that do not perform economically to full capacity, many o f  which 
could be successfully privatized to increase profitability, and (b) there s t i l l  exist over 
1,600 enterprises that were privatized through the “voucher” process, many o f  which are 
not performing well due to a lack o f  capital and strategic ownership. Such capital and 
ownership could help to restructure and turn around these operations so as to meet 
competitive challenges and increase market share. 

But beyond removing administrative and regulatory barriers, the enterprise 

C. Ownership Change and Restructuring of Under Performing Enterprises 

14. The problems in the voucher privatized enterprise (VPE) sector are 
particularly worrisome as these enterprises are technically part of  the private sector 
yet continue to rely on indirect means of government support. For example, many 
l o w  performing VPEs have accumulated arrears to the government for worker pension 
obligations, taxes, as well as salaries directly owed to workers. Such arrears translate to 
“debts” owed to the state, which, if not settled, create strong disincentives for any 
external investors to seek ownership in such enterprises, for turnaround purposes. 
Despite this, there have been some VPEs which, fol lowing privatization, did succeed as 
profitable companies. But the significant number o f  those unsuccessful ones, coupled 
with estimates that VPEs represent 50 percent o f  al l  private sector enterprise assets, 
means that private sector-led growth i s  st i l l  highly constrained. 

15. 
retaining the so called ‘fictitious’ workers on company payrolls despite the fact that 
they do not work significant hours. Many such workers were inherited from state 
enterprises and are registered to  the company so that they may continue to accrue a 
“pension history.” But in reality, they clock such few hours that they are neither 
productive workers nor can they accumulate a pension record fast enough due to the few 
hours worked. I t  i s  estimated that there are at least 20,000 such workers and l ikely more. 
They thus exist in a “grey economy,” and some are entirely inactive even as they remain 
registered o n  company payrolls. 

Another distortion hampering external investor interest, i s  the practice of 

16. The existence of  fictitious workers and the lack of  action by either the VPEs 
or the government to resolve their status, poses a barrier to entry for potential new 
investors. These investors might otherwise be amenable to inject new capital and 
restructure such companies if it were not for the unresolved status o f  such workers. To 
resolve this, the government could offer a cash-out option to such workers, based on a 
minimum severance and pension payment, which could be fully repaid f rom reduced 
future company losses, generation o f  more income and thus increased taxes paid over the 
long term. 

17. 
inherited from the prior state-owned companies where they were promised a 
government pension program. Of course the risk o f  govenunent involvement i s  that 
these workers may demand higher (or unreasonable) compensation. Nevertheless, as 
their salary and pension histories are recorded by their current employers, the government 
need not offer anything beyond what is calculated by law  under the existing rules o f  the 
public pension system. The pension payments and possibly severance could also be 

The rationale for government involvement i s  that most of  these workers were 
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amortized over the years, so the net fiscal outlay o n  a present value basis could be quite 
minimal. 

18. 
Funds (PIFs) who did not succeed in introducing adequate management needed to 
turn around and make many o f  these enterprises grow. As mentioned, PIFs were the 
final recipients/purchasers o f  company shares fol lowing the past distribution o f  vouchers 
to the population during the ‘social’ privatization process. However, PIFs are mainly 
portfolio managers rather than ‘operational’ managers, and as such may not be the best 
owners/investors to carry out pro-active company restructurings and strategic 
reorientations. In addition, since some o f  the owners o f  the PIF management companies 
may have particular interests in the trading value o f  VPE stocks, they may not be the best 
suited ‘neutral investors’ to lay out a restructuring and improvement plan for VPE 
companies. For PIFs, such a plan might cause interim variations in the price o f  their 
shares which they may prefer to hold or trade speculatively to  earn capital gains. 

The largest shareholders o f  many VPEs are the Privatization Investment 

19. Therefore, a government strategy including mechanisms and incentives to 
attract outside investors with enterprise turnaround ski l ls  i s  needed, in order to 
select companies with growth potential that can be restructured and injected with 
fresh capital. Given the large number o f  VPEs in the economy, a modest pi lot approach 
to this challenge should be initiated, based on a screening o f  viable companies, the 
willingness o f  VPE management to undergo restructurings with possible ownership and 
management changes, coupled with the condition that such restructurings can only occur 
once available and willing investors are identified. Such “entry” conditions will assure 
that this process would be l imited in scope, with a small number o f  companies targeted 
on a first round.2 However, if successful, it would provide a potentially replicable model 
with which to continue and scale-up the process. 

20. Based on the available financial information, over 200 VPE companies are 
estimated as being candidates for potentially successful restructurings through new 
strategic ownership. A classification method for VPEs was developed by means o f  a 
scoring methodology that combined a component for business risk with one for potential 
profitability to select the 200 plus companies out o f  a l l  the existing VPEs. The two main 
scoring metrics were combined to arrive at an overall score which was then used to 
classify VPEs into three levels o f  viability. O f  the enterprises that ‘qualified,’ it is  
recommended that a selection o f  a small number (e.g.: 10) companies be considered for a 
pi lot  program to test the viability o f  corporate restructuring. 

21, 
constraint in the number of  enterprise restructurings that can be realistically 
achieved in the short run. A broad calculation o f  pension and tax arrears owed to the 
government by VPEs, plus the additional capital estimated to  be needed to ensure 
successful operating performance, yields an estimated gap equivalent to 15 percent o f  
GDP. FBiH companies primarily require rel ief o f  these arrears with the needed capital 
constituting a small component, while RS companies, in aggregate, have an equal 
requirement for arrears re l ie f  as for new capital. 

The overall estimate of  these VPE debts to the government also imposes a 

Such a program would build on and expand a similar one underway in the FBiH and the RS, financed by the 
European Commission and overseen by the World Bank. In that program there i s  no binding requirement for new 
capital or ownership, with the focus being on the PIFs as the main promoters of company turn around. That exercise i s  
more limited in scope but attempts to promote more pro-activity by the main shareholders and/or increasing their stake. 
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22. 
restructuring plan could be seen as conversion of such debt into government equity 
ownership. Thus, a restructuring could be seen as being part o f  a process o f  negotiation 
between investors and the government regarding the appropriate price for such equity, 
taking into account the overall condition o f  the company. This approach would also 
provide the government much more leverage in designing a restructuring pilot program 
while acting as a temporary large shareholder. To avoid the government getting 
reengaged in the enterprise sector, the conversion o f  debt to equity should not take place 
until active interested investors were identified and ready to participate, and should be 
coupled with operational restructuring. Any conversion o f  debt to equity would need to 
be conducted within existing legal frameworks o f  BiH, governing bankruptcy or pre- 
bankruptcy procedures. 

Since the main de facto creditor of these arrears, i s  the government, any 

23. 
it could eventually recover any ‘forgiveness of  debts’ through increased tax 
revenues from more productive companies. Presently, the government i s  anyway not 
being paid for i t s  claims on companies that have overdue taxes and unpaid pension 
contributions, so it would not be forsaking any existing cash flow. Thus, it would be 
prudent, as part o f  the overall economic assessment o f  such a plan, to forecast the 
potential improvements in VPE performance which could result in higher company 
income and increased taxes collected, as part o f  the cost benefit analysis o f  such a 
program. For those companies with substantial debts but few prospects o f  recovery, the 
government should institute more modern business closure and market exit requirements. 

While the government may not necessarily receive compensation in each case 

24. 
available local resources, and the business regulatory environment should reflect a 
good package of incentives for interested investors. For this purpose, enterprises that 
could be interesting for investors would likely include the following factors: (a) a 
regulatory environment with an efficient track record at the local level, (b) uniform rules 
between FBiH and RS in a single economic space for intra-country commerce, (c) 
availability o f  trained workers, (c) competitive costs, (d) functioning manufacturing 
capabilities, (e) ability to easily bring in raw materials and other inputs for production, (f) 
local production capacity for ancillary material inputs, (g) acceptable quality o f  
infrastructure, (h) availability o f  local partners with capital and contacts, (i) fiscal 
incentives, and (j) overall security. 

Prior to engaging in any such pilot program, however, the market conditions, 

25. 
company management and the availability o f  outside investors, the first step 
following a preliminary selection o r  ‘short list’ would be to conduct due diligence of  
a company in the following areas: (a) an audit o f  company financials, (b) assessment o f  
company management, (c) status o f  past privatization conditions, (d) the legal status o f  
the company and i ts  options for restructuring, (e) industry trends, (f) a business overview 
(including principal products, company business goals, main markets, competitors, 
competitive advantages, challenges, financial status & assessment o f  capital needs), and 
(g) availability o f  government options for rescheduling o f  pension arrears and taxes. 

While a pilot program would be conditioned on the willingness of  current 

26. 
program could include: (a) an equity fund, (b) an agency for corporate 
restructuring, or  (c) a specialized unit for restructurings within the Government 
Development Bank. The first could operate within the financial markets with some 

The vehicles for implementing a pilot ownership change restructuring 
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fiscal and regulatory incentives to attract investors and new owners (e.g.: allowing such 
funds to operate under the securities laws, and negotiating heavy rescheduling or 
forgiveness o f  debts, provided the new investors offer compensation v ia substantial up- 
front capital). 

27. 
newly created restructuring conduit which could contract out the work of 
turnaround specialists, o r  as a Unit in the Development Bank. The latter could 
provide matching financing with other intermediaries or take a position in equity funds 
dedicated to corporate restructuring. Since the Development Bank has previously worked 
on privatization and restructuring matters and has the mandate to act as a ‘seed investor,’ 
this role could be expanded in the context o f  renovation o f  VPE companies. It could also 
potentially ‘crowd in’ private financiers such as local banks that could also play a 
monitoring / governance role in the process o f  financing investment or working capital 
for VPEs being restructured. 

The other two vehicles would fall under the purview of  the public sector, as a 

Conclusions 

28. The government should consider implementing a pilot program of 
restructurings to attract new investor capital within a well organized framework 
using a methodology defined in advance. This should be done as soon as economic 
conditions improve (given the effects o f  the global crisis that may have reduced current 
investor appetite). I t  should be based on implementing a series o f  key steps including: (a) 
setting up an analysis unit to rigorously review the financial and operating condition o f  
companies considered financially viable, (b) developing evaluation criteria for candidate 
firms so as to obtain a short list o f  VPEs qualifying for restructuring, (c) assessing 
companies whose current management and owners are willing to participate in such an 
exercise and surveyinghdentifying potential investors with active interest in participating 
in particular industries, (d) estimating total financing amounts and sources o f  debt relief 
and equity, (e) conducting company financial audits and legal due diligence to ensure the 
validity o f  assets, ( f )  modifying securities laws to  permit private investment fund 
modalities for expanding the modes o f  private investor participation, ( f )  approving a 
package o f  government fiscal incentives to re-negotiate company debts and arrears under 
the pi lot program, and (g) implementing the appropriate institutional vehicle(s), as listed 
earlier, to carry out the program. 

29. 
innovation, technological capability and export potential have a strong correlation 
with foreign ownership. In this context, outside investors as wel l  as foreign business 
partners should be encouraged, as they can supply know-how, capital, sk i l ls  and the 
opening o f  markets, which overall, would help BiH industries expand, modernize and 
become more competitive. Analysis shows that f i r m s  counting on foreign direct 
investment are more l ikely to have greater exports in proportion to their total sales, as 
well as having access to new technologies. Thus, even a pi lot  program to restructure 
VPEs and attract new capital could help to demonstrate other benefits o f  using external 
partners and scaling up the private enterprise sector so as to multiply productive capacity. 

Finally, economic research shows that increased firm competitiveness, 
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Bosnia & Herzegovina - Investment Climate Assessment 
Table o f  Recommendations for Policy Actions 

Measures Timing Priority 

Removing Structural Constraints in the Enterprise Sector 

0 Privatization or business exit o f  underperforming SOEs and VPEs 

Regularization of fictitious workers and their pensiordlabor 
histories, and releasing them for redeployment in economy 

Improving Business Regulations and Business Environment 
Eliminate requirements on tax debts, company seal, or ru le  book 
to start a business 

0 Elimination of steps for licensing, and consolidation of processes 
(streamlining reviews and verifications for operating licences) 

0 Rationalizeheduce multiple tax payments and frequency 
Modernize land registry, update land boundaries with modem 
imagery, and expedite deeds transfer process for business 

Ownership Change and Industry Restructuring o f  Privatized 
Enterprises 

0 Implement an analysis unit to examine VPE financial condition 
and develop prospective information for restructuring/turnaround 

0 Develop evaluation criteria for restructuring candidates and short 
list of VPEs ready for ownership change and restructuring 

0 Estimate financing amounts and sources for debt relief and equity 
of VPEs that are good prospects for restructuring 

0 Implement vehicles for restructuring including equity funds, 
agencies, or Development Bank programs 

0 Implement government debt for equity swaps in VPEs with heavy 
arrears to the government, to allow short-term government 
shareholdership for managing restructurings 

0 Workforce downsizing in VPEs, consistent with labor code 
0 Modify securities laws to allow special funds (private, venture, 

other) to assist in enterprise restructuring process 

Medium term 

Short / medium term 

Medium term 

Short / medium term 

Short term 

Short / medium term 

Short term 

Short term 

Short term 

Short / medium term 

Short / medium term 

Short term 

Short / medium term 

Medium 

High 

Medium 

Medium 

High 

High 

Medium / High 

High 

High 

High 

Medium 

High 

Medium 



CHAPTER 1 

ANALYSIS OF PERFORMANCE AND STRUCTURAL 

CONSTRAINTS IN THE ENTERPRISE SECTOR 
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Introduction 

1. 
mixed. The sector is growing as a share o f  the economy but many firms operate below 
potential. Infusion o f  new investor funding in the sector coupled with corporate 
restructuring, i s  a key for future BiH’s growth, but structural reforms in this area have 
been delayed. To accelerate growth while maintaining macroeconomic stability, BiH 
will also need to reduce the current account deficit as a share o f  GDP while increasing 
investment rates. Raising domestic savings through enterprise restructuring and 
unlocking the labor market remains an important reform agenda. In turn, these reforms 
will lead to transfer o f  unproductive assets into productive ones and reduction o f  informal 
and under documented employment. 

Performance in Bosnia and Herzegovina’s (BiH’s) private enterprise sector i s  

2. Following progress made to-date, the business environment reform agenda also 
needs to move to second stage reforms dealing with licenses and permits, strengthening 
bankruptcy courts, improving mobil i ty o f  labor markets and reviewing taxes and levies 
imposed on business by various levels o f  local governments. 

3. 
but requires stronger capital markets and more firms being offered, al l  o f  which are main 
determinants o f  foreign direct investment (FDI). As cross-border mergers and 
acquisitions are favorable for local capital markets and shareholders, BiH should speed 
up the the privatization o f  remaining SOEs. Coupled with this, BiH should accelerate 
efforts to level the playing field and increase transparency, coupled with improved 
corporate governance. 

Cross-border mergers and acquisitions also will help increase enterprise capital 

4. 
Herzegovina (BiH) over the 2001 -2006 period with selected updates for 2007. It focuses 
mainly on listed BiH companies, including private sector firms, privatized state 
enterprises, and major existing state owned enterprises. This analysis monitors the trends 
in the real sector and business environment and provides the basis for improved policy 
advice and technical cooperation to  promote private sector-led economic growth. The 
chapter starts with a br ief  overview o f  current macroeconomic background and main 
challenges. Sections o n  the real sector and detailed real sector performance follow. In 
conclusion the note outlines the main factors affecting performance in the enterprise 
sector. 

This chapter presents analysis o f  performance o f  the real sector in Bosnia and 

6. The sample size used in this study, to complement earlier sector work, i s  some 72 
percent o f  al l  listed companies (excluding telecoms and financial sector) in Federation o f  
Bosnia and Herzegovina (FBiH). The sample size in Republika Srpska (RS) is 86 
percent o f  al l  listed companies (excluding telecoms and financial sector). The remainder 
o f  the listed companies in FBiH and RS were not analyzed due to data unavailability. 

Country Economic Context 

7. 
war reconstruction and establishment o f  a relatively stable macroeconomic climate based 

BiH has made strides in i t s  economic recovery. This was primarily due to post 
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o n  the konvertibilna marka (KM) currency and l o w  inflation. However, the basis for 
sustainable development remains fragile. To date, economic growth generated by BiH is 
largely attributable to extensive reconstruction and a massive infusion o f  development 
aid. In addition, this growth appears to be mostly consumption driven, which is funded, 
in part, f rom the parents o f  foreign banks and few large Foreign Direct Investments 
(FDI). Strong credit expansion (mainly consumerhousehold lending, with increased 
enterprise credit) is  a sign o f  improved financial intermediation. However, rapid growth 
contributes to a build-up in credit risk and may result in a pickup o f  nonperforming loans. 

8. With concessional funding to BiH dropping considerably, future capital sources 
for investment in BiH will remain scarce. Financial intermediation with the real sector i s  
not very high, while FDI levels remain one o f  the lowest in the region. The situation i s  
compounded by a negative trade balance, with imports continuing to outstrip exports, and 
high levels o f  foreign and domestic debt. Although there is a movement in “green-field” 
private sector enterprises, these are mainly micro and small enterprises. In order to 
achieve long-term sustainable growth, the existing real sector needs to evolve and be 
significantly restructured. 

9. 
growth is slowing down, from double digit rates in the immediate post-war period to four 
percent in 2005 and six percent in 2006 and 2007. Unemployment remains high 
(estimated at 16 to 22 percent), as does income poverty (20 percent o f  the population 
lives below, and an additional 30 percent just above, the poverty line). The current 
account deficit was around 13 percent o f  GDP’ in 2007 and the share o f  the informal 
sector in overall economic activity remains large, estimated at 35 percent. 

BiH faces macroeconomic challenges: Real Gross Domestic Product (GDP) 

T h e  Enterprise Sector in Bosnia and Herzegovina 

10. The private sector contribution to GDP is estimated at 50 percent in BiH. This i s  
equivalent to Serbia, far behind Hungary and Czech Republic at 80 percent, Bulgaria and 
Poland with 75 percent, FYR Macedonia and Croatia at 65 and 60 percent respectively. 
Figure 1 below shows that BiH i s  at the bottom range o f  South-East Europe (SEE) 
countries together with Serbia, in fueling private sector development through strong SME 
growth. 

’ The current account deficit constitutes a risk to the economy, especially in the face of continued declines in aid flows. 
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Figure 1 - Number of SMEs per 1,000 inhabitants in SEE and CEE 
I 

Number of SMEs Der I .OOO inhabitants 

I 
Source: European Bank for Reconstruction and Development~(EBRD) 

1 1. These facts show that BiH has a long way to go in creating a private sector 
comparable to that in other Central and Eastern Europe (CEE) and South Eastern Europe 
(SEE) countries, and due attention has to be paid in improving ownership and 
restructuring the existing private sector, as a main channel o f  growth. 

12. 
facilitate restructuring. Nationwide, the book value o f  assets in bankruptcy procedures is 
close to KM 1 billion. Over KM 650 mi l l ion were resolved in BiH bankruptcy cases to 
date. On average, 68 percent o f  the claims were considered. In the liquidations 
completed to date, high priority creditors received about 90 percent o f  allowed claims and 
general unsecured creditors received an average payout o f  25 percent. Kh4 186 mi l l ion in 
assets are involved in pending reorganizations, KM 280 mi l l ion o f  debt will be resolved 
through bankruptcies (in only the five largest courts), with the average rate o f  recovery 
on creditor claims being 33 percent. 

BiH authorities must also utilize more modern mechanisms for business exit to 

13. At the same time while initiating more bankruptcies and privatizations, RS used 
social assistance programs to unlock some o f  the labor blockages from partial-hour 
company employees and provide for l imited labor mobil i ty (for a detailed discussion o f  
this issue, see chapter 3). RS used i t s  social programs to assist SOE workers that were 
jobless after privatization or bankruptcy. N o t  al l  o f  these workers were idle and on the 
payroll, some were genuinely l e f t  without jobs. 

14. 
favorable trade agreements with the European Union (EU) and SEE neighbors, BiH 
companies have difficulties exporting abroad or substituting imports. Available data 
allows one to examine in detail exports per worker which show a steady increase, albeit, 
very modest when one discounts the price factor applied each year. 

In the external trade sector, despite a highly liberalized trade regime with 

15. Brownfield investments are important for private sector development. As 
evidence suggests, cross-border mergers and acquisitions have been growing significantly 
over the past decade in the region. Lately, they are becoming a preferred mode o f  entry 
into the foreign market, irrespective o f  the acquirer being a market speculator or 
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efficiency seeker. There is a strong link between cross-border mergers and acquisitions 
and FDIs across CEE and SEE countries. On aggregate, cross-border mergers and 
acquisitions are important in explaining FDI inf lows across EU member states from CEE 
and SEE.2 

16. 
in the short-run across EU member states from CEE and SEE while domestic mergers are 
not. Acquirers should take into account that, in general, stock market reaction to the 
announcement o f  cross-border mergers and acquisitions in selected transitional 
economies, i s  positive. 

Cross-border mergers and acquisitions are value creating for target shareholders 

Real Sector Performance Analysis 

17. Besides private SMEs, there are over 900 voucher privatized enterprises (VPEs) 
in BiH which represents a significant part o f  the medium and large enterprise asset base 
(VPE assets estimated at 50 percent o f  GDP). Moreover, total liabilities o f  VPEs are 
equivalent to some 19 percent o f  BiH GDP, and aggregate net losses o f  these companies 
are estimated at some 1.5 percent o f  BiH GDP. These basic financials show how 
significant an impact a small number o f  VPEs (compared to  the total number o f  
enterprises) can have o n  the BiH economy, not including foregone tax gains. 

Productivity, wage growth, and profitability 

18. RS productivity growth measured against revenues has been 20 percent in the five 
year period ending in 2006, while wage growth was 35 percent. FBIH productivity 
growth vis-a-vis revenues, was negative 20 percent, while wage growth was 25 percent in 
the same period. FBIH wage levels have been historically higher than in the RS. Thus, it 
i s  clear that wage growth i s  far greater than productivity growth. What is worrisome i s  
the trend o f  a sharp decline in productivity in FBiH, although RS sti l l  has room to 
increase productivity growth to reach FBiH levels. 

Table 1 - Productivitv (sales/worker in ‘( 

66 I 4.8% I 58  63 53 I 9.8% I 

*Telecom and financial sector companies excluded 
**Sample included 999 (RS) and all reported financial statements in F B M  in AFIP, 2004-06 642 and 290 f i rms  respectively 

19. 
that Montenegro experienced labor productivity growth o f  18 percent, though wage 

Comparing BiH to some countries in the region for the same sample, one finds 

Sahovic T., “Cross-Border Mergers and Acquisitions and Foreign Direct Investments in transition economies o f  Central and Eastern 
and South-East Europe”, City University - CASS Business School, Learning Resource Center, Masters Dissertations, London, October 
2006 
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growth was higher. Croatia experienced labor productivity growth o f  28 percent and this 
exceeded wage growth. 

20. 
between fully private enterprises and voucher privatized enterprises (VPEs) versus SOEs. 
Economies o f  scale are present as one moves toward large enterprises many o f  which are 
SOEs. This should not be a rule, as new technologies allow SMEs to compete with big 
f i rms,  and SMEs are flexible and benefit from new intelligent machines and internet. 
Clearly private SMEs and VPEs have greater productivity than SOEs. This i s  expected 
and it i s  a good sign, as growth in SMEs and their productivity will fuel economic 
growth. 

Further disaggregating available data in Table 2, one can observe differences 

2 1. 
even more troublesome, where a large population o f  enterprises and workers are in 
unstable condition. Absolute numbers and trends make more sense if one compares 
across countries. An indicative measure o f  profitability o f  BiH listed companies i s  a 
comparison with Turkish, German, Polish and Spanish listed companies. The overall 
profitability o f  Turkish companies i s  7.7 percent, German 7.7 percent, Polish 12.5 percent 
and Spanish companies 16 percent, while BiH companies are experiencing negative 
results. Clearly, this i s  indication o f  large underlying problems in the BiH real sector. 

Low and deteriorating profitability trends are worrisome. Performance o f  VPEs i s  

Capacity utilization 

22. 
i s  0.80. The higher the ratio, the lower capacity utilization becomes. With such a high 
ratio in both entities, especially in the RS, it i s  evident that companies are operating at 
low capacity and the return on assets i s  low. Up until recently, only 22 percent o f  f i rms 
from a survey o f  BiH Enterprises conducted by professors from Sarajevo University had 
a sales/capacity ratio in range between 76-1 00 percent. These two independent measures 
confirm low capacity utilization in BiH. Low capacity utilization, coupled with greater 
increases in wage growth than in productivity, thus highlights the shortcomings o f  the 
real sector. 

The fixed assets to the total assets ratio for RS companies, i s  0.86 and for FBiH it 

Financial ratio analysis 

23. 
exports are experiencing modest growth but profitability remains negative. In terms o f  
accounting ratios, some common trends and some large differences exist among the 
Government Entity jurisdictions. FBiH companies are in a better shape than RS ones 

BiH companies have not been performing well, as presented in Table 3. Sales and 
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according to accounting ratios alone - FBiH companies are in solid standing relative to 
ratios that cover liquidity risk and solvency risk. There i s  trend o f  increasing leverage in 
FBIH but somewhat stabilized in the RS. It would seem that FBiH companies, although 
in a somewhat stronger financial position are taking on more debt (in particular short- 
te rm debt) to finance operations, thus increasing leverage. Asset turnover i s  low. 

24. 
increased significantly in 2004-2005, which corresponded to the later development o f  
banking sector in RS (in FBiH banks were more active in 2002-2004, while in RS 
banking expansion really started in 2003-2005). 

As for the RS, the situation i s  somewhat better than in 2005. Debt levels 

25. However, on an overall note, a common negative trend in both Government 
Entities i s  the reduction in long-term financing and increase use o f  short-term financing 
starting in 2006. While rapid credit expansion in 2003-2005 gave rise to increased 
leverage and long te rm financing, such a significant reduction in long term financing in 
one year, coupled with significant increase in short-term financing i s  a cause for caution. 
It would appear that the situation i s  deteriorating in FBiH steadily over the past several 
years, with 2005 being the worst, while situation in the RS shows a slight. 

26. Another question i s  what constitutes liquidity in BiH companies. From the 
analysis, i t would seem that accounts receivable and inventory are large, which can be an 
issue over the near-term as the slow collection o f  receivables i s  a liquidity issue. This 
falls under the judiciary and quality o f  enforcement, and according to surveys it takes a 
long time (sometimes over a year) to collect, and the value o f  such assets diminishes. 
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Non-existence o f  small claims courts and only recent implementation o f  alternative 
dispute resolution mechanisms have also contributed to this issue. It i s  anticipated that 
more rapid acceptance o f  alternative dispute resolution mechanisms, coupled with better 
contract enforcement and better company performance, will improve the situation. 

Measuring Real sector distress using the Altman Z-Score 

27. 
model used in financial services when assessing the viability o f  any company. The 
Altman Z-Score combines a set o f  five financial ratios. This score uses statistical 
techniques to predict a company's probability o f  failure/insolvency using the eight 
variables from the financial statements. 

The approach taken to measure business distress, i s  a standardized credit risk 

28. 
difference i s  in using market value o f  equity instead o f  book value). This analysis 
examined both models and made comparisons. The five financial ratios in the Altman Z- 
Score and their respective weight factors are as follow for l istedhnlisted companies: 

The Altman model has two variations - for listed and unlisted companies (the 

0 EBIT/Total Assets x 3.3 (3.1 1); 
0 N e t  Sales /Total Assets x 0.999 (1 .OO); 
0 Market Value o f  Equity (BV) / Total Liabilities x 0.6 (0.42); 
0 Working CapitaVTotal Assets x 1.2 (0.72); 
0 Retained Earnings /Total Assets x 1.4 (0.85) 

Interpretation o f  the model i s  as follows: 

0 Z-SCORE ABOVE 3.0 - The company i s  safe based on financials only. 
0 Z-SCORE BETWEEN 2.7 and 2.99 - On Alert. This i s  an area o f  caution. 
0 Z-SCORE BETWEEN I. 8 and 2.7 - Good chances o f  the company going bankrupt 

within two years o f  operations from the date financial figures are given. 
Z-SCORE BELO W 1.80 - Probability o f  insolvency i s  very high. 

The author's classification according to the degree o f  restructuring: 

Z-SCORE ABOVE 3.0 - Viable company 
0 Z-SCORE BETWEEN 2.7 and 2.99 - Financial restructuring needed (FR) 
0 Z-SCORE BETWEEN 1.8 and 2.7 - Financial and Industrial restructuring needed 

(FR+IR) 
0 Z-SCORE BEL0 W I. 80 - Non-viable 
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29. 
classification by firm size and ownership class i s  further elaborated in chapter 3. This 
analysis will examine distress trends, concentration, and compare with selected 
developing and transition economies. The model and assumptions presented in Figure 2 
present the absolute picture among selected enterprises. 

A detailed analysis o f  distress per entity and for BiH as a whole, as wel l  as 

Figure 2 - Financial distress of  BiH companies using listed model 

I Financial distress of listed companies on SASE and BLSE 
for the year 2006 using listed Altman Z model 

Viable 

FR 

FR+IR 

Non-iabk 

Book Market 
I 

FR = Financial Restructuring Needed; FR + IR = Financial and Industrial Restructuring Needed 

30. Figure 3 below provides a breakdown between the companies on the Sarajevo 
versus the Banja Luka stock exchanges, as wel l  as differentiating the analysis based on 
companies that do not trade and rely o n  book value (non-listed model) and those with 
market valuations (emerging markets model). Chapter 3 further emphasizes the need for 
corporate restructuring and seeking more strategic ownership to resolve some o f  the 
issues implied by the resultant Altman Z scores. 
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Figure 3 - Financial distress using book value (non-listed) and market value (emerging 
markets) models for BiH companies on Sarajevo and Banka Luka Stock Exchanges 
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3 1. To further illustrate how BiH compares to other countries in terms o f  Altman Z- 
score, by using book and market values models, one can compare BiH, Poland, Turkey, 
and Spain (figure 4). 

32. These countries have undergone similar privatization programs, went through 
transitions, or economic development i s  s t i l l  not very strong. BiH s t i l l  has the highest 
rate o f  companies in technical insolvency o f  all the mentioned countries. In all 
comparator countries the percentage o f  viable companies significantly increases by the 
application o f  market value, while in BiH it decreases. 

Figure 4 - Distress of listed BiH (SASE & BLSE), Turkish, Spanish and Polish companies 
by Altman Z-Score 

Financial distress of listed companies on SASE and BLSE 
for the year 2006 using listed Altman 2 model 
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I 

Financial Distress of 86 Spanish Companies listed on Stock Exchanges 
Using Altman's Z-Score rating 

Book Value Market Value 

Viable 

FR 

0 FR+IR 

Non- 
Viable 

Financial Distress of 65 Polish companies listed on official Stock Exchange 
using Altman's 2-Score rating 

0 Viable 

FR 

FR+IR 

0 Non- 
Viable 

Book Value Market Value 

Source: Thomson One Banker 

33. 
indicative that very few companies are frequently traded and thus the market i s  close to 
book value. The above indicators also suggest that the number o f  companies has to  be 
reduced and/or removed from both BiH stock exchanges. 

BiH has by far the most listed companies and the smallest markets. This i s  

34. 
analyzed distress by firm size. Similar trends are emerging between the Entity 
jurisdictions. Small companies are the worst performers, with the bulk o f  them moving 
from viable to non-viable in four years. There was a significant drop in enterprise 
viability in 2004, with the trend continuing thereafter. Large companies in both entities 
managed to stay in the viable range more so than SMEs. This i s  possible because o f  the 
greater asset base. Clearly, large companies are more resilient to  shocks and market 
changes. This i s  expected, but such large fluctuations over a relatively short period o f  
time are worrisome. 

To better understand micro-level company performance, this chapter further 

35. Finally, when analyzing distress by ownership class, the general observation is 
that there are too many non-viable companies overall. FBiH state owned enterprises 
(SOEs) are the most volatile among the group and they experienced the largest drop in 
viability. One reason for deterioration in SOEs i s  postponement o f  the privatization in 
FBiH and constant erosion o f  state capital in FBiH enterprises. RS SOEs managed not to 
increase the number o f  non-viable companies notably, primarily due to increased 
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privatization and smaller erosion o f  the capital base than in FBiH. Both RS and FBiH 
SOEs show the need for financial restructuring. 

36. Previously voucher privatized enterprises (VPEs) in general show little volatility 
and change. The VPE situation corresponds to the drop in profitability in FBIH and the 
somewhat stable situation in RS. Among the two there i s  a significant number o f  
companies that are viable, but there i s  also a significant number o f  companies in need o f  
restructuring and change in ownership. 

Restructuring 

37. 
Enterprises conducted by professors f rom Sarajevo University undertook operational 
restructuring in terms o f  workforce management. 12 percent did some other form o f  
operational restructuring and 24 percent did some form o f  organizational restructuring. 
Clearly, these numbers are marginal to make any meaningful difference in the real sector. 

Up until four years ago, only 18 percent o f  companies f rom a Survey o f  BiH 

38. Previous analyses done by the World Bank3 show that a high level indebtedness 
o f  encourages restructuring. When one compares BiH to other transition economies in 
their early stages, in terms o f  indebtedness, one finds that only Bulgaria had a higher 
level o f  bank debthales than BiH. Other countries had less, and most o f  them had 
already initiated a restructuring process. Table 4 gives an indicator o f  debt levels and 
their relationship to sales. 

39. 
restructuring is imminent. What i s  becoming more worrisome are the increasing levels of 
debt now in FBiH. The RS appears to have stabilized in 2006, while there is now an 
emerging increase in FBiH. One can link this to a lack o f  much progress on business 
environment reforms in FBIH, while there has been improvement in the RS. Moreover, 
this can be linked to greater exports and productivity by RS firms, fueled by a faster 
growing banking sector in RS, while that shift happened in FBiH in 2002-2004 when 
productivity was peaking and debt increased sizably. 

One can see that the RS i s  probably too leveraged and indebted, and that 

40. 
employee in recent years (about 38,000 KM per worker), while FBiH state owned 
enterprises have higher levels o f  debt than RS ones. However, RS SOEs significantly 
increased debt levels in the past two years compared to previous periods. Having in mind 
that FBIH VPEs are in a somewhat better standing than RS ones, the same levels o f  debt 

The FBIH and RS voucher privatized enterprises have similar levels o f  debt per 

Pohl G., Djankov S., Anderson R. Claessens S. "WB Technical Paper no 368 -Privatization and Restructuring in CEE, The World 
Bank 1997. 
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are not in favor o f  RS VPEs. In terms o f  SOEs, FBiH’s are doing better than RS ones 
and can carry more debt, but privatization should be accelerated. Overall, these 
companies carry too much debt, business results are deteriorating, productivity i s  lagging 
behind the region, restructuring is delayed, the business environment is suboptimal and 
privatization is not in full swing. 

Conclusions 

4 1. Although the quality and reliability o f  financial statement data in BiH i s  
imperfect, the analysis done via multiple variations o f  the available financials give some 
confidence in the conclusions and inferences made. This chapter expands o n  earlier 
analytical work and examines from many different standpoints, the existing enterprise 
issues in BiH. 

42. 
reform agenda i s  behind so there is an urgent need to speed up the pace o f  the reforms. 
Both state and private companies are deteriorating in their business performance, and 
productivity i s  low, below wage growth. Capacity utilization is relatively low, while 
exports are s t i l l  significantly below imports. Companies are indebted and leverage i s  
increasing. The labor market i s  immobile so releasing labor into the economy is a 
priority. Privatization needs to continue and unproductive assets redeployed. Corporate 
restructuring i s  thus essential for national economic recovery and private sector-led 
growth. 

BiH i s  facing macroeconomic and private sector challenges. The structural 

43. Business environment reforms are also not proceeding at the desired pace. Basic 
first stage reforms in the business environment area have been implemented. The country 
should be moving to second stage reforms including strengthening bankruptcy courts and 
capital markets, reforming licenses and permits, as wel l  as reviewing and rationalizing 
different taxes and levies imposed on businesses by various levels o f  government. The 
next chapter covers these aspects in detail. BiH has to be able to  attract more “brown- 
field” investments in order to fuel private sector growth. For that to occur, stronger and 
more regulated capital markets and better corporate governance is needed. 

44. 
potential candidates for mergers and acquisitions by foreign partners. This can be done 
via adequate restructuring o f  under performing firms and concentrating their ownership, 
as discussed in chapter 3. Ultimately, final beneficiaries o f  this will be the citizens o f  
BiH who invested their vouchers in the BiH stock market, as wel l  as producers and 
consumers. 

At the same time, BiH has to  increase supply o f  suitable firms being offered as 

45. 
suggests needed reforms that apply to al l  private sector f i r m s  including the previously 
privatized enterprises. Such measures constitute part o f  the overall pol icy package 
needed to provide incentives to private investors to operate in a streamlined business 
environment and to help increase the performance o f  BiH’s real sector. 

The next chapter covers the broader range o f  barriers to business in al l  sectors and 
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IN BOSNIA AND HERZEGOVINA 
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Administrative and Regulatory Barriers to Business in Bosnia-Herzegovina 

1. A partnership between governments and businesses i s  critical to the productivity 
o f  modern economies. For businesses to prosper and contribute to national economies, they 
require an environment that is  conducive to doing business with ease. On the other hand, 
governments have a responsibility to provide reasonable oversight o f  business activities that 
protects the public interest without impeding legitimate entrepreneurial activities. The main 
objective o f  this chapter is to provide an assessment o f  how this partnership between 
government and business i s  developing in Bosnia-Herzegovina (BiH) and what possibilities 
exist for the future o f  this partnership. 

2. 
chapter will consolidate the findings o f  various surveys on the investment climate in BiH. 
Second, the chapter will focus on lessons o f  experience from different countries to  provide 
recommendations on how to improve BiH’s business environment within the context o f  the 
country’s complex governance system. 

The overall objectives of this chapter are addressed in two ways. First, the 

3. A governing postulate in the above context i s  that the business environment in 
Bosnia-Herzegovina has ample room for improvement. Over the last several years, the 
governments at the State and Entity levels have taken a number o f  steps to improve the 
business environment. Many o f  these reforms were undertaken with support from the World 
Bank and other partners. The Bank’s support in the area o f  business environment 
improvement was mainly through the BiH Business Environment Structural Adjustment 
Credit (BAC). This project i s  now complete and the outcomes recorded under it will be a 
useful benchmark against which to compare the situation as it exists today and how it will 
evolve in the future. Having said this, entrepreneurs and business establishments are making 
progress in BiH in spite o f  cumbersome business regulations and procedures. Unleashing the 
power o f  individuals and companies to do their best and to compete on an equal footing with 
entrepreneurs in other countries should be a key objective o f  pol icy makers in BiH. To this 
end, this chapter provides some recommendations for substantially improving BiH’s business 
environment. 

Business Environment in Context 

4. 
in the country. I t  is very complex and difficult to change the status quo given the lack o f  a 
strong unifying theme in the country at this time. Without going into details, it should be 
recognized that reforming the business regulatory system in BiH is indelibly linked to the 
complexities o f  BiH’s political structures. Nevertheless, many reforms have taken place in 
the country in the last 5 years. At the State (central government) level as wel l  as at the level 
o f  the two Entities-Federation o f  Bosnia-Herzegovina (FBiH) and Republika Srpska (RS), 
much progress has been achieved in establishing a stable macroeconomic framework through 
sound fiscal and monetary policies. With EU membership seen as a goal across many 
sections o f  the country, there has been some impetus for economic reforms; political reforms 
have been harder to come by. Nevertheless, BiH has grown remarkably since the signing o f  
the Dayton peace agreement in 1995, with real GDP increasing threefold and exports 

The political context in BiH i s  central to understanding the slow pace of reforms 
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Indicators 
Real GDP growth (%) 
Population (million) 
CPI inflation 
Current account balance (% of GDP) 

External debt (% o f  GDP) 

Exchange rate (KM/US$, period average) 
ODA received (net disbursements) (US$ million) 
Inward FDI Flows (US$ million) 

International reserves (US$ million) 

Budget balance (% o f  GDP) 

increasing by a factor o f  10. As seen in Table 1 , many other measures o f  economic 
development also have shown much progress. 

2005 2006 2007 
4.3 6.2 6.0 

3.91 3.91 3.91 
3.6 7.5 2.0 

(1 8.0) (8.0) (13.0) 
233 1 3,372 5,151 

0.9 2.5 1 .o 
1.60 1.60 1.40 

553.4 494.4 N.A. 
52 1 423 N.A. 

5. Notwithstanding these achievements, substantial economic challenges remain in 
BiH. Privatization has progressed slowly, foreign direct investment (FDI) i s  limited, and the 
extent o f  the informal economy, while not quantified exactly, remains extensive by general 
consensus. A fragmented economic space has made it difficult to make a significant dent in 
the high unemployment or poverty figures. Even so, as mentioned earlier, there has been 
much progress. H o w  far that progress has translated into making it easier for businesses on 
the ground is a topic for the next section. 

Status o f  BiH’s Business Environment 

6. With support from multilateral and bilateral partners, there has been much 
progress in improving the investment climate in BiH. Some o f  the important reforms 
undertaken in BiH include: 

Business Registration. Both Government Entities have adopted business registration 
laws and systems that have created essentially a single registration system throughout the 
country with common forms and procedures. The number o f  steps involved in business 
registration as well as the amount o f  time required to  complete formalities have 
decreased. 

Business Inspections. Laws adopted by both FBiH and RS regulate average annual 
number o f  on-site inspections-days (to 15 or less). In addition, the laws provide for 
greater transparency in the inspections regime. At least on paper, these laws provide 
evidence o f  satisfactory progress in the quality o f  the business environment for 
companies in BiH. 

Business Closure. Both entities have adopted key amendments to improve the process o f  
labor release during business restructuring or exit procedures. In addition to  setting limits 
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TOPIC 

on severance packages, these amendments also require that non-essential employees be 
released within 2 months o f  the start o f  bankruptcy proceedings. 

KEY OUTCOME 

7. 
but there also appears to be dissatisfaction with the pace of change. While the reforms 
mentioned above are welcome initiatives, their implementation is what will matter in the end. 
Viewing these reforms within the context o f  outcomes and impacts is an appropriate way to 
gauge the true progress in BiH. Therefore, this report reviews some o f  the outcomes 
associated with these reforms and comparing them with what i s  observed in the various 
surveys and reports as well as interviews carried out with businesses in BiH. Table 2 
outlines the main outcomes noted to-date. 

In  BiH, there i s  a sense that the business environment i s  changing for the better 

Inspections 

Business Closure 

I Table 2: Key Outcomes under Business Environment Adjustment Credit (BAC) 

Reduced average number o f  days required to complete the registration process 
for enterprises to commence operations from 80 to 30 days or less in FBiH and 
from 3 1 to 23 days in RS. 

Reduced average number o f  on-site inspector days per business per annum from 
18 to 12 days or less in FBiH and from 28 days to 15 days or less in RS. 

Modified unlimited priority compensations rights for workers to 6-9 months of 
minimum salary. 

8. 
institutions, on BiH’s business environment. During the preparatory work for this chapter, 
meetings with government officials and business representatives in BiH revealed that while 
there was a “general” awareness o f  some o f  the difficulties facing businesses in BiH, there 
was relatively l i t t l e  awareness o f  the data that lay the empirical basis for making changes to 
the administrative and regulatory framework. While rankings o f  Doing Business or World 
Economic Forum’s Global Competitiveness Index make headlines in Washington and 
Brussels, the information percolates less quickly to the client countries. Part o f  this section i s  
devoted to highlighting this information for the benefit o f  stakeholders in BiH. These 
findings let us  focus on those areas that are either the most pressing in terms o f  need for 
reforms or the most amenable to reforms. Consolidation o f  some o f  the main findings o f  
reports and assessments such as those conducted by the World Bank Group (e.g., Doing 
Business), EBRD and the World Bank (Business Environment and Enterprise Performance 
Survey), Transparency International (Corruption Perceptions Index), and the World 
Economic Forum (Global Competitiveness Index) and others, also allows a top down view o f  
the synergies among different business barriers and the nature o f  future reforms needed. 

In  recent years, much information has been gathered by a number of  

9. 
completed. Now, the country should be moving to more advanced and demanding second 
phase reforms. BiH has to be able to attract more “brown-field” investment in order to fuel 
private sector growth. To the extent that the government’s regulatory infrastructure makes it 

First stage reforms to improve BiH’s business environment have largely been 
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easy for f i rms to start or stop operating, the likelihood o f  more business activity will 
improve. 

10. The business environment in BiH, however, i s  still far from conducive for 
enterprises to thrive in. While progress has been documented in terms o f  supportive 
legislation, the ‘ground reality’ i s  s t i l l  one o f  difficulties, red tape, and hurdles. In order for 
businesses to become fully operational and to continue to operate, they interact with the 
government in many ways-register with appropriate agencies, obtain licenses, pay taxes, 
deal with inspectors (e.g., health, safety) etc. Large bureaucracy, numerous licenses, permits 
and procedures, overlapping provisions and lack o f  transparency in enforcement create 
obstacles for strong SME growth in BiH. I t  might not be an exaggeration to suggest that 
businesses in BiH are surviving in spite o f  the high regulatory burden placed on them. In 
study after study, Bosnia-Herzegovina emerges as a country not too friendly for businesses, 
and overly immersed in i ts  political economy differences to forge a truly unified economic 
space with common standards. 

1 1. 
ease of doing business.’ When seen in the context o f  a proximate European market, this 
ranking seems l ike a missed opportunity. A closer look at Doing Business rankings indicates 
much worse performance in a number o f  areas: starting a business (rank 153), dealing with 
licenses (rank l50), registering property (rank 148), paying taxes (rank 144), enforcing 
contracts (rank 125), and employing workers (1 16). On the other hand, areas where BiH has 
seemingly done well such as closing a business (rank 61) remain o f  practical concern to 
businesses in BiH. 

Doing Business 2008 ranked BiH 117 out o f  178 economies in terms of  overall 

12. 
reflect on the business environment of  a country. However, notable improvements in 
“trading across borders” and “closing a business” have been recorded. The latest rankings 
seem to indicate a s t i l l  difficult business environment in BiH, which has yet to yield benefits 
o f  the reforms enacted in BiH with support from the World Bank and other partners. 

As shown in Table 3, BiH has been relatively stagnant in a number of  areas that 

13. 
theory, we review the recent findings o f  the report in the three outcome areas, two of 
which were discussed in Table 1 above. In the area o f  business registration and 
commencement, Doing Business 2008 reported that a standard small to medium-sized 
enterprise needs to complete about 12 procedures over 54 days to commence operations 
legally (in Doing Business 2009 - 60 days were reported). The number o f  procedures and 
duration has remained similar for three straight years. This data would suggest that the 
implementation o f  the reform program has not yet caught up with the reality o f  what 
businesses face in BiH. Whi le it i s  true that BiH has made progress on business registration, 
cutting the number o f  steps and days needed, it s t i l l  takes businesses a long time to 
commence operations. The next round o f  Doing Business i s  likely to reveal improvements. 

To obtain more clarity on how the practice of  regulations may differ from their 

14. 
i s  concerned, the average business still faces formidable burdens. For an average 

Notwithstanding the intentions o f  the government as far as dealing with licenses 

’ The 2009 ranking was 119 out o f  181 countries. 
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DOING BUSINESS THEME 

Ease of Doing Business 

Starting a Business 

company in the construction sector to start operations, 16 licensing procedures need to be 
completed. I t  takes about 467 days to complete licensing formalities. Again, this is a heavy 
burden and goes against the spirit o f  the government’s reform program. 

2007 RANK 2008 RANK 2009 RANK* 

105 117 119 

147 153 161 

Table 3: Doing Business in Bosnia-Herzegovina 

Dealing with Licenses 

Employing Workers 

Registering Property 

Getting Credit 

Protecting Investors 

150 150 137 

115 116 117 

143 148 144 

12 51 59 

81 84 88 

Paying Taxes 

Trading Across Borders 

143 144 154 

67 57 55 

Enforcing Contracts 125 125 123 

15. I n  the area of business closure, BiH has made good progress. BiH has jumped 9 
spots in the Doing Business rankings. However, i t st i l l  takes about 3.3 years to close a 
business in BiH. Consultations in BiH suggest that the bankruptcy process for f i r m s  needs 
more incentives for workouts including forced settlements and convergence procedures 
among creditors. Qualifications o f  receiverdtrustees are not always considered credible and 
their incentives are geared towards liquidation rather than reorganization (liquidation gives 
trustees commissions/fees more quickly but dismantles a company). There is also the 
problem o f  company managers not declaring bankruptcy sooner, an issue that builds up debts 
including those for salaries, pensions and taxes. 

Closing a Business 

16. 
As shown in the figures below, BiH ranks fair ly l o w  in terms o f  employing workers, paying 
taxes, registering property, etc. Some o f  these topics are dealt with in greater detail and 
cross-country comparisons are shown to identify areas for possible reforms. 

Beyond these three areas, there are a number of  areas in which BiH i s  lagging. 

69 61 60 

17. 
home. There are many countries that afford their businesses an even worse investment 
climate. However, within parts o f  South Eastern Europe, one can draw immediate 

BiH businesses are not alone in encountering a difficult business environment at 
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comparisons and these are generally not favorable for BiH's investment climate. For 
illustrative purposes, the charts below compare BiH with 5 o f  i t s  regional neighbors on the 
overall ease o f  doing business as well as 5 components that are used to compile the overall 
ranking. Clearly, BiH i s  lagging in most areas and there i s  much that remains to be done to 
improve BiH's business environment. 

Figure 1: Doing Business in BiH and Neighboring Countries 
Overall Ease of Doing Business Rank Starting a Business Rank 

Dealing with Licenses Rank Employing Workers Rank 

139 

Registering Property Rank Paying Taxes Rank 

, 144 

Source: Doing Business 2008. 
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18. Country-level findings are consistent with those from surveys conducted at the 
Subnational level. For example, business registration takes more than 50 days in Sarajevo, 
Banja Luka, and Mostar. Dealing with licenses takes more time in Mostar (541 days) than in 
the other two cities while it takes the longest in Sarajevo to register property (33 1 days). 
Contract enforcement i s  most difficult in Banja Luka, taking 1,480 days. Table 4 
summarizes Subnational doing business indicators in BiH. 

Table 4: Subnational Doing Business Indicators 

Starting a Business 
Time (days) 54 54 51 51 
Cost (% GNI per capita) 30 30 33 40 
Procedures 12 12 11 11 

B i H  Sarajevo Banja Luka Mostar 

Licensing 
Time (days) 
Cost (% GNI per capita) 
Procedures 

467 467 306 54 1 
790 790 129 254 
16 16 16 16 

Registering Property 
Time (days) 
Cost (% GNI per capita) 
Procedures 

33 1 33 1 145 157 
5 5 3 5.5 
7 7 11 8 

Contract Enforcement 
Time (days) 595 595 1,480 1,390 

Procedures 38 38 38 38 
Source: IFC Subnational Doing Business report. 

Cost (% GNI per capita) 38 38 41 34 

19. 
Business Environment and Enterprise Performance Surveys carried out jointly by EBRD and the 
World Bank notes that despite improvements in a number o f  areas, businesses in BiH continue to 
face uncertainty about regulation, contract violation, taxes, cost o f  financing, corruption, and 
functioning o f  the judiciary. An area in the BEEPS 2005 that sticks out as a crucial indicator o f  
the difficult business environment in BiH i s  the one that deals with regulatory uncertainty. Almost 
60% o f  the BEEPS respondents in 2005 cited uncertainty about regulatory policies as a'major 
impediment to doing business. Such uncertainty stems from much unevenness in the application 
o f  laws in different parts o f  the country, making it difficult for companies to invest throughout the 
country. This outcome makes it much harder to unify the economic space between FBiH and RS. 

Some of these findings are echoed by other surveys and studies. Most notably, the 

20. Similarly, the World Economic Forum's Global Competitiveness Report and its index 
(GCI) rank BiH 106 out of 131 economies. The GCI rankings are calculated from both publicly 
available data and a survey o f  executives that i s  conducted by the World Economic Forum together 
with a network o f  Institutes (leading research institutes and business organizations) in the countries 
covered by the Global Competitiveness Report. In the most recent year, over 1 1,000 business 
leaders were polled in a record 13 1 countries. The GCI provides a comprehensive dataset on a 
broad array o f  competitiveness indicators for a large number o f  industrialized and developing 
economies. GCI survey results show that business leaders in BiH reported that the five biggest 
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problems facing businesses in the country included an inefficient government bureaucracy, policy 
instability, corruption, government instability, and tax rates (in that order). Some o f  these findings 
are in step with those in other surveys while some other findings (such as for tax rates) have been 
addressed. Nevertheless, the fact that BiH ranks so l o w  i s  yet one more pointer o f  the difficult 
business environment in the country. Findings from some other surveys are included in Box  1 as a 
way o f  illustrating the complementary findings about BiH's business environment. 

Figure 2: Trend in BiH's GCI Ranking a/ 

21. 
confirmed what the various surveys are indicating-the investment climate in BiH 
requires much improvement (see B o x  2). Most o f  the complaints centered o n  a few key 
areas. Registering businesses causes much frustration in the country. A very unregulated 
and disorganized land registry compounds the problem o f  registering businesses for the 

Interviews with business representatives (and some in government) have 

a/ Higher ranking indicates deteriorating competitiveness. T h i s  result is partly due to the addition o f  more 
countries to the rankings in recent years. 
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purposes o f  transferring ownership (especially for previous state firms that had “social 
ownership” status without a clear owner o f  record, government or otherwise). While 
cadastral and registration projects are being funded by the Bank, the commercial aspect of  
this linked to business registration needs to be fast tracked. Land boundaries also need 
updating with modern imagery, and deeds transfer process needs to be expedited (some 
report that i t takes at least 40 days, minimum). 

22. There i s  also much dissatisfaction with the high levels of social security 
contributions and other entitlements provided to workers. By some estimates, employer 
contributions on wages can exceed 50% in both the FBIH and RS. Employers feel that the 
high cost o f  employing labor i s  a deterrent to hiring, which keeps unemployment rates high 
in the country and also makes the 
country less competitive. While 
official unemployment rate i s  
about 40%, “unofficial” estimates 
o f  unemployment stand at about 
20%, pointing to the relatively 
large informal economy operating 
in BiH. 

23. There i s  also a sense that 
the government uses companies 
as cash machines that provide 
many of the social expenditures 
the government counts on. For 
instance, some companies 
reported that while they are 
eligible by law to operate in free 
trade zones and not pay import 
duties on raw materials if they are 
meant for exports, they are s t i l l  
forced to pay tar i f fs  for export- 
related imports because regulatory 
specifics under the law have been 
delayed and because it i s  more 
convenient for the government to 
continue collecting taxes. 
However, businesses do not seem 
to feel that the benefits o f  their 
taxes and contributions accrue to 
them in the form o f  a predictive and lighter administrative burdens or proper infrastructure. 
These are needed for attracting foreign investors and for competing effectively in tightly 
integrated markets. 

24. 
laws are twisted in favor o f  an “entrenched” bureaucracy. While the government enacts 
laws, the by-laws (or rule books) are drafted by those whose powers are threatened by 

One of the major complaints of the corporate sector was that well-intentioned 
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administrative reforms that are part o f  the laws. Therefore, in the absence o f  broad public 
consultations regarding laws passed by parliament, the end result often has been less well 
informed pol icy making, continued bureaucracy, and inconsistent application o f  laws in 
different parts o f  the country. One way illustrate this i s  to review the data o n  subnational 
indicators that show differences between Sarajevo, Banja Luka, and Mostar as far as some 
key business indicators are concerned. This very issue was raised in a FIAS study on 
administrative barriers to investment in BiHS2 The study noted that “a process for 
consultation among stakeholders in the public and private sector is “necessary to ensure the 
relevance o f  the proposed actions and integrity o f  the reform process.” Unfortunately, that 
recommendation has not become part o f  the lexicon o f  the reform process in BiH. 

International experience and what BiH can learn 

25. 
truly benefit from the opportunities afforded by the large European market and to ward o f f  
competition from as far away as China and India. To support BiH in doing that, the 
following section i s  devoted to bringing lessons o f  experience in a few areas that have been 
particularly lagging in BiH-starting a business, dealing with licenses, and paying taxes. 

There i s  much ground to cover if BiH i s  to catch up to most of its neighbors and 

26. In  Table 5 below, a comparison of the starting a business indicator in BiH, 
Armenia, and Mauritius illustrates ways in which international experience can benefit 
BiH as it continues to make improvements in its business environment. As seen from Doing 
Business 2008, BiH i s  ranked 1 50th in terms o f  the ease o f  starting a business. Companies 
have to complete around 12 procedures and spend approximately 54 days to  complete the 
process for registering to start a bu~ iness .~  In contrast in Mauritius, it takes 6 procedures and 
less than 10 days to  register a business. Another comparator country could be Armenia, an 
E C A  member country that is  ranked 3gth in overall ease o f  doing business. I t  takes 9 
procedures and 18 days to  register a business in Armenia. Table 4 provides a side-by-side 
comparison o f  rankings, procedures, and number o f  days for registering a business in BiH, 
Armenia and Mauritius. 

~~ 

Bosnia and Herzegovina: Commercial and Legal Framework and Administrative Barriers to Investment, 
FIAS, October 2001. 

We focus on “Paying Taxes” in this chapter as opposed to “Closing a Business” because there have been 
many improvements in the latter area. Tax policy and administration i s  still an area in which BiH lags badly. 
There are other areas (property registration) where BiH also lags badly but that area i s  still not very amenable to 
speedy reforms. 

This data may appear to contradict data on business registration collected for the Bank’s BAC project which 
indicated fewer days. However, the business registration step i s  one part of the overall process o f  starting a 
business. Business registration indicators have indeed improved but the complete process for starting a 
business remains cumbersome. 

2 

4 
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Table 5: Comparing Procedures for Registering and Starting a Business a/ 
(time to complete procedure noted ii 
Bosnia-Herzegovina (Starting 
a business rank = 153) 
1. Stipulate a founding act and 
have it notarized in the 
municipality office (1 day) 

2. Obtain a statement from 
commercial bank that full amount 
o f  the capital has been paid in; pay 
the registration fee to the budget 
account o f  the cantonal court (1 
day) 
3. Obtain the statement o f  tax 
authorities that the founders have 
no tax debts (1 day) I 

4. Court registration with canton 
court (1 5 days) 

5. Buy a company stamp (1 day) 

6. Application for resolution on 
intended activities to the competent 
municipality (1 day) 

7. Application for utilization 
permit to the canton ministry o f  
commerce (1 5 days) 

8. Apply for company 
identification number with the 
competent tax office (1 5 days) 
9. Open a company account with 
commercial bank (1 day) 

10. Enroll the employees in 
pension insurance with Pension 
Insurance Institute (Zavod za 
penziono osiguranje) (1 day) 
11. Enroll the employees in health 
insurance with Health Insurance 
Institute (Zavod za zdravstveno 
osiguranje) (1 day) 
12. Adopt and publish a rule book 
on matters o f  salary, work 
organization, discipline, and other 
employee regulations. (1 day) 
*Takes place simultaneously with an 

7arentheses -Data :  2008) 
Armenia 
(Starting a business rank = 49) 
1. Register the name of  the 
company at the State Patent 
Department (2 days) 

2. Procure a written statement o f  
deposited charter capital at a bank 
(1 day) 

3. Procure a registration card from 
the State Registry Office and fill it 
out (1 day) 

4. Pay the registration fee at any 
bank (1 day) 

5. Register with the State Registrar 
(7 days) 

6. Register with tax authorities and 
obtain a tax identification number 
(TIN) (2 days) 

7. Obtain a right at National Police 
Department to order a seal for all 
official company transactions (1 
day) 

8. Order a seal (2 days) 

9. Register with statistical office (1 
day) 

:her procedure 

Mauritius 
(Starting a business rank = 8) 
1. Search for a company name and 
reserve the proposed name (1 day) 

2. Incorporate and register the 
business (2 days) 

3. Receive inspection by local 
authorities (about 4 days) 

4.* Pay license fees (1 day, 
simultaneously with procedure 3) 

5.* Register with the Social 
Security Office (1 day, 
simultaneously with procedure 3) 

6.* Make a company seal (1 day, 
simultaneously with procedure 3) 

a/ This table summarizes thk procedures an'd costs associated with setting up a business. 
Source: Doing Business Report 2008 
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(time to complete procedure noted in 
Bosnia-Herzegovina (Dealing 
with Licenses rank = 150) 
1. Obtain excerpt fi-om the cadastre 
plan showing status o f  the land plot 
(7 days) 

2.* Obtain excerpt fi-om the land 
registry book showing proper 
registration (1 day) 

3. Obtain urban planning consent 
from the municipality (Urban 
Planning Department) (30 days) 

4. Obtain preliminary verification 
o f  the heating and electricity 

27. 
either Armenia or  Mauritius. One o f  the lengthiest procedures in BiH relates to cantonal 
authorities in the Federation, a peculiarity o f  the political structure in BiH. A simple 
recommendation might have been to do more to create a unified regulatory system but the 
political reality o f  BiH does not allow for such. Instead, smaller steps may need to be taken 
to make some improvements. For example, data indicates that it takes a BiH company 15 
days for a company to obtain a tax identification number. In Armenia, i t takes only 2 days to 
obtain a taxpayer identification number. Setting a target that other, broadly comparable 
countries have achieved i s  a pragmatic way for BiH to make progress in i t s  reform agenda. 
For example, in Armenia, registering with tax authorities to obtain a tax identification 
number requires only 2 days. In addition, Social security registration i s  now also performed 
by the tax authorities. 

The complexities of  BiH stand out in stark contrast to what i s  happening in 

parentheses - Data: 2008) 
Georgia Denmark 
(Dealing with Licenses rank = 11) 
1. Request and obtain an extract 
from the National Public Registry 
(1 day) municipality (40 days) 

(Dealing with Licenses rank = 7) 
1. Request and obtain permit to 
start the construction works at the 

2. Request and obtain terms o f  2. Receive construction inspection 
construction from Tbilisi Urban from the supervising authority (1 
Planning Service (30 days) day) 

3. Request and obtain an 3. Request and receive connection 
engineering geology study from a 
certified geology and engineering 
company (1 0 days) 

4. Request and obtain approval o f  4.* Request and receive connection 
Architectural-Construction Design 

to electricity (5 days) 

28. 
their procedures to those in BiH. Georgia (rank 11) and Denmark (rank 6) are doing much 
better than BiH largely because o f  how long it takes to register a building in the cadastre 
book (3 15 days). In Georgia, buildings can be registered with the National Cadastre Register 
in only 1 day. According to the Doing Business report, “The cadastres in the BiH 
municipalities are overwhelmed with new registrations. Cadastres are s t i l l  processing 
registrations from 2005. It i s  not unusual to have cases that will take more than 1 year.” 
While property registration remains a difficult issue in BiH, there has been some 
improvement in land registratiodcadastre. Specifically, with support from partners such as 
GTZ and the Bank, the entity governments have started implementing an electronic land 
registration system that i s  addressing the backlog. This should support improvements in 
business registration as well. BiH lags in the area o f  “licenses” for other reasons as well. For 
example, requesting a building permit from municipal authorities takes only 10 days in 
Georgia. In BiH, it takes 30 days. It i s  simply not a matter o f  reducing the number o f  days 
required for a procedure but also to see if a certain procedure i s  needed at all. 

In  Table 6, we show some of  the leaders in “dealing with licenses” and compare 
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from Tbilisi Urban Planning 
Service (20 days) 

5. Request and obtain a building 
permit from Tbilisi Urban Planning 
Service (1 0 days) 

6. Request and receive an 
inspection to confirm water 
connection (2 days) 

7. Request and receive an 
inspection to confirm electricity 
connection (2 days) 

8. Request and receive connection 
to telephone ( 5 days) 

installations (29 days) to water and sewage (5 days) 

5.* Request and receive corniection 
to telephone (5 days) 

6.* Receive final inspection and 
obtain occupancy permit (5 days) 

5.* Obtain preliminary verification 
o f  water supply and sewage system 
projects (28 days) 

6.* Obtain preliminary verification 
o f  study on fire and explosion 
prevention (4 days) 

7. Obtain validation of the 
technical audit of the main project 
(5 days) 

8. Apply for building permit with 
the municipality (30 days) 

9. Request marking out of the land 
plot (7 days) 

10. Notify the municipality about 
the commencement of works (1 
day) 

11. Request telephone line 
connection (1 3 days) 

12.* Request water and sewage 
connection (1 0 days) 

13.* Request electricity connection 
(5 days) 

14. Request issuance of the 
building usage permit (30 days) 

15.* Receive technical inspection 

16. Register the building into 
:I day) 

9. Request and obtain a layout 
survey and protocol from 
Archmshen Inspection 
(Architectural Inspection Agency) 
(1 day) 

10. Request and obtain a protocol 
of completion o f  major building 
structure from Archmshen 
Inspection (1 day) 

1 1. Request and obtain exploitation 
o f  building- construction certificate 
from the Special Commission (30 
days) 

12. Register the building with the 
National Public Registry (1 day) 

:adastre book (3 15 days) 

a/ This ;able summarizes the procedures, t;me, and costs to build a standardized warehouse. 

29. 
reforms that do not run up against Entity jurisdictional issues in BiH but which can be 
tackled on a more technical basis. Another good example i s  that o f  paying taxes (see Table 

A similar approach needs to be taken in other areas o f  reform- to focus on 
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Bosnia-Herzegovina 
(Paying Taxes rank = 144) 
Tax or # o f  Time 
Mandatory payments (hours) 
Contribution 
Social 12 96 

7). While BiH has made good progress in cutting corporate tax rates, tax administration 
remains a big burden on businesses. In order for a medium-sized company to pay taxes in 
BiH, it involves an average o f  5 1 payments and takes more than 380 hours o f  work (over 9 
working weeks). B y  contrast, in Albania, which trails BiH in almost all categories o f  doing 
business, enterprises have to make only about 40 payments, spending considerably less time 
doing so. O f  course, Albania i s  not a top performer in terms o f  the ease o f  paying taxes (it i s  
ranked 1 1 8'h) but it shows how much further BiH needs to progress as well. But, the good 
examples that BiH could look to come from Estonia and Mauritius with 10 or less tax 
payments for individual companies per year. 

Estonia I Mauritius 
(Paying Taxes rank = 33) 
Taxor # o f  
Mandatory payments 
Contribution 
Social security 0 

Table 7: Administrative Burden of  Paying Taxes - 2008 a/ 

Security 
Contributions 
Corporate 
Income Tax 

contributions 

12 80 23/77 Income 1 
tax on actual 
and deemed 
distributions 

(hours) 

34 

Mandatory payments (hours) 
Contribution 
Social 1 100 
Security 

Payroll Tax 
(dividends tax) 

Tax 
0 Fringe Benefit 0 

I (Paying Taxes rank = 12) 
Time I Taxor I # o f  I Time 

Fuel Tax 1 1  
Property Tax I 12 

Fuel Tax 1 1  
Propertytax I 1 

I contributions I 
20 I Corporate 

Local 1 1  

Accident Stamp duty 
Insurance 
Value Added 12 
Tax VAT) tax VAT) 
Total 51  368 Total 10 

in a given year, as well as measures o f  administrative burden in paying taxes. 

I Unemployment I o 

Recommendations 

Property Tax 

Municipal 

insurance 
Vehicle tax 4 

1 Advertising tax 1 
I I I 

Road Tax 
StampDuty 

1 
1 

1  tax(^^^) 1 
81 I Total 17  I 161 

27 

30. Many reforms have been undertaken in BiH to improve the business 
environment but more and deeper reforms are needed to make it business-friendly. 
This section presents recommendations in a few key areas where BH has a lot o f  room for 
improvement. In addition to recommendations for far-reaching reforms, this section also 
suggests improvements that can be implemented in the short-term. 

Valueadded 1 48 
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3 1. Starting u business: In BiH, a key issue that should be considered for a complete 
overhaul is  the role of courts in the business registration process. Even though its speed has 
improved, the appropriate mechanism to deal with business registration is administrative 
rather than judicial. A second major area o f  reform i s  that o f  multiple interfaces between the 
government and businesses. In BiH, business start-up includes cantonal courts, tax 
authorities (twice), municipalities, a pension institute, a health institute, and perhaps many 
other players. While creating a one-stop shop i s  popular in many reforming countries, in 
BiH, because o f  i t s  governance structure, that may not be feasible in the short-term. 
However, there are options for some consolidation. For example, by using standardized 
incorporation documents, a single window could be used for collecting information by both 
the pension and health institutes. Similarly, since the registration and application for 
utilization (procedure 7 related to inspections in Table 5) are both cantonal institutions, it 
would be reasonable to submit required information simultaneously at one office. To benefit 
fully from these attempts at consolidation towards a one-stop shop, electronic submissions 
via an online mechanism could be developed. Online submission o f  a single application 
would be offered and, for the many companies that are s t i l l  not on the internet, the 
government could expand the existing infrastructure o f  the business registration system to 
collect information on behalf o f  a l l  agencies. O f  course, al l  these suggestions are for the 
medium-term but they can be implemented and could greatly benefit BiH companies as well  
as make the government machinery far more effective. 

32. 
improve the speed of  starting a business. Examples include: 

I n  the short-term, there are several procedures that could be eliminated to 

The government could eliminate the need to obtain a statement o f  tax authorities that 
company founders have no tax debts. This procedure appears to be based on the 
presumption that those who haven’t paid their taxes will do so if they want their 
businesses to be registered. A better way might be for the Government to  pursue 
defaulters through separate means as opposed to taxing everyone who wants to start a 
business. 
There are more than 80 countries that st i l l  require a company seal or stamp. In this day 
and age, when most documentation is electronic and over 100 countries have regulations 
supporting electronic signatures, this procedure (#5 in Table 5) could be eliminated and 
the same recommendation could be made to Armenia and Mauritius (the comparator 
countries in Table 5). 
O f  the three countries shown in Table 5, BiH is the only one that requires the procedure 
that companies “adopt and publish a rule book o n  matters o f  salary, work organization, 
discipline, and other employee regulations.” Sometimes these types o f  initiatives are 
taken up by company as part o f  their organic growth process. I t  is not necessary to 
mandate such procedures. The government could instead provide good practice 
suggestions for new companies. 
Speed up technical inspection by cantons, possibly having cantons establish branch 
offices in municipalities or giving municipalities the right to perform this inspection on 
behalf o f  cantons. 
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33 .  
medium to reduce the substantial licensing burden on businesses. BiH could engage in 
broad-based regulatory simplification (guillotine approach) o f  formalities and procedures 
undertaken at a l l  levels of the government to simplify and eliminate unnecessary permits and 
processes, and establishing a proper body to control f low o f  new regulations and 
licenses/permits. This would be followed by an electronic register o f  al l  permits/licenses that 
would be enforced. Another approach might involve setting a target for reducing this burden 
by a certain amount under the supervision o f  a monitoring agency that carries sufficient clout 
in the country (possibly ministries o f  finance). Another broad area o f  reform could be single 
windows for project clearances. Basically, an agency could coordinate clearances f i o m  
different quarters in the government establishment. This reduces the interface between 
governments and businesses, reducing opportunities for corruption and improving 
effectiveness on al l  sides. Finally, the biggest improvement could come from speedier 
registration o f  buildings in the cadastre book (takes 3 15 days). A World Bank supported 
project i s  dealing with this specific issue. A major improvement in this area could be 
significant for BiH’s overall rating in international surveys o f  investment climate. 

Dealing with Licenses: There are a few broad reforms that BiH could pursue in the 

34. 
provides some guidance. For example: 

On the more specific (and possibly short-term) licensing reforms, Table 6 

The procedures for obtaining preliminary verification o f  the heating and electricity 
installations (procedure 4), water supply and sewage system projects (5), and study o n  
f i re  and explosion prevention (6) are not required by either Denmark or Georgia. The 
government could review the usefulness o f  these procedures as wel l  as the time it takes 
complete them (30 days overall). 
In procedure 1 , a company requests an excerpt from the cadastre plan showing status o f  
the land plot. In procedure 9 (which takes 7 days), a request for marking out o f  the land 
plot is  needed. There appears to  be some scope for rationalization between these two 
procedures. 
Another area o f  reform might be to afford easy access to information on al l  licensing 
requirements. Given the heavy licensing burden in some countries (including BiH), it i s  
often the case that part o f  the burden is the lack o f  clarity about what exactly companies 
need to do to obtain the various licenses. 

0 

35. Paying Taxes: BiH has already made some good reforms in the area o f  paying taxes 
and should see its ranking improve in this particular aspect o f  investment climate. By 
reducing the corporate income tax rate throughout the country, the various governments have 
earned praise from even quarters typically considered critics o f  government bureaucracies. 
Nevertheless, there is an unfinished agenda on taxes that is perhaps more amenable to  
reforms than an area such as property registration. Overall, since a large share o f  tax 
revenues i s  typically generated by a small share o f  taxpayers, it would be a good idea for the 
government to offer online tax filing services; this assumes that larger taxpayers are 
connected to the internet even if most taxpayers may s t i l l  not be able to do so. Another area 
for medium-term reforms i s  consolidation o f  various taxes. BiH has already done some work 
in this area by combining some labor tax payments. However, deeper reforms can be made 
in this area. For example, one way to reform tax administration might be for a company to 
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pay taxes to one authority and le t  that authority earmark tax receipts for  different purposes 
(general government revenue, social security contributions, local tax revenues etc.). 

36. 
Table 7 provides some guidance. For example: 

On the more specific (and possibly short-term) tax administration reforms, 

In BiH, companies make 12 payments for social security contributions, corporate income 
taxes, and property taxes. In Estonia and Mauritius, there is only 1 payment for each o f  
these taxes. 
A second example o f  reform could be in the area o f  property taxes. After making 12 
payments for property taxes, companies have to make an additional payment for local 
property taxes. Perhaps this could be rationalized not only by cutting the number o f  
property tax payments to 1 (or perhaps 1 per quarter) but also to include the local taxes in 
the overall property tax payment. Local authorities could then be reimbursed for their 
share by the revenue authority. This would again reduce the need for governments to  
interact with businesses and save in transactions costs for both sides. 

0 

Table 8: Summary of recommendations in Key areas 

Suggested 
Reforms 

Starting a Business’ 

Suggested 
Reforms 

Starting a Business’ 

Dealing with 
Licenses 

Paying Taxes 

Short-term Recommendations 

Eliminate need for statement that company 
founders have no tax debts. 

Review and possibly eliminate requirement 
for company seal or stamp. 

Eliminate requirement o f  opening a bank 
account (use as good practice guideline). 

Eliminate requirement that companies 
publish a ru le  book. 

Eliminate preliminary verification o f  
heating and electricity installations, water 
supply and sewage system projects, and 
study on fire and explosion prevention. 

Rationalize requests for information 
related to land plot use. 

Afford easy access to information on all 
licensing requirements. 

Consolidate multiple tax payments. 

Rationalize property tax payments by 
cutting number o f  payments to 1 (or 

Medium-term Recommendations 

Make business registration a fully 

Medium-term Recommendations 

Make business registration a fully 
administrative process; that wi l l  help speed 
up court systems as well. 

Make available standardized incorporation 
documents. 

Move to one-stop shop for obtaining 
business start-up clearances. 

Online submission o f  a single application. 

Settargets for reducing licensing burden; a 
single agency to monitor. 

Create single window for project 
clearances. 

Significantly speed-up registration o f  
buildings in the cadastre book. 

Offer online tax filing services 

Consolidate various taxes. Tax authority 
could earmark tax receipts for different 

The Entities have piloted a business registration system that embodies common procedures and forms and 
utilizes a single database. 
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perhaps 1 per quarter). 

Include local property taxes in overall 
property tax payment. Transfer share o f  
total property tax revenue to local 
authorities through inter-governmental 
transfer. 

purposes (general government revenue, 
social security contributions, local tax 
revenues etc.) 

37. 
useful for BiH to review a program such as the Dutch Administrative Burden Reduction 
Program. This program succeeded by setting targets for reducing commerce burdens, 
appointing a coordination mechanism to ensure smooth implementation o f  reforms, and 
incorporating a strengthened regulatory impact assessment (RIA) process. Thanks to this 
program, the Netherlands was set to eliminate €4 bi l l ion o f  administrative burdens on 
business by 2007.6 

Other suggestions: In the spirit o f  learning from experiences o f  others, it might be 

38. The RIA process is important as it involves a consultative approach engaging various 
stakeholders including the private sector industry both in the real and services sectors, as well 
as parallel regulatory agencies, a l l  o f  which can provide valuable ex ante feedback on 
unanticipated negative effects or inefficiencies that a new proposed regulatory procedure 
might entail. Thus public regulatory authorities and government offices can learn much from 
the RIA process and improve the design and implementation o f  business-related regulations 
and the consequences (including costs) o f  their implementation. 

39. One o f  the major complaints o f  BiH businesses i s  that the impact o f  laws and 
regulations i s  not weighed properly by the authorities and, at the very least, needs such 
consultations before regulations related to the investment climate are drawn up. This kind o f  
a process was also established in the case o f  the Dutch example. There should be a conscious 
effort by BiH governments to set up mechanisms to review the impact o f  laws and regulation 
on companies, especially SMEs that probably have l imited resources to deal with unintended 
but difficult consequences o f  some “reforms”. 

Conclusion 

40. 
reforms are needed for the country’s businesses to fully benefit f i o m  trading opportunities 
both within the country as wel l  as with external markets. This chapter focuses only on a few 
areas o f  reform, partly because the governance structure in the country is simply not ready to 
handle major changes or because the necessary institutional infrastructure i s  not ready to 
implement the needed changes. However, the chapter does suggest ideas that are based on 
international experience and good practice for both short-term fixes as wel l  as medium-term 
solutions. These can help BiH improve i t s  investment climate, reduce informality in the 
economy, generate more jobs, and improve i t s  growth prospects. The next chapter applies 
some o f  these issues to the specific problems o f  the now privatized enterprises to suggest 
how combined regulatory and restructuring actions can improve growth o f  private enterprise. 

Improvements in BiH’s business climate have been incremental. Bolder and deeper 

RS conducted a similar exercise on licenses and permits but not to the same extent. 





CHAPTER 3 

ENHANCING PRIVATE SECTOR GROWTH AND INVESTMENT 

THROUGH OWNERSHIP CHANGE AND INDUSTRY RESTRUCTURING 
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Indicators 
Real GDP growth (%) 
Population (million) 
CPI inflation 
Current account balance (% of GDP) 
International reserves (US$ million) 
External debt (%of GDP) 

Exchange rate (KM/US$, period average) 
Budget balance (%of GDP) 

I. Introduction and SectoraVEconomic Background 

2005 2006 2007 
4.3 6.2 6.0 

3.91 3.91 3.91 
3.6 7.5 2.0 

18.0 8.0 13.0 
2,531 3,372 N.A. 

0.9 2.5 1.0 
1.60 1.60 1.40 

1. The purpose of this analysis i s  to assess BiH's experience with previously public 
enterprises that underwent social privatizations (voucher privatizations), review the current status 
o f  the Voucher Privatized Enterprises (VPEs), address key issues that have impacted the 
outcome and propose alternative strategies for the strengthening o f  these enterprises to generate 
more sound private sector growth. While there have been many VPEs that have made a positive 
economic contribution after they were privatized, many more have been beset by obstacles that 
have contributed to  increasing financial stress, and others face l i t t l e  prospect o f  ever regaining 
solvency, yet they continue to accumulate losses without pursuing their only course o f  action 
which i s  to  exit the market. In addition to the recommendations in chapter 1 , for cleaning up the 
financial liabilities o f  this sector, this chapter attempts to provide a diagnostic tool for selecting 
those companies under stress that have the potential to regain profitability through a well- 
designed and methodical application o f  a restructuring program and thus become another success 
story o f  privatization and genuine private sector-led growth. 

Recent Macroeconomic Trends 

2. Significant imbalances, due primarily to  large private sector dissavings and poor 
enterprise restructuring are raising issues in BiH. With concessional funding for BiH dropping 
considerably, future capital sources for investment in BiH will remain scarce unless sound 
economic policies and an increasingly competitive private enterprise sector stimulate foreign 
investor interest. BiH faces three dif f icult  macroeconomic challenges: (a) real Gross Domestic 
Product (GDP) growth is slowing down, from double digit rates in the immediate post-war 
period to four percent in 2005 and six percent in 2006 and 2007. As a result, unemployment 
remains high (estimated at 16 to 22 percent), as does income poverty (20 percent o f  the 
population lives below, and an additional 30 percent just above, the poverty line); (b) the 
recorded current account deficit (around 15 percent o f  GDP' in 2006); and, (c) the share o f  the 
informal sector in overall economic activity remains large at some 35 percent. 

' The current account deficit constitutes a risk to the economy, especially in the face of continued declines in aid flows. 
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Past Privatization Programs 

3. Although a large number o f  enterprises have been privatized (largely through small scale 
privatization and mass privatization, and to a smaller extent through tenders and direct 
negotiations), the economic recovery process remains painfully slow, with many companies st i l l  
in partial ownership o f  the state. The corporate sector i s  s t i l l  comprised o f  a large number o f  
SOEs. There are some 740 remaining industrial and public SOEs to be privatized throughout 
BiH, but technically only some 500 are o f  any relevance and value. The table below portrays 
key privatization numbers and percentage of completion to date. 

* includes 2 joint ventures and 1 bankruptcy 
** includes 2 joint ventures and 8 bankruptcies 

4. The Republika Srpska (RS) privatized their largest and most sellable industrial assets in 
2004-2006, but they are le f t  with large number o f  loss-making medium enterprises that will be 
difficult to sell. In the Federation o f  BiH (FBiH), some dozen or more large strategic companies 
remain to be privatized, and that will represent a challenge. When those are privatized, RS and 
FBiH will be in the same position, l e f t  with difficult-to-privatize loss-making industrial medium 
enterprises. The great majority o f  SOEs suffer from severe indebtedness (consisting o f  arrears to 
suppliers, health and pension fund contributions and unpaid salaries for workers) and lack o f  
proper corporate governance. There i s  an urgent need to speed up privatization o f  remaining 
SOEs. 

5. 
i s  in large-scale privatization. For comparison purposes, Serbia privatized some 50 percent o f  
large SOEs, FYR Macedonia and Bulgaria some 95 percent, while BiH privatized some 42 
percent. 
Figure 1 - Large-scale privatization 

The EBRD Transition index (Figure 1) further depicts how far behind SEE countries BiH 

I 

NIA AND 
EGOVINA CROATIA 

I 
I I Large scale privatisation 

Source: EBRD Transition Index. Privatization effort i s  proportional to score number. 
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Experience with Enterprise Restructuring 

6. 
enterprise restructuring (see figure 2). The main problem with voucher privatization in BiH is 
that it resulted in diffused ownership. Such ownership, in a country where the social priority i s  
strong and where without a greater majority very little can be decided within a company, created 
problems for a successful transition o f  these companies. There are some 1,200 companies at 
Banja Luka and Sarajevo Stock Exchanges altogether. However, only few hundred companies 
per entity are traded throughout a year, with trading o f  PIF shares amounting to 25-35 percent o f  
al l  turnover volume in both Entities. Originally in 200 1-2002, PIFs obtained shares in 
approximately 460 and 550 companies in FBiH and RS respectively, but the ownership stakes o f  
individual PIFs was rather small and insufficient for the exercise o f  significant control in most 
companies. 

Figure 2 - Enterprise Restructuring Index 

BiH is at the bottom range o f  SEE countries together with Montenegro in terms o f  

I I 
I I 

ROWWNIA 
N R  MACfDONbA 8OSNW AND 

Enterprise restructuring 

Source: EBRD Transition index - High score reflects good corporate governance results; low score reflects weak financial discipline. 

7. A large number o f  voucher-privatized enterprises suffer from severe indebtedness, 
consisting o f  arrears to suppliers, health and pension fund contributions for workers and unpaid 
salaries.2 Very little restructuring and concentratiodtransfer o f  ownership happened over a five 
year-period, as PIFs s t i l l  have 90 percent o f  the original portfolio. The RS did initiate some 
concentration o f  ownership recently, while the process was somewhat stalled in FBiH. To 
further aggravate the situation, legislative changes that are being enacted in both Government 
Entities (conversion o f  PIFs into Investment Funds), envisions PIFs reducing their stakes in 
individual companies to technical limits o f  25 percent. This could create fire-sales, further dilute 
ownership, weaken corporate governance and further postpone much-needed strategic change in 
ownership and enterprise restructuring. 

T h e  Voucher Privatization Process 

8. The foundation for privatizing o f  state-owned enterprises (SOEs) in BiH was the 
Privatization Law o f  1999 which established various venues for the sale o f  SOEs including via 
voucher privatization. Pursuant to the Privatization Law, the government issued voucher 

Arrears on health contributions, however, can be written o f f  for the most part, as non-contributors do not qualify as active recipients o f  medical 
benefits and thus there i s  l i t t le net cost to the government from those in arrears on medical premiums. 
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certificates with a face value o f  approximately KM10 bi l l ion to be distributed to citizens over the 
age o f  18 and compensation to other individuals. The vouchers could be used to  buy State- 
owned properties such as SOEs and housing units. At the time the vouchers were issued there 
was no direct relationship between the face value o f  the vouchers and the book value o f  the State 
properties to be offered for sale. The acquisition o f  State assets with vouchers was to  be realized 
through an auction process that was expected to result in the swift  sale o f  the assets. 

9. In order to promote an orderly sale o f  the State properties the Privatization L a w  
established special investment companies known as Privatization Investment Funds (PIFs) that 
would act as intermediaries that would capture the vouchers f rom individual investors who in 
turn would receive investment units in the PIFs. The PIFs originally would then use the vouchers 
to buy shares of the VPEs and manage those shares on behalf o f  the PIF shareholders. This 
approach was first pioneered by Czech Republic in 1994 privatizing some 1,600 enterprises, 
followed by Poland with 520 firms and Bulgaria with 1,050 firms. Serbia and Montenegro used 
some variation o f  the method. The L a w  set a deadline o f  six months for a l l  those who had 
received vouchers to exchange them for investment shares in any o f  the PIFs created at that time 
or for other State properties, mainly residential real estate. The PIFs were never intended to 
actively manage companies, as the law intended for the process to  be completed quickly and 
ownership transformation to local private and foreign investors to happen instantaneously. 

10. 
were eventually privatized. The companies that were sold through the voucher privatization 
process (around 1,650) were referred to  as Voucher Privatized Enterprises (VPEs). However the 
Government retained a minority stake in a number o f  the VPEs offering the remaining shares for 
sale through the auction process. In preparation for the sale o f  VPEs the Government had also 
cleaned up many o f  the companies’ debts and arrears that were outstanding as o f  1998, but as a 
result o f  subsequent delays in the privatization process, these companies began to accumulate 
new arrears thus reducing their eventual sale value or even discouraging potential buyers. 

The Government offered approximately 2,75 1 SOEs for sale and approximately 1,83 1 

1 1, 
transfer o f  ownership. The PIFs were the principal intermediaries that used the vouchers 
collected from investors to  bid for the SOE shares offered by the government. The auction of the 
SOE shares were pre-announced, and al l  interested investors, mostly the PIFs, submitted their 
bids. If the total amount bid for a company’s shares, which could have been the total or a portion 
o f  the shares as determined by the government, f e l l  below the estimated or targeted book value, 
then the first round o f  bidding was declared vacant. For these companies, a subsequent auction 
was organized at which any offers were accepted, no matter how l o w  the bid in relation to the 
original book value o f  the company. 

The vouchers issued by the government represented an expedient mechanism for the 

12. The distribution o f  vouchers implied that ownership o f  the SOEs would be widely 
dispersed, since the PIFs were acquiring the shares on behalf o f  their shareholders which in turn 
were the citizens who had received the vouchers f rom the government; however through the 
creation o f  an active secondary market for vouchers, some investors were able to  acquire a 
sizeable holding o f  vouchers and thus in turn a much bigger ownership interest in the VPEs. 
Individuals who preferred to convert their vouchers into cash offered them in the informal 
“street” market where investors bought them at a fraction o f  their face value in K M s .  
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The Role o f  the Privatization Investment Funds 

13. 
coincided with the securities exchanges playing an integral role in the process. The sale o f  the 
SOEs was to be followed by the registration o f  the companies in the stock exchange and thus 
serve as the foundation o f  the country’s nascent capital markets. The Privatization Investment 
Funds (PIFs) were thus created to manage the voucher privatization process and through their 
active trading o f  the newly issued securities lay the groundwork for an efficient securities 
market. The Sarajevo Stock Exchange was founded in September 2001 and commenced trading 
in April 2002. The Banja Luka Stock Exchange began i ts  operations in March 2001. The 
expectation at the time was that the expedient sale o f  the shares o f  hundreds o f  companies would 
generate the critical mass needed to sustain a liquid and orderly securities market. However, the 
establishment o f  an efficient institutional infrastructure for the trading o f  equities that could 
absorb hundreds o f  new issuers in a relatively short span o f  time proved to be an overly 
ambitious goal. 

The launching o f  the privatization process and the establishment o f  the BiH stock market 

14. According to the Privatization Law the PIFs had to meet certain regulatory thresholds 
before they could launch their operations. The minimum capital requirements were KM 1 .O 
million. Once conditionally approved by the Securities Commission, a PIF had six months to 
collect the minimum KM 200 million in face values o f  the vouchers otherwise they would lose 
their license. Since all the PIFs were DeNovo investment funds, individual investors had to make 
choices without foreknowledge o f  a fund’s portfolio allocation and i t s  perfomance. Each PIF in 
turn would contract with an investment management company to manage the portfolio and with 
other services providers such as the fund’s depository and external auditors. 

15. 
80 percent o f  the value o f  PIFs’ portfolios i s  invested in very large companies such as electric 
power, telecommunications, o i l  and gas. The initial portfolio holdings o f  each PIF included from 
100 to 200 companies and have since been reduced to below 100. I t  i s  not clear how the PIFs 
arrived at the number o f  companies in their portfolio other than the ownership ceilings 
established by the Privatization Law as a percentage o f  one single company’s capital. Since they 
were supposed to act as transitional institutional investors that would eventually be converted 
into investment or mutual funds, the PIFs became a hybrid o f  active/passive investors. In view o f  
the limited number o f  analysts at each PIF, they did not have the capacity to become active 
investors at a portfolio level. Nevertheless, the PIFs actively managed selected investments 
where they had a significant holding; although their attempts at restructuring some o f  the 
companies met with modest outcomes. 

The experience o f  the PIFs in managing their VPEs portfolios has been mixed. Roughly 

16. From a governance perspective, the ownership structure o f  the PIFs i s  relatively 
concentrated and includes investment management companies and depository institutions as 
related parties. Usually the top 5 to 10 shareholders account to close to 50 percent ownership o f  
fund shares, the rest i s  highly diluted among the individuals who traded their vouchers for PIF 
shares. The larger shareholders include both individuals as well as institutions. Their equity 
investments were made either in the form o f  cash or through vouchers that had been previously 
acquired from other individuals who had preferred to convert their vouchers into cash. The top 
shareholders have thus been able to retain control over the investment policies o f  the PIFs and 
the contracting o f  the investment management companies. 
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17. 
PIFs to spin o f f  their current catch-all portfolio into specialized investment funds and retaining 
only those securities that meet the criteria o f  suitability for a diversified portfolio. Whi le the 
Privatization Law establishes that a PIF cannot own more than 25 percent o f  the capital o f  any 
company, this ceiling has not been enforced. In fact PIFs own significantly higher shares in 
individual companies and have used that ownership interest to attain representation on the 
companies’ Supervisory and Management Boards. Such a relationship raises some concerns in 
terms o f  the use o f  insider information by Board members that are related to the PIFs. At the 
same time, such a large stake in a single company would prevent an investment fund from acting 
as an efficient portfolio manager because o f  i t s  inability to quickly buy and sell i ts  position in a 
company. In some cases, the PIFs could be contributing to a reverse agency problem. Some 
companies have reported that management’s capital budgeting plans for profitable expansion 
have been resisted by PIFs that do not want to inject additional capital nor dilute their ownership 
interest by bringing in strategic investors. 

One o f  the challenges o f  transitioning from PIFs to Investment Funds i s  the ability o f  the 

18. 
has proposed revising the Securities Laws in order to reach a new level o f  market efficiency and 
transparency. The creation o f  Investment Funds acting as portfolio managers i s  a needed f i rs t  
step. The all-in-one PIF portfolios need to be restructured into more specialized funds such as 
conservative, balanced, and aggressive funds. As efficient portfolios, the newly structured 
investment funds will be able to attract new investors who will be able to select those funds that 
are more suitable for their risk profiles. However, the expansion o f  the securities’ market 
horizons will not be an automatic process for many o f  the securities currently held by the PIFs. 
Companies with chronically poor performance and limited prospects for growth will not be 
candidates for new fund portfolios. Some o f  these may require restructuring, downsizing, and 
additional capital in order to attain profitability; and if successful, these companies could become 
active participants in the market. 

At this critical juncture in the development o f  BiH’s securities markets the Government 

19. A systematic approach to the corporate restructuring process o f  under-performing 
companies may in turn call for the establishment o f  special vehicles such as private equity funds 
that can attract investors who specialize in turnaround situations by assuming a controlling 
interest in the companies in order to fix the problems, restructure operations and return to 
profitability and eventually take the companies back to the capital markets. But others may not 
pass the market test, and may have to exit in an orderly fashion. The reforms to the Securities 
Laws need to address these issues in order to facilitate the restructurings that will help VPEs 
achieve sustainable profitability. 
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11. The Enterprise Sector after Privatization: Challenges & Opportunities 

20. 
the private investor sector. The process o f  transferring ownership shares was implemented 
through the newly created securities markets under the management o f  the PIFs, thus 
contributing to  the development of the financial system. It is estimated that overall, throughout 
BiH, assets o f  voucher privatized enterprises represent about 50 percent o f  GDP. However, due 
to differences in accounting treatments and hidden losses, such a figure may be overestimated. 
In RS, the value o f  sales o f  the VPEs in 2006 represented about 16 percent o f  the value o f  total 
production by the corresponding industries. In any case, the VPE sector is not insignificant and if 
properly turned around, could become a significant contribution to private sector led growth in 
BiH. 

Voucher privatization did not achieve the full goal o f  transferring ownership o f  SOEs to 

2 1. However, the one ingredient absent from the mass privatization program was real 
ownership transformation and capitalization; very few o f  the VPEs received a fresh injection o f  
capital and the associated upgrading o f  technology. In some countries, privatization was 
accomplished by transferring a percentage o f  the shares o f  the SOEs to the citizens, and then the 
rest o f  the shares were granted to investors on the basis o f  the amount o f  funds they committed to 
invest in the companies. Thus the government in those countries privatized the companies and 
the proceeds were then channeled directly as investments in the upgrading o f  plant, equipment 
and technology, and expansion o f  the productive capacity o f  companies, Le., as fresh capital. 

22. 
and capacity to take the companies to the next level o f  performance. As a consequence, the 
performance o f  the VPEs has been lackluster, with a significant number o f  companies 
experiencing sizeable losses. In FBiH most VPEs continue to operate at a loss as seen by the 
figures in Table 2.3 The increase in losses in 2006 i s  explained in part by a noticeable drop in 
sales volume, even though the economy posted a healthy expansion in that year. The only 
industries experiencing consistent profitability during 2004-2006 were in non-durable consumer 
goods such as food and drink processing and tobacco and in R&D. 

Few VPEs have benefitted from new management with the know-how and experience 

’ Earnings are measured as EBIT, which i s  earnings before interest and taxes, and i s  used in measuring the return to total capital. 
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Table 2: FBiH - Overall Performance of VPEs 
Profitability Sales Growth 

Agriculture 
Basic materials processing (steel, wire, aluminum etc) 
Business services 
Car and spare parts sales and repairs 
Cars, engines, tractors, bikes and cycles manufacturing 
Chemicals, and other non metal production 
Construction 
ELmachinery and appliances manufacturing 
Food and drink processing/manufacturing 
Forestry 
Furniture manufacturing 
Health 
Hotels and Restaurants 
Machinery production 
Metal processing 
Mining 
Production 8, distribution of electricity water, gas 
R&D 
Recycling 
Retail trade 
Textile Manufacturing 
Tobacco 
Transport and communication 
Waste management 
Wholesale 
Wood Processing (including paper, printing, celulose) 

TOTAL 

2004 2005 2006 

-19.1 
-33.0 
-6.8 
-8.9 

-16.8 
18.6 
-6.3 
7.3 
6.3 

-3.5 
-9.4 

-14.0 
-39.2 
-1 3.3 
-10.7 
-6.7 

-10.5 
17.8 

-87.5 
-3.7 

-37.9 
15.1 
-8.0 

-28.2 
-7.9 
-6.0 
-3.2 

-24.8 
-40.0 
-7.4 

-16.0 
-0.9 
14.4 
-7.3 
2.0 
3.5 

-9.8 
-7.3 

-1 7.4 
-22.9 
-6.8 

-1 1.5 
-7.8 
0.1 

19.2 
-36.0 
-3.6 

-40.9 
2.7 

-7.4 
-34.8 

-8.9 
-2.3 
-1.5 

-22.8 
-68.1 

-8.0 
-1 0.7 
-4.4 
11.3 
-8.5 
-0.7 
4.6 

-9.7 
-1.4 
-7.7 

-24.9 
-8.9 

-12.6 
-1.2 
0.2 

26.7 
-20.4 

-6.1 
-34.2 

3.3 
-8.9 

-20.0 
-9.2 
-7.9 
-2.0 

2005 2006 

-29.4 -5.3 
-14.0 -10.0 
30.5 -15.8 
-1.6 12.5 
85.4 12.0 
9.1 11.2 

31.8 -11.5 
8.4 -20.7 
3.1 -5.3 

-9.8 25.1 
18.2 18.5 
-3.5 -28.4 
18.3 -6.2 
38.6 66.1 

9.0 2.5 
3.9 -8.5 

2.6 -33.2 
20.0 -13.9 

-37.5 -80.0 
0.9 -44.8 

-17.9 16.7 
-11.2 -44.0 

5.6 -9.6 
-22.9 -1.4 

7.1 -7.1 
6.4 -17.8 
6.2 -17.6 
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Table 3: RS- Overall Performance of VPEs 
Profitability Sales Growth 

2004 2005 2006 2005 2006 

Agriculture -25.8 -20.9 -26.9 3.9 -5.8 

Business services -40.7 -15.6 -42.6 24.9 -31.4 
Car and spare parts sales and repairs -6.9 -6.9 1.9 -1 0.5 -1 3.8 
Manufacturing of transport equipment & parts -19.2 -20.4 -53.9 -1.9 -31.7 
Chemicals -11.2 -12.3 -50.8 -1.3 -2.9 
Construction 0.2 2.3 3.9 11.5 -13.8 

Basic metals manufacturing -5.2 -12.7 1.6 14.6 35.1 

Elec. machinery and appliances manufacturing -24.4 -26.9 -30.8 -0.9 -1.7 
Energy and Gas 31.8 17.4 11.2 13.4 -25.8 
Fishing 4.0 -8.5 -18.1 -26.6 -9.8 

Forestry -57.9 -36.7 -19.8 -9.8 16.3 
Furniture manufacturing -32.7 -44.6 -36.9 -1.2 -23.7 

Hotels and Restaurants -35.2 -20.6 -16.1 2.9 -5.3 
Machinery production -153.8 -83.1 -78.4 40.7 -36.8 
Metal processing -17.1 -10.6 2.6 11.2 -14.4 
Mining -3.9 -30.2 -6.9 3.0 -16.3 

Food and drink processing/manufacturing -7.3 -11.2 -13.4 0.5 12.3 

Health -3.2 -1.4 3.2 8.3 9.6 

Electric power, water, gas and steam -4.2 -2.2 -2.0 4.9 42.2 
R&D -28.4 -13.1 -11.5 38.9 27.1 

Recycling 
Real Estate 1.3 4.6 1.5 -28.3 -1 9.1 

-0.9 -3.7 -2.0 -37.8 22.9 
Retail -10.5 -13.6 -12.4 2.6 -7.9 
Textile -125.6 -183.1 -116.7 -30.7 -1 0.0 
Textile manufacturing -55.0 -56.5 -56.6 11.6 -15.9 
Tobacco -8.7 -17.3 -23.5 -22.2 -15.3 
Transport and communication -16.6 -4.6 -8.0 3.8 4.6 
Waste Management 3.7 3.5 4.9 25.8 -9.1 
Wholesale -10.0 -6.0 -7.3 30.4 -6.3 
Wood Processing -42.3 -72.7 -80.3 -17.5 11.5 
TOTAL -12.2 -11.9 -9.4 4.4 10.8 

23. 
(See Table 3).4 On the other hand, losses have diminished moderately from 12.2 percent in 2004 
to 9.4 percent in 2006, which could be explained in part by the acceleration in sales growth 
during 2005-2006, implying that excess capacity i s  one o f  the problems in corporate 
performance. Whi le  the improvement in the Bosnian economy has been a positive factor for the 
VPEs, global competition has challenged a number o f  the traditionally strong industries. In the 
RS, the top performing industries were energy & gas, waste management, construction and real 
estate; while the weak performers were textiles, wood processing, machinery production, 

Profitability o f  VPEs in RS averaged a loss o f  1 1.2 percent o f  sales during 2004-2006 

' The industry details for each Entity differ due to structural differences in each one. 
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transportation equipment, and furniture manufacturing, where Asia and other regional 
competitors have been eroding BiH’s competitive advantages. 

24. 
competitors, nevertheless there are opportunities for growth if the companies take on the 
challenges through methodical ownership realignment and restructuring o f  their operations. The 
successful performance o f  the VPEs hinges o n  the adoption o f  a new mindset, a restructuring o f  
these companies in l ine with their strengths and hopefully the attraction o f  new capital facilitated 
by a more user-friendly environment for investors and a diminishing o f  country risk factors. This 
section reviews some o f  the challenges and opportunities for VPEs. 

The VPE sector therefore, faces tough challenges, internally as well as f rom global 

Corporate Governance 

25. One o f  the goals o f  privatization is to promote economic development through more 
effective governance o f  corporations in the context o f  market-based economies. As owners, 
shareholders delegate the day-to-day control o f  the corporation to  the Board o f  Directors, who 
include shareholders as well as outsiders, who in turn contract management personnel to run the 
business. Good corporate governance i s  reflected in a culture o f  good business practices 
supported by an effective institutional environment comprised o f  laws and regulations and their 
enforcement, efficient markets, and corporate accountability. Thus the success o f  voucher 
privatization hinges on attaining a critical mass o f  good corporate governance practices. BiH i s  
now facing more intense competition from other regional economies for investment capital and 
for entry into lucrative markets such as the European Union. Some o f  the remaining challenges 
include the need to further reduce government ownership in’ the enterprise sector; to upgrade the 
legal framework for good corporate governance; to clarify the role o f  the Board o f  Directors; to 
uphold shareholder rights; and to enhance the transparency o f  financial r e p ~ r t i n g . ~  

26. 
o f  Standards and Codes for Corporate Governance, have established that the corporate 
governance framework in BiH companies is poor and ineffective and, as a result, the company 
restructuring process is very slow. 

Previous projects, namely those by the European Commission and World Bank’s Review 

27. 
o f  PIFs and owners to exercise effective control over the management o f  companies to  embark 
on restructuring processes to change strategic ownership. The reason for this i s  that the 
remuneration arrangements for management companies o f  PIFs i s  based on the nominal net asset 
value o f  their portfolio companies that is, for the large majority o f  companies, the book values o f  
these assets, which are inflated. 

An underlying reason for poor corporate governance i s  the lack o f  incentives o f  managers 

28. 
are also not conducive to good corporate governance. The dispersed share ownership, the 
absence o f  strong and effective owners, the dominance o f  insiders and weak incentives for 
investors to bring in fresh capital, which i s  essential for enterprise restructuring and growth, a l l  
contribute to the weakness o f  corporate governance fiamework. This weakness is further 
accentuated by the relevant provisions in the company laws o f  the two Entities. Between the 

In addition to the incentive problem, the legal framework and institutional arrangements 

’ For additional discussion see “Corporate Governance Assessment for BiH,” World Bank. 
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strategic enterprises and candidates for bankruptcy there i s  a policy gap in providing constructive 
intervention and support to enterprises with good prospects among the large number that were 
subjected to the voucher privatization program. Releasing these companies from unneeded labor 
and financial indebtedness, concentrating ownership and providing support to improve their 
corporate governance framework, will facilitate labor restructuring and stabilize their financial 
standing, which i s  imperative for economic growth. 

29. Despite the wholesale “Big Bang” approach to the sale o f  SOEs, the post-privatization 
ownership structure showed mixed results. State ownership remains significant, approximately 
20 to 30 percent o f  total equity o f  VPEs. There are also some 740 companies that are s t i l l  
wholly-owned by the State and for which privatization i s  s t i l l  pending. 

30. Significant and controlling shareholders hold large positions in most companies and 
include company management, and entrepreneurs who bought a large stake o f  the company 
during privatization. In RS, the ownership group comprises o f  the shareholders who individually 
own more than 5 percent o f  the company’s capital account for 72 percent o f  the capital o f  all 
enterprises. PIFs also hold significant stakes in many companies. About 30 percent o f  the VPEs 
in FBiH report PIFs as owners o f  more than 25 percent o f  the company’s capital. 

3 1. 
capacity i s  very limited. With three to four investment specialists and 50 to 100 companies in 
their portfolio, it i s  not possible for them to act as either restructuring funds or venture funds. 
While PIFs, as a group, have substantial shares in most privatized companies, individual PIFs 
mostly have a minority share, insufficient to exercise control. PIFs are thus not able to act as 
active owners to force changes in their portfolio companies because their capacity, in terms o f  
qualified staff, to exercise oversight and monitoring o f  tens o f  companies i s  severely limited. 
Improving corporate governance through creating incentives for restructuring in an efficient 
legal and institutional environment and providing direct support to the healthy part o f  the 
enterprise sector to resolve the most urgent structural problems, i s  moving towards the top o f  the 
government priority l is t .  In this effort an important role i s  attached to transforming PIFs into 
active owners in their portfolio companies through their role in management boards or gaining 
strategic control. 

In addition to insufficient control, PIFs are comparatively small and their technical 

32. The existing legal framework for corporations includes the following legislation: 

0 Law on Enterprises 
Framework Accounting and Auditing Law (2004) 
Law on Securities 

33. 
operating environment for VPEs. One o f  the more productive avenues would be to further 
harmonize legislation across Entities. These should include provisions for tenders, control 
transactions, conversion from joint stock to limited liability companies, and a common 
distinction between “open” and “closed” joint stock companies. Harmonization o f  securities laws 
should consider the possibility o f  a single securities commission at the state level which would 
greatly enhance market efficiencies, in addition, the securities laws should be modified to 
provide better protection for small shareholders and to increase transparency. 

Some revisions to the above mentioned corporation and securities laws could improve the 
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34. Enforcement of certain areas o f  the law i s  considered weak due to lack o f  clear 
regulations or insufficient resources for regulatory supervision. Transactions between related 
parties, use o f  inside information, conflicts o f  interest, disclosure o f  more detailed financial 
information are among issues that need greater regulatory ,attention in order to enhance the 
transparency o f  market transactions. 

35. 
to establishing a single board structure. Currently, the governing boards are organized according 
to the following models: 

The role o f  different company boards needs to be clarified. Consideration should be given 

Supervisory board 
Management board 
Auditboard 

36. 
specified in the law. The fiduciary duties o f  board members need to be defined. In RS, 
companies with fewer than 100 shareholders are not required to have a Board. The Law on 
Enterprises should address board independence and objectivity and these changes may require 
expanded training for Board members in compliance and other aspects o f  their fiduciary 
responsibilities. 

The differences between the supervisory and management boards are not clearly 

37. Access to quality financial information i s  an important factor in attracting investors, 
particularly foreign investors. With improved accounting standards in place since 2004, the 
challenge now i s  to fully implement the new rules for transparency o f  financial information. 
Greater scrutiny o f  auditors i s  needed with more attention paid to auditing procedures adopted by 
accounting f i rms. More extensive explanations o f  financial statements should be the norm. 

Legal Framework for Efficient Markets 

38. 
newly privatized f i r m s  to compete on a level playing field depends on the quality o f  the legal 
environment for doing business. Among the barriers to doing business in BiH are enforcement o f  
contracts, registering o f  properties and protection o f  investors. 

Privatization i s  a first step in the transition to a market-oriented economy. The ability o f  

39. The land registry can be a hindrance for businesses in their registration process, in 
utilizing real estate assets as collateral for loans, and in effecting the sale or purchase o f  business 
assets. As noted in the chapter 2 regarding regulatory barriers to business, the land registry i s  
disorganized and land boundaries need updating with modern imagery. The deeds transferring 
process also needs to be expedited. In order to attract investors the VPEs need to certify their 
property holdings and provide a realistic valuation o f  those assets. Whi le the upgrading o f  the 
land registry calls for additional government resources, new technologies make it possible to 
quickly update the cadastre o f  properties. Public sector investments in this area will pay o f f  in 
terms o f  greater tax collections from hitherto unregistered properties. 

40. Enforcement o f  contracts i s  rated by the Bank’s Doing Business survey, within the lowest 
quartile o f  countries. Long delays in processing o f  claims put creditors and investors at a 
disadvantage. Court investigations move at a very slow pace due to capacity bottlenecks. Greater 



55 

use o f  mediation could provide an expedient alternative, particularly for those VPEs that lack the 
financial resources for extended litigation. 

41. 
those enterprises that are not financially viable and ensure an appropriate social program for laid 
o f f  (see table 7b further on). At the same time, the bankruptcy law needs to be made more 
flexible and to provide greater incentives for a corporate workout rather than simply liquidating a 
company. The court system i s  also moving slowly with individual cases. Once a company f i les 
for bankruptcy, the liquidation process has also been hampered by lack o f  documentation on the 
companies’ assets and liabilities due to poor records. In the case o f  conglomerates that were 
broken up prior to privatization, there i s  a bigger challenge o f  clarifying the ownership o f  the 
assets. 

One o f  the key challenges in the restructuring o f  the VPE sector i s  to find an exit for 

42. An enhancement of the bankruptcy law and i ts  implementation i s  essential for Bosnia’s 
goal o f  strengthening the enterprise sector. A strong signal to investors would be reducing the 
duration o f  bankruptcy procedures from 3.5 to 2.0 years. With the possibility that a significant 
number o f  VPEs may need to f i l e  for bankruptcy proceedings, i t may make sense for the 
government to sponsor a special assessment o f  companies under duress that would help prepare 
VPEs that are only one step away from bankruptcy filing so that when the courts are assigned the 
cases much o f  the preparatory work has been completed. This could be accomplished through a 
research unit that monitors companies’ financials and identifies those that are considered 
financially unviable. In those cases, tax, labor, property and other inspections could be initiated 
to determine the financial status o f  the company and to identify options for a restructuring with 
eventual sale o f  the good company assets. 

Capital Market Efficiency & VPEs 

43. The voucher privatization program was designed to operate through what at the time was 
a nascent securities market. The purpose o f  using the securities market in the privatization 
process was to provide a platform for investors to negotiate the value o f  the VPEs. Normally, this 
approach works efficiently if there i s  a liquid market for these securities. However, at the time 
the shares o f  the companies slated for privatization were registered with the Securities 
Commission and listed in the stock exchanges, the securities market had not yet reached the 
critical mass for efficient valuation o f  these securities. Companies were thus being traded that 
did not have a positive book value o f  equity, and investors did not have a modicum o f  a 
prospectus that provided detailed information on the companies’ financials, management, and 
business plans. 

44. After the initial offering, very few companies remained actively traded. Most have 
lingered in the PIF portfolios and possibly without the financial qualifications for listing as a 
publicly traded company. In FBiH there are currently 290 VPEs listed in the Sarajevo Exchange, 
and in RS there are 642 listed in the Banja Luka Exchange. Thus, overall there are over 900 
VPEs that constitute companies as part o f  the private enterprise sector in BiH. Based on the 
trading experience o f  these companies, the Securities Commission has developed the following 
classification o f  the VPEs based on their trading activity: 
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Securities that are actively traded on the stock exchange - with valuation based on the 
latest market price; 
Securities for which there are occasional transactions - with valuation based on the total 
volume o f  transactions since establishment o f  the exchange; and 
Securities without transactions - PIFs are required to make assessment o f  value based on 
a prescribed methodology. 

45. The somewhat erratic trading o f  many VPE,shares raises the question as to whether these 
companies were ready for listing in the securities markets at the time o f  privatization. Perhaps 
the stock exchanges should establish stricter threshold criteria for listing and those that currently 
do not qualify should be de-listed. A strategy o f  corporate restructuring o f  de-listed VPEs could 
then qualified companies reach a sustainable profitable growth path and possibly return to the 
capital markets as an issuer, or remain as privately held companies actively managed by 
experienced investors. 

Taxation 

46. 
taxes. This ranking reflects numerous issues such as the level o f  taxes, the diversity o f  
government entities collecting taxes, and the differential in tax rates across both Entities. 
Taxation o f  businesses includes income, sales, property, and unemployment taxes, as well as 
customs duties and licensing fees. Other forms o f  payment to  the government are included under 
social contributions. To the extent that businesses carry a relatively high tax burden paid to, and 
administered by a multiplicity o f  government entities at the State, FBiH, RS, District, Cantonal, 
and Municipal levels, BiH enterprises are at a disadvantage in competing in the global 
marketplace. 

As discussed in chapter 2, Bosnia i s  ranked in the bottom quartile in terms o f  paying 

47. 
Bosnia; nevertheless, additional efforts are needed. One o f  the steps taken has been to harmonize 
corporate (income) tax rates between the two entities. RS passed a new Income Tax law in 2007 
reducing the corporate tax rate to 10 percent. A similar law was recently passed in FBiH and i s  
slated to  take effect in 2009 also reducing the corporate tax rate from 30 percent to 10 percent. 
Interestingly this may encourage companies in FBiH to book more expenses and write-downs on 
uncollectible assets this year with the aim o f  benefitting f rom a significantly lower tax rate in 
2009. While both entities will have the same corporate tax rate in 2009, i t i s  not clear as to 
whether the law also harmonized tax regulations regarding tax deductible expenses. 

Tax reforms have made noticeable progress in reducing the cost o f  doing business in 

48. Tax reform has also led to  an improvement in tax collections; but there are s t i l l  
significant problems with respect to tax arrears, specially the VPEs. Financial data provided by 
the VPEs show a relatively small tax payables o f  less than one percent o f  sales. On the other 
hand, based on information provided by the tax collection agencies, excluding the State level 
office o f  indirect taxes, about 45 percent o f  total arrears to the tax agencies represent past-due 
direct taxes, 35 percent are employer contributions, and 20 percent are municipal taxes. The tax 
collections agencies in each Entity collect direct taxes, fees, levies and contribution payments on 
behalf o f  various government agencies. These figures indicate that there may be some 
discrepancies between what enterprises report as their tax and contribution arrears and the way 
the tax collection offices establish each company’s tax liabilities. 



57 

49. 
Both FBiH and RS have introduced special programs for the restructuring o f  arrears and have 
had some success in spreading the burden over a longer period o f  time. The tax administration 
office in RS has reprogrammed about KM28 1 million in arrears (approximately US$2 15 
million), which represents about 25 percent o f  total arrears. However, in order to enhance the 
effectiveness o f  these special programs for tax arrears, i t i s  imperative to combine them with a 
general strategy o f  corporate restructuring where viable companies go through a comprehensive 
financial workout including a rescheduling o f  their debts to the government. 

Any strategy to address the restructuring o f  VPEs needs to resolve pending tax liabilities. 

50. Contributing to the problem o f  arrears i s  a weak enforcement o f  tax collections. Sanctions 
for not paying taxes or contributions are very low, and courts are slow in imposing a penalty. In 
addition there i s  a need to train more tax collectors and to update the I T  system for monitoring o f  
taxpayers. The FBiH tax office estimates that there are KM 1 billion in past due tax and 
employer contributions payments o f  which over one third o f  the amount i s  owed by SOEs. These 
figures further underscore the discrepancies between reported financial information and tax 
collectors’ calculations o f  arrears. 

5 1. 
process. If an enterprise i s  registered in numerous locations, i t may have to pay taxes to the State, 
to the two Entities, and to numerous Cantons and Municipalities. This presents an impediment to 
foreign investors who expect to manage their tax obligations through only one government 
agency. In addition, the withholding tax on profit repatriation and dividends may put BiH at a 
competitive disadvantage compared to other countries in the region. Bosnia has double taxation 
treaties with other countries that would resolve this problem, but apparently the government has 
not issued the regulations and forms needed for a foreign investor to present to their home 
country tax authority. 

Payment o f  taxes i s  further complicated by the layers o f  government involved in the 

52. The introduction o f  the V A T  in 2005 with fill implementation in 2006 had an initial 
windfall effect on government revenues and demonstrated the advantages o f  having a single 
State agency for collection o f  taxes. On the other hand, customs administration needs to make 
more headway in becoming business friendly. It has been reported that the Free Trade Zones are 
not yet fully operational and thus importers who bring in merchandise to assemble or 
manufacture for re-export s t i l l  have to pay import duties. These obstacles further delay the influx 
o f  foreign investors. 

Labor Costs 

53. 
entry into the European Union hinges on the cost effectiveness o f  i t s  labor force and on i ts  ability 
to efficiently exploit i t s  abundant natural resources. In a subsequent phase o f  economic 
development, and building on the success o f  the initial export-driven-foreign investment-induced 
growth, BiH’ wi l l  then be able to expand i t s  competitive advantages into high value-added 
industries. In order to get the f i rst  phase o f  development o f f  the ground it i s  imperative to 
optimize worker utilization in VPEs as well as in other private sector enterprises. However, a 
number o f  factors limit the ability o f  many VPEs to appropriately size their workforce such as 
regulatory constraints, financial problems, and payment arrears to workers. 

BiH’s competitive edge in expanding into other regional markets as well as i t s  eventual 
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(% of salary) 

Pension 
Medical Insurance 
Unemployment Tax 
Child protection 
Total 

54. Average wages in BiH are competitive in comparison to other regional economies. The 
minimum wage in 2006 was KM308 for FBiH or the equivalent o f  US$1.21 per hour, and KM 
205 for RS or US$0.80 per hour. Based on reported financial information for VPEs, the average 
monthly wage in 2006 in FBiH was KM 910 or US$3.57 per hour; and for RS it was KM 383.43 
or the equivalent o f  US$1 -50 per hour. The average Compensation figures indicate that the RS 
has a labor cost advantage over the FBiH, in fact, RS’s hourly compensation i s  competitive by 
international standards. On the other hand, the wide disparity between average compensation for 
FBiH and RS i s  unusual for workers in a single national market. 

FBiH RS 
Employer Employee Total Employer 

7.0 17.0 24.0 24.0 
4.0 13.0 17.0 15.0 
0.5 2.0 2.5 1.0 

NA 2 .O% 
11.5 32.0 43.5 42.0 

All-in Labor costs 

I Salary refers to gross wages & salaries I 
56. 
6 show the labor cost calculations for FBiH and for RS. The first part shows the employee’s net 
compensation which i s  equal to the gross wages less contributions and taxes plus allowances. In 
FBiH allowances are not taxable. The withholding tax rate i s  5 percent for FBiH and 10 percent 
for RS; although for FBiH the taxable base i s  compensation net o f  employee contributions. 
Employer costs are the sum o f  the gross wages, employer social contributions, and allowances, 
although the latter i s  already included in the figure for gross wages for RS. In terms o f  the cost 
burden o f  social contributions, for FBiH these represent 35.3 percent o f  gross pay and for RS 
42.0 percent6 The reason for the differential in the social contribution burden relative to the rates 
given in Table 4 above i s  due exclusively to the tax treatment o f  workers’ allowances. 

The all-in costs differ across the two entities due to the pay scales and taxes. Tables 5 and 

57. 
KM740 in the RS, or US$2.65 per hour; thus the all-in cost i s  61.3 percent higher for FBiH. 
According to a recent Bank study o f  the labor market, the all-in costs for FBiH were significantly 
higher than for Montenegro, Serbia, Macedonia, and Albania; while RS had a cost advantage 

The all-in cost o f  an employee in FBiH i s  KM1,194 or US$4.28 per hour compared to 

The calculation of the burden of social contribution i s  as follows: for FBiH it i s  the sum of total social contributions (KM386) dividedby gross 
pay which i s  gross wages plus allowances; for RS it i s  employer contributions (only the employer pays social contributions) divided by gross 
wages. 



59 

over Montenegro, Serbia and M a ~ e d o n i a . ~  Labor costs in each Entity are calculated on a different 
basis, thus the costs are itemized in separate tables. 

Table 5: FBiH: Labor Costs’ (KMs) 
Emulovee compensation: 
Gross wages & salaries 

Compensation net of contribution 
Less: Employee social contribution 

Less: Income tax  
Plus: Meals and transport allowance 
Net employee compensation 

Emdover costs: 
Gross wages & salaries 
Employer socia I contribution 
Meals and transport allowance 

Memorandum (hourlv costs): 
Total employer costs 

KMs per hour 
US$s per hour 

- 2006 

887 
284 
603 
30 
- 205 
778 

887 
102 
- 205 

1,194 

6.12 
4.28 

58. 
compensation was 87.7 percent o f  gross wages. 

The gross wages and salaries include workers’ contributions thus the net employee 

Table 6: RS: Labor Costs’ (KMs) 
Emulovee comuensation: 
Gross wages & salaries * 

Compensation net of contribution 

Net employee compensation 

Less: Employee social contribution 

Less: Income tax  

Emulover costs: 
Gross wages & salaries 
Employer social contribution 

Total employer costs 
Memorandum (hourlv costs): 

KMs per hour 
USSs per hour 

* Gross wages includes allowances 

- 2006 

521 

521 
- 52 

469 

521 
- 2 19 
740 

3.79 
2.65 

’ See “Labor Costs and Labor Taxes in the Western Balkans,” by the World Bank, February 2008. 

2005, Report No. 32650-BA; and “Labor Costs and Labor Taxes in the Western Balkans,” by the World Bank, February 2008. ’ Ibid. 

Labor cost calculations for FBiH and RS are based on the following sources: “BIH: Labor Market Update,” by the World Bank, December 
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59. Total compensation reported by VPEs includes actual wages paid whether they represent 
the amount due to the workers or a fraction o f  that amount which the companies were able to pay 
out. Yet the amount o f  wages payable shows no clear pattern across industries. For example in 
the RS wages payable average less than one month’s wages, although individual company 
figures can vary significantly. On the other hand, for companies experiencing financial losses, 
labor costs are a contributing factor, and in those cases wages payable can represent months o f  
salaries. More importantly, the reported information i s  helpful in identifying labor associated 
cost problems, but it may not be an accurate measure o f  the magnitude o f  the problem. 

60. 
unit labor costs exceed workers’ contribution to profitability, f i r m s  are not able to downsize due 
to the high cost of dismissing workers as well as other institutional obstacles. One o f  the 
practices used by firms that have downsized their workforce has been to informally lay o f f  
workers, thus leading to what i s  referred to as fictive or excess workers. These so-called excess 
workers are not part o f  the regular full-time equivalent labor, but they are s t i l l  l isted in the 
employment roll that i s  used for purposes o f  reporting social contributions. These excess workers 
put in a minimal number o f  working hours for which they may or may not be fully compensated; 
but they are included in the f i rm ’s  l i s t  o f  workers used by the Pension Fund to calculate 
contributions.” By  including these excess workers in the pension l ist,  their “pseudo” employers 
have engendered the expectation on the part o f  these workers that some day they will be able to 
cash in on their retirement benefits once they reach the required number o f  employment years, 
assuming o f  course that the company pays o f f  all the accumulated pension arrears for each o f  
these workers. 

Because o f  labor market rigidities, VPEs operate with surplus labor. To the extent that 

6 1. Many VPEs have accumulated pension arrears for excess workers as well as for regular 
full time employees. The magnitude o f  these arrears at a company level can only be determined 
by the Pension Fund after performing an inspection at the work site. Unfortunately, the 
information compiled from each individual company in the official form M 4  i s  not reported by 
the Pension Fund at an aggregate level in order to determine the magnitude o f  these arrears 
relative to the contribution liabilities reported by the companies in their financial statements. To 
the extent that the Pension Funds begin to publish aggregate information on pension liabilities 
per worker and outstanding arrears, i t would enhance the transparency o f  reported financial 
information. 

62. 
additional income. Whi le  the excess worker appears on the l i s t  o f  pensionable workers o f  one 
firm, even though they are de-facto not employed full time, they find employment opportunities 
in other f i rms that prefer to hire “cheap” labor by saving on the cost o f  social contributions. 
Normally, if a worker i s  laid of f  by one firm, that individual would seek employment in another 
business and when hired their pension contributions would be picked up by the new employer 
and the worker’s employment history would be updated by the Pension Fund based on the annual 
M 4  forms submitted by the worker’s new employer. VPEs as well as other private sector f i r m s  
may be hiring informal workers even though they are not reported in the financial statements. 

Excess workers have in turn resorted to informal employment as a means to generate 

lo A company with excess workers would include them in the payroll list submitted for purposes of  pension benefits calculations. Every year a 
company submits its payroll list to the Pension Fund through the so-called Form M4 used by the Pension Fund to register a company’s liabilities 
by individual worker. On this basis the Pension Fund is  able to calculate the work life history for each worker and thus determine whether the 
worker qualifies for retirement benefits. The standard requirement i s  30 years of continuous work. 
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Informal workers can also be contract workers or self-employed individuals providing services to 
more than one business. Some attempts have been made to estimate the informal factor in the 
workforce and range from 15 to 25 percent o f  reported employment. 

63. The all-in cost of labor while not excessive, presents a challenge in competing against 
workers in other countries in the region. This raises the question o f  the skill-set o f  workers in 
BiH. I t  i s  not just about cost per hour. With intense global competition the quality o f  the 
workforce needs to be continually upgraded. The competitiveness o f  workers i s  not just about the 
hourly wage but about the ski l ls they offer to investors looking to compete in international 
markets. In this regard the educational programs in BiH need to be more responsive to the ski l ls 
employers are seeking, particularly foreign investors. 

Opening Up of  New Markets 

64. 
size o f  the domestic market, exports wi l l  thus be the principal driver o f  growth in employment 
and income. Further diversification o f  markets combined with free trade initiatives can give 
greater impetus to VPEs. 

Growth o f  the VPEs will hinge on the opening up o f  new markets. Because o f  the limited 

Technology, Competitiveness and Export Potential 

65. Technology i s  a critical factor for success in global competition. Emerging market 
countries have gradually moved up the technology curve starting with low-technology based 
manufacturing which in turn generated the resources to invest in educational programs to 
upgrade workforce capabilities and to acquire state-of-the-art technology. According to a study 
o f  the manufacturing industries, BiH rates on the low end o f  the technology spectrum with only 5 
percent o f  i t s  exports classified as originating from high-technology industries. l1 The Revealed 
Comparative Advantage indicators derived in the cited study indicate that BiH’s comparative 
advantages are concentrated in low-technology, resources-based manufacturing industries. These 
findings indicate that the VPEs tend to be concentrated in relatively low-technology industries 
such as metals, machinery, forestry, wood products, food processing, and textile & apparel. 

66. The relatively low average wages in the VPE sector also supports the conclusion that 
these industries are characterized by low technology. On the other hand, the challenge to move 
up the technology curve calls for greater public and private investments in the education and 
training o f  the workforce including the development o f  research facilities that can serve as 
incubators o f  technology. For example, farmers may have ample land, but very limited 
technology for increasing crop yields. BiH needs technology partners in the form o f  foreign 
direct investors. The limited size o f  the domestic market points to exporting as the principal 
channel for developing high value-added industries. BiH needs to focus on immediate 
opportunities in assembly manufacturing and in upgrading the technology used in i t s  traditional 
industries while building up i ts  knowledge base in order to diversify i t s  production capacity. 
Building successful partnerships with foreign investors will accelerate this process and improve 
competitiveness (see Box 1 below). 

” See “Patterns of  Restructuring and Competitiveness of the BiH Manufacturing Industry and the Role o f  technological Capabilities,” by Sabina 
Silajdzic, Faculty o f  Economics, Staffordshire University. 
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Box 1. Linkages Between Foreign Investment and CompetitivenesslExport Potential 

To assess competitiveness issues, survey data was collected from 132 BiH companies out of a total of 632 to whom 
questionnaires were sent. Responses revealed that foreign direct investment in local industries has a significant 
impact on export performance and competitiveness. This observation i s  key when considering sources of new 
capital for VPEs. 

One metric to assess general export competitiveness i s  the revealed comparative advantage (RCA) ratio which 
represents the ratio of an individual industry’s exportlimport percentage over the exporthmport ratio o f  al l  industries 
combined. In BiH, the higher RCA values tend to be concentrated in traditional low-technology or medium-low 
technology and resource based manufacturing industries. To move to higher technology industries well developed 
human capital and R&D knowledge i s  required. 

The results of surveys revealed not only the importance of access to foreign markets, but also the importance of 
supply capacities and access to knowledge, permitting an increase in fm technological competencies. Limited 
access to such knowledge was seen as an important barrier to developing more modem production processes, 
innovations, human capital and product design, as reported by 43 percent of f m s  surveyed. 

The importance of foreign direct investment (FDI) in revitalizing production and accessing new technologies was 
evident in other areas. The research suggested that FDI capital typically targeted enterprises with greater capacity to 
maximize exporthales ratios. Relatively high correlation coefficients appeared between foreign ownership and 
export growth. 

The importance of foreign partners has predominantly been attributed to the increase in technological transfer, with 
a formal relationship with foreign partners being key for this purpose. A formal relationship i s  defmed as including 
joint ventures, strategic alliances, subcontracting relationships, original equipment manufacture licensing, and 
existence of significant active shareholders. Firms with such relationships had exports which were higher by 49 
percent compared to those that did not. 

Innovation i s  also correlated with the existence of relationships with foreign partners. Indicators of innovation 
include evidence of new products, new production processes, and registered patents. Where existent, innovation can 
also be sourced by internalized R&D capacity and f i r m s  with such R&D capacity produced 67 percent higher 
exports than f i rms without it. 

Geographical proximities and linked production chains and supply networks also play a significant role in 
competitiveness, a factor which i s  relevant for industries integrated with foreign partners in the EU and surrounding 
regions. 

67. 
exporting activity i s  concentrated in a few industries. Based on BiH Agency for Statistics 
information for 2006, 27 percent o f  total exports were articles manufactured from base metals; 
12.3 percent machinery and mechanical appliances; 11.7 percent mineral products, and 10.5 
percent wood and wood products. More than half o f  exports were comprised o f  consumer goods. 
The geographic distribution o f  exports falls within the immediate trading vicinity o f  the Balkans 
and some o f  the EU and Central European markets. As shown in Table 7, Croatia i s  not only the 
principal export market, but also the top trading partner, followed by Slovenia. The dominant EU 
trading partners are Germany and Italy. Among the top 20 markets, BiH trade with countries in 
other regions includes Egypt, China, Turkey, the U.S. and the U.K. BiH also incurs sizeable 
trade deficits with all i t s  significant export markets, which suggests there i s  an opportunity to 
notably improve the trade deficits through promotion o f  assembly manufacturing as well as 
through the expansion o f  trade with other areas. 

The export potential o f  BiH i s  s t i l l  an untapped resource. Recent trends indicate that 
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Table 7: BiH Direction of Trade 

(mill USSs) Exports (fob) Imports (cif) Trade Balance 

Trade by regions: 
2005 2006 2007 2005 2006 2007 2005 2006 2007 

World Total 2.189.7 2.759.3 3,137.6 5,758.4 5,993.4 7.507.7 13.568.8) 13,234.1) 14,370.11 

Industrials 1,377.5 1,689.2 2,002.2 3,125.0 3,167.0 3,917.8 (1,747.5) (1,477.8) (1,915.6) 

Developing 812.2 1,070.1 1,135.4 2,633.4 2,826.4 3,589.9 (1,821.2) (1,756.3) (2,454.5) 

Africa 3.7 4.7 5.6 1.6 2.3 2.7 2.1 2.4 2.9 

Asia 95.8 113.1 29.6 36.5 44.6 79.7 59.3 68.5 (50.1) 

Europe 686.0 918.5 1,059.1 2,569.4 2,752.0 3,474.4 (1,883.4) (1,833.5) (2,415.3) 

Middle East 25.7 32.8 39.8 4.2 4.8 5.8 21.5 28.0 34.0 

LAC 1.0 1.1 1.2 21.7 22.8 27.2 (20.7) (21.7) (26.0) 

Countries ranked by exports: 
1 Croatia 411.0 541.4 660.5 1,385.5 1,440.0 1,859.9 (974.5) (898.6) (1,199.5) 

2 Slovenia 328.0 462.3 518.6 756.8 792.5 1,001.0 (428.9) (330.3) (482.4) 

3 Italy 382.0 423.2 507.4 635.7 599.0 779.0 (253.7) (175.8) (271.6) 

4 Germany 286.2 339.0 419.6 790.9 867.1 982.4 (504.6) (528.1) (562.8) 

5 Austria 145.5 239.6 302.7 401.0 356.4 524.8 (255.5) (116.7) (222.0) 

6 Hungary 117.3 145.0 178.8 317.4 312.3 408.5 (200.1) (167.3) (229.7) 

7 France 52.0 77.4 64.3 113.0 91.5 98.1 (61.0) (14.1) (33.8) 

8 Romania 41.4 68.6 44.4 139.9 197.8 79.8 (98.6) (129.2) (35.4) 

9 Poland 34.9 62.1 39.3 132.4 74.0 99.9 (97.5) (11.9) (60.6) 

10 Czech 24.7 28.0 35.7 146.1 160.0 178.2 (121.4) (132.1) (142.5) 
Republic 

11 Egypt 24.0 29.6 35.4 1.0 1.2 1.4 23.0 28.4 33.9 

12 Belgium 11.4 12.6 29.7 57.4 59.0 85.2 (46.1) (46.4) (55.5) 

13 Bulgaria 6.1 20.5 29.2 72.6 139.6 41.3 (66.5) (119.2) (12.1) 

14 Macedonia 21.4 24.1 28.8 55.5 71.2 84.9 (34.1) (47.0) (56.2) 

15 Netherlands 23.2 15.7 27.3 109.3 98.7 128.3 (86.1) (83.0) (101.0) 

16 Sweden 11.9 17.5 25.6 31.4 24.9 34.5 (19.5) (7.4) (8.8) 

18 United States 66.1 24.5 24.1 19.4 56.5 22.2 46.7 (32.0) 1.9 

17 China,P.R 94.0 109.2 24.8 21.5 26.5 57.9 72.5 82.7 (33.1) 

19 Turkey 14.0 8.5 19.5 141.0 165.9 489.7 (127.0) (157.4) (470.2) 

20 UK - 8.8 - 13.3 16.2 - 48.1 38.4 39.9 WO(23 .7 )  

Sub-Total top 20 2,103.8 2,662.2 3,031.8 5,376.0 5,572.4 6,996.9 (3,272.2) (2,910.2) (3,965.2) 

Other Countries 85.8 97.0 105.9 382.4 421.0 510.8 (296.6) (324.0) (404.9) 

Source: IMF 
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Trade Expansion through Free Trade Agreements 

68. 
between partner countries under common regulatory standards. BiH appears to have followed a 
stop-go pattern in pursuing this avenue o f  trade creation. One o f  the ingredients for successful 
implementation o f  the globalization model i s  the building o f  free trade agreements (FTA), since 
they tend to speed up the trade creation process. Table 8 l i s ts  existing FTAs and those under 
negotiation. The Central European Free Trade Agreement (CEFTA) dates back to 1992 and was 
expanded to include the Balkan countries thus providing an intra-regional framework for trade.12 
BiH has also been pursuing bilateral agreements with countries in the region. From the 
perspective o f  a small open economy this raises an interesting question as to which strategy i s  
more effective for BiH, to negotiate bilateral agreements based on i ts  own assessment o f  priority 
markets or to jo in  the negotiating table with a group o f  countries, both large and small, with the 
goal o f  reaching a workable consensus for mutually beneficial trade. 

One o f  the key goals o f  a trade agreement i s  to generate incremental trade expansion 

Table 8: BiH: Free Trade Agreements 

World Trade Organization 

Regional Free Trade Agreements 

Central European Free Trade Agreement (SEE) 
EU Stabilization & Association Agreement 

Bilateral Free Trade Agreements 
Croatia 
Serbia & Montenegro 
Macedonia 
Turkey 
Romania 
B u 1 gar ia 
Albania 
Moldova 

Date o f  
Agreement 

Pending 

2006 
Initialed 
in 2005 

200 1 
2002 
2002 
2002 
2003 
2003 
2003 
2003 

69. Signing an FTA i s  only a first step, optimizing i t s  benefits through implementation i s  a 
challenging process. Some o f  the VPEs interviewed for this report were not aware o f  the scope 
o f  existing BiH FTAs and the opportunities for their business. Certain aspects o f  an FTA have 
not yet been made operational due to lack o f  defined procedures, as for example in the case o f  
double taxation, the forms needed for processing o f  the corresponding tax credits have not yet 
been issued. Working with private sector associations, the government can assist VPEs with 
seminars and workshops about doing business with FTA partner countries. At the same time, 
FTAs can help jump start new trading relationships, and in this regard, BiH should develop a 

’* For further discussion see “Regional Free Trade Agreements o f  Bosnia and Herzegovina: Analysis and Policy Recommendations,” by Amir 
Hadziomeragic, M Jakubiak, N Oruc, and W Paczynski, Center for Social and Economic Research, No. 69/2007. 
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strategy o f  establishing FTAs with more countries hopefully as a means o f  diversifying i t s  base 
for trade. 

EU Membership 

70. 
through trade i s  the eventual accession into the EU. The EU needs BiH as a cost-effective 
production platform and BiH needs the EU as a source o f  capital and as a huge market for i t s  
products and services. However, membership in the EU will not automatically open the doors for 
BiH exports. BiH will encounter fierce competition from other eastern European Union 
members. The accession process i s  s t i l l  in the nascent stage, and there i s  no set timeline from 
start to finish; it basically depends on how quickly BiH completes the necessary steps. In the 
meantime, other regional economies are moving ahead aggressively positioning themselves in 
the EU market. Thus the accession process needs to be embraced by BiH with a sense o f  
urgency, so as not to be pre-empted by the competition. 

One o f  the most promising but also more challenging opportunities for BiH growth 

71. Qualifications for the Western Balkan countries for full membership in the EU were 
spelled out by the European Commission in the Stabilization and Association Process (SAP) 
which was approved in 2000. The SAP represents a set o f  agreements tailored to each country’s 
economic conditions. BiH initialed the SAP in December 2007 and contains numerous 
commitments agreed to by both parties that serve as “convergence” criteria for the smooth 
integration into the EU marketplace. 

72. 
restructure and reassess their business plans with this goal in mind. The government could 
provide additional impetus to the business community through the establishment o f  a joint 
private-public sector EU trade promotion and investment council that would assist companies 
plan, train, invest, and develop marketing strategies for successful entry into the EU market. The 
council could utilize the resources o f  local business schools to help in designing strategies, 
developing business incubators, and doing research o f  EU target markets. 

In order to profit from the opportunities offered by EU membership VPEs need to 

Access to Capital 

73. Access to capital by VPEs and other private sector enterprises has been gradually 
improving. The most important source o f  lending i s  the commercial banking system which has 
been showing increasing interest in corporate banking particularly with the pickup in economic 
activity during the past several years. Most o f  the bank financing i s  to the non-VPEs which tend 
to have better performance and stronger financials. As the domestic market becomes more 
competitive banks are likely to look to VPEs as possible lending prospects; nevertheless their 
ability to lend i s  hampered by the poor financial performance o f  many o f  the VPEs and the lack 
o f  appropriate documentation on their financials and the ownership o f  their fixed assets. Through 
comprehensive restructurings many viable VPEs could become attractive financing prospects for 
banks. Banking system financing to the private sector has improved from 27 percent o f  GDP in 
2003 to 53 percent in 2007. Nevertheless, with the ownership o f  the banking system held 
principally by foreign investors, small VPEs may not appear on the radar screen o f  these 
institutions whose parent companies are less familiar with the credit risk characteristics o f  BiH. 
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Country risk factors have also contributed to constraints on growth o f  local bank lending 
imposed by their foreign affiliates. 

74. As explained in an earlier section, one o f  the obstacles to the growth o f  VPEs has been 
the lack o f  capital investments since the voucher privatization process basically transferred 
ownership without an infusion o f  capital. One o f  the goals o f  a restructuring program would be 
to assist qualified VPEs in attracting new investors who can move the companies to the next 
level o f  performance and eventually take them back to the equity market for additional capital. 

75. 
financial, the telecommunications, and the energy industries. As shown in Table 9, during 2003- 
2007 foreign capital inflows have been mostly in the form o f  direct investment which accounted 
for 58 percent o f  the total, followed by bank financing in the form o f  loans and currency & 
deposits with 42 percent o f  the total. The bank financing i s  tied to the foreign parents o f  domestic 
banks as well as other foreign correspondent banks. Noticeably absent has been portfolio 
investment, indicating that the equity market i s  s t i l l  not an attractive destination for portfolio 
investors. 

Foreign capital has played a limited role in financing the corporate sector other than the 

76. An unexploited opportunity for access to capital i s  the government and corporate fixed 
income market. BiH has not yet developed a liquid market for debt securities. This could play an 
important role in providing long-term financing for VPEs and other private sector enterprises. 
The entry o f  the government as an issuer o f  debt could help establish the foundation for private 
sector issuers o f  debt. 
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Table 9: BiH: Balance of Payments -- Financial Account Inflows 
(US$ millions) 2003 - 2004 2005 2006 - 2007 

A. DIRECT INVESTMENT 381.8 708.3 588.7 710.4 2,022.6 

Equity capital 381.8 429.0 273.8 304.8 1,642.8 
Direct investment in Bosnia 

Reinvested earnings n.a. 32.4 33.0 127.1 142.5 
Other capital n.a. 246.9 281.9 278.5 237.3 

8. PORTFOLIO INVESTMENT 
Liabilities 

Equity securities 
Debt securities 

D. OTHER INVESTMENT 
Liabilities 556.1 360.8 825.4 423.1 990.8 

Trade credits 70.5 118.7 246.9 221.4 279.0 

Loans 260.5 (37.8) 280.4 60.6 309.6 
Monetary authorities (17.1) (29.7) (39.4) (44.1) (18.2) 
General government 33.2 99.3 59.8 5.7 4.9 
Banks 157.2 (260.0) 0.3 (16.2) 73.3 
Other sectors 87.2 152.6 259.7 115.2 249.6 

Currency and deposits 222.5 259.3 341.0 139.3 406.3 
Banks 222.5 259.3 340.9 139.3 406.3 

Other liabilities 2.7 20.6 (42.9) 1.8 (4.2) 
Banks 2.7 7.2 (2.6) 0.7 11.6 
Other sectors n.a. 13.5 (40.3) 1.0 (15.8) 

Source: IMF 

Foreign Direct  Investment 

77. Strengthening the competitiveness o f  the VPEs will hinge on attracting foreign direct 
investment (FDI) in the form o f  fresh capital, technology, quality improvement, and market 
know-how; but BiH faces intense competition f rom other regional economies for investment 
resources. As shown in Table 10, FDI inflows have been very limited averaging only 3.8 percent 
o f  GDP during 2003-2006, and then jumping to 1 1.2 percent in 2007 as a consequence o f  the RS 
government privatization o f  the public telecoms, steel and other companies. Foreign investors 
make their investment decisions after careful analysis o f  the macro-economic and political 
climate, the strength o f  the industry, the competitive advantages o f  individual f i rms, the degree 
o f  competition, and the incentives offered to investors by the government. While FDI normally 
flows into those countries that offer the highest returns, investors are more likely to  be drawn to 
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those countries that seek them out and provide them with critical information on the advantages 
o f  investing in their country as well as government incentives. Bosnians living overseas can also 
play an instrumental role in steering investments to BiH. Most importantly, BiH needs to 
establish a level playing field where foreign investors can make reasonable bets on risky 
enterprises. 

Table I O :  BiH: Foreign Direct Investment Inflows (FDI) 
(% o f  GDP) 

2003 2004 2005 2006 2007 
FDI 4.6 4.3 2.5 2.5 11.2 

Source: IMF 

78. 
the factors that influence the investor’s decision to choose BiH over other countries are 
summarized below. 

Foreign investors can play an important role in the strengthening o f  the VPEs. Some o f  

Favorable regulatory environment: As the business regulatory constraints listed in 
chapter 2 point out, there are numerous hurdles that need to be overcome. Foreign 
investors are satisfied if it takes 30 days to start a business remains acceptable; however, 
they become impatient when the 30 days are extended indefinitely. With other countries 
in the region competing for foreign investors’ funds, they can pack-up and move on to a 
more business-friendly environment. 

Uniform rules of the game in a single economic space: potential foreign investors 
looking to invest in BiH possibly acquiring VPEs will likely note that in establishing 
production facilities in both FBiH and RS they may be at a competitive disadvantage 
relative to other countries because o f  differences in the regulatory and legal environments 
across the two entities contribute to significant differentials in operational costs. Whi le  
FDI has continued to flow into BiH despite the differences in the regulatory 
environments, the figures do not reveal how much investment has been diverted to other 
countries because o f  the lack o f  synchronization at the national level. 

Availability of trained workers: foreign investors are not as much interested in the 
quantity as they are in the quality o f  the labor force. Low educational enrollment rates at 
successively higher levels o f  education have put the labor force in BiH at a competitive 
disadvantage. ’’ While privatization has created opportunities for private sector 
development, education and training opportunities for the country’s youth have not 
changed accordingly, and in the case o f  adult training, opportunities have decreased 
significantly. There appears to be a disconnect between the programs developed by the 
educational institutions to train workers, managers and professionals and the needs o f  
employers particularly in terms o f  technical capabilities, communications and language 
ski l ls which are critical factors for foreign investors. 

l3 See” Bosnia and Herzegovina: Labor Market Update,” the World Bank, December 2005, Report No. 32650-BA; and “Bosnia and Herzegovina: 
Country Economic Memorandum,” the World Bank, June 2004, Report No. 29500-BA. 
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Competitive costs: in deciding on the best location for offshore production, foreign 
investors’ selection o f  the top contenders i s  driven in large part by unit production costs. 
The hourly rate for labor adjusted by productivity is the key bottom line indicator. 

Manufacturing capabilities: foreign investors are interested in existing production 
capacity in order to minimize their capital outlays. VPEs offer production facilities with 
existing capacity; however, those that have outdated machinery and equipment may first 
need to invest in upgrading their facilities. 

Ability to bring in raw materials and other inputs forproduction: efficient and user- 
friendly customs facilities are essential for production facilities many o f  which utilize 
just-in-time inventory processing to complete the production cycle by importing inputs 
used to manufacture the final product that is  then re-exported to their final destinations. 
The ability o f  production facilities to have their own in-house bonded warehouse to 
expedite production and shipment o f  goods while taking advantage o f  favorable tariff 
treatment can provide another incentive to foreign investment. 

Local production capacity for material inputs: as a host country to foreign investment, 
BiH looks to optimize the value-added opportunities in local production while serving as 
an efficient offshore assembly/production center. Foreign investors also look to 
leveraging the local production capacity with access to local suppliers thus reducing the 
amount o f  capital needed to support the business while reducing operational costs. For 
example, in food processing, the ability to tap local growers o f  the raw materials would 
be a competitive advantage. 

0 Quality of infrastructure: foreign investors are very concerned about the local 
capabilities to move their products from the inputs that are delivered to the plant to the 
final goods that are then shipped to market destinations in other countries. In the case of 
BiH, critical infrastructure components include the roads and rai l  network, the 
availability o f  transportation equipment and their costs, which are affected by the density 
o f  traffic through delays and congestion. 

0 Availability of local partners with capital and contacts: in putting their capital at risk 
foreign investors feel more comfortable whenever they can work with local partners that 
will also put their own capital into the venture and who have a good contact network in 
terms o f  government agencies, local suppliers, and potential customers. Usually the 
foreign investor takes a majority interest in the firm, particularly when it involves a large 
multinational corporation where the parent company acts as the principal decision maker. 

0 Fiscal incentives: because o f  intense competition for limited FDI funds, governments 
provide tax and other incentives to investors. Well-designed incentives can produce 
significant net benefits to  the government. The incentives represent foregone revenues for 
the government, but these may be more than offset by the economic impact o f  new 
investments in terms o f  the direct and induced impacts on employment and profits which 
in turn contribute to higher tax revenues. 
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0 Security: one o f  the costs o f  doing business for multinational companies is security. The 
safety o f  its expatriate staff as well as local employees in their production facilities i s  an 
important consideration in determining where to locate offshore plants. 

79. Attracting FDI to support the restructuring and strengthening o f  VPEs should be based on 
a well-choreographed jo int  public-private sector strategy which draws on BiH’s strengths in 
terms o f  the above critical factors and establishes actions steps to counter the weak areas. In view 
o f  the limited size o f  the country, i t should avoid trying to be everything for everybody; but 
rather using a niche approach, such as the location o f  the country, availability o f  workers, etc. 
One o f  the challenges i s  to put the name BiH on foreign investors’ l i s t  o f  desirable countries, 
which may involve a wel l  organized campaign to brand BiH as an investor-friendly country. 

111. Operational Issues Affecting the Voucher-Privatized Enterprises 

80. This section provides a diagnosis o f  key issues affecting the operations o f  VPEs based on 
reported financial information. The analysis is based on information provided by those VPEs that 
are listed companies in each o f  the two entities as well as o n  information obtained through on- 
site visits to a selected group o f  companies and through other sources. The conclusions drawn 
from this analysis have been used in the design o f  the restructuring and change o f  ownership 
strategies, and company selection criteria proposed in the subsequent section. 

Profitability 

8 1, The principal issue regarding performance o f  the VPEs i s  poor profitability. As discussed 
in the previous section, during 2004-2006 most industries have reported significant losses 
measured in terms o f  net sales margins - earnings before interest and taxes (EBIT) as percent o f  
sales. This has deterred any new investments since many o f  the companies depend on reinvested 
earnings as a source o f  capital funds. Foreign investors have so far shown little interest in these 
money-losing enterprises. The challenge i s  thus to engineer a turn-around in those companies 
that have good potential based on access to raw materials, production capacity, worker skills, 
management capabilities, and industry prospects. 

Table 11: BiH VPEs: Profitability 
(%) 

2004 2005 2006 
FBiH -3.21 -1.47 -2.00 
RS -12.17 -11.91 -9.38 

Profitability is EBIT as percent of sales 

82. In both FBiH and the RS, the VPEs sector registered negative margins al l  three years, 
although there was a moderate downward trend. The industries posting consistent profitability in 
FBiH were food, drink processing, tobacco and R&E, and in the RS, construction, real estate, 
and waste management. Those that have returned to profitability in part due to healthy growth o f  
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sales include basic metals manufacturing and healthcare. The outlook for companies in the other 
industries will depend on their individual performance in relation to the industry averages. 

Liquidity 

83. 
system and through non-bank sources such as commercial paper and merchant banks, liquidity 
plays an important role in meeting the daily cash requirements o f  VPEs. In addition, the length o f  
the companies’ operating cycle i s  further compounded by the long duration o f  accounts 
receivable, due to similar liquidity problems permeating the economy. The current asset ratio 
based on the reported financial information for the VPEs shows a moderate decline during 2004- 
2006 for both entities. 

Because o f  the limited amount o f  financing available through the commercial banking 

Table 12: BiH VPEs: Current Ratio 
(ratio) 

2004 2005 2006 
FBiH 1.35 1.36 1.28 
RS 0.91 0.87 0.80 

Current ratio is current Assets / current liabilities 

84. 
much o f  the receivables are collectible and whether there are any unrecorded liabilities. In the 
case o f  RS, the ratio underscores a less than desirable coverage o f  current assets. The data also 
does not indicate how much o f  a VPE’s receivables fiom another firm are offset by payables by 
the VPE to that firm. The netting o f  payables and receivables across all VPEs may “deflate” the 
posted values o f  these entries and help to identify the companies that are in a net creditor from 
those that are in a net debtor position. 

W h i l e  net liquidity appears to be stable during the period, these figures do not reveal how 

Efficiency / Capacity 

85. 
availability o f  workers in deciding on the competitiveness o f  BiH industries. Whi le productivity 
i s  an important component in calculating unit labor costs, data limitations preclude the use o f  this 
indicator, and instead the analysis i s  based on efficiency defined as the value o f  sales per worker, 
which reflects the value o f  sales generated by each worker. As shown by Table 13, both entities 
have shown healthy growth in sales per worker. For RS labor efficiency has improved by 20.5 
percent from 2004 to 2006, while for FBiH a decline o f  7.2 percent occurred mostly in 2006. A 
corollary question i s  by how much more can worker efficiencies be enhanced through corporate 
restructuring and thus improve profitability. 

Efficiency/productivity o f  workers i s  just as important as all-in labor costs and 

Table 13: BiH VPEs: Labor Efficiency 
(KMdworker) 

2004 2005 2006 
FBiH 57.296 61.591 53.187 
RS 35,197 36,580 42.424- 

Labor efficiency is sales in KMs per worker 
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86. Another efficiency-related factor in the production process i s  the amount o f  capital per 
worker. This analysis uses the ratio o f  fixed assets per worker as reported in the financial 
statements o f  the VPEs. However, due to data limitations, these figures need to be interpreted 
with care. Long-term assets are used as indicative o f  fixed assets, although there could be other 
non-fixed assets included in the figures. In addition, the reported value may not accurately reflect 
the market or replacement value o f  the fixed assets. For these reasons, conclusions drawn in this 
analysis are based on the trend rather than the specific value; also, within an industry, this 
indicator can be helpful in identifying those f i rms that may have more long-term assets available 
for increased production and thus for further improving worker efficiencies. Based on the 
figures in Table 14, there has been only a modest growth during the period, thus confirming that 
VPEs have not been the recipient o f  new investments in fixed assets. 

Table 14: BiH VPEs: Fixed assets per worker 
(KMdworker) 

2004 2005 2006 
FBiH 158,835 168,084 163,435 
RS 149,918 135,555 155,872 

87. Fixed assets per worker can also be used to gauge a f i rm ’s  production capacity so that a 
higher value relative to other f i r m s  would reflect the existence o f  excess capacity. On the other 
hand, for those f i r m s  that have valuable land that may or may not be developed, the concept o f  
excess capacity would not be as relevant since additional investments would be required in order 
to convert the land or to ref i t  the facility for productive purposes. 

Operational costs 

88. Because o f  the importance o f  labor costs for multinational f i rms in determining where to 
outsource offshore production, this analysis focuses on this factor in identifying industry 
strengths and weaknesses; although other variable and fixed costs need to be an integral part o f  
any company-specific analysis. The trend as shown in Table 15 i s  encouraging as the share o f  
employee compensation has been declining consistently during 2004-2006 except for the uptick 
in FBiH in 2006 reflecting a weakening sales volume due to market conditions. The employee 
compensation as stated in the companies’ posted financial statements refers to gross wages plus 
allowances and social contributions. 

Table 15: BiH VPEs: Employee Compensation 
as % of Sales 
(%I 

2004 2005 2006 
FBiH 18.28 17.49 20.52 
RS 12.99 11.73 10.85 

Total paid compensation as % of total sales 



73 

Debt and other liabilities 

89. 
compared to total assets. As shown in Table 16, the ratio o f  debt - measured as total liabilities, to 
total assets has been relatively low; however there are sharp differences across individual 
companies. To the extent that companies are not reporting al l  their debt liabilities, such as 
accumulated arrears in social contributions, the debt indicators should be considered tentative. 
Nevertheless current figures can be used to identify problem companies for those that exhibit 
huge debt to asset ratios. Companies’ debt problems may be attributed to multiple causes such as 
poor cash management, insufficient use o f  capacity, excess workers, and weak institutions that 
are unable to effectively enforce market discipline. 

At an aggregate level, reported company debt for al l  VPEs appears to  be moderate when 

Table 16: BiH VPEs: Liabilities as 
Percent of Total Assets 
(%I 

2004 2005 2006 
FBiH 24.2 24.9 27.8 
RS 21.6 26.6 25.6 

These are book value measures of debt. 

90. 
to short-term liabilities. As shown in Table 17, current liabilities o f  VPEs in RS have increased 
from 66.6 percent o f  the total in 2004 to 71.5 percent in 2006; for FBiH the share has declined 
moderately but remains high. The noticeable increase in short te rm debt i s  an indication o f  the 
lack o f  access to te rm financing from commercial banks and to the issuance o f  debt securities. 

The structure o f  liabilities indicates rising liquidity risk o f  VPEs through greater exposure 

Table 17: BiH VPEs: Structure of Liabilities 
(% of total) 2004 2005 2006 
FBiH 
Current 71.2 68.1 69.6 
Long-term 28.8 31.9 30.4 
Total 100.0 100.0 100.0 

RS 
Current 66.6 64.7 71.5 
Long-term 33.3 35.8 28.5 
Total 100.0 100.0 100.0 

Utilities are excluded as a capital intensive Industry 

Under-documented “Fictitious” Labor 

91. 
workers (in both SOEs and VPEs) that are result o f  a flawed privatization program, wrong 
incentives, a mediocre business environment and lack o f  adequate enterprise restructuring. 
Contrary to the other transition economies, where this issue was not present (apart from some 
evidenced existence o f  “fictitious” labor only in Serbia and Montenegro), BiH has a high number 

BiH has significant problems with informal employment and “wait-listed” or “fictitious” 
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o f  fictitious workers. They create a significant pension gap and internal debt, and cannot leave 
their companies because their pension history would not be linked. This creates very low 
mobility in the BiH labor market and fuels the grey economy. 

92. Estimates for “fictitious” employment run from as low as 40,000 to up to 90,000 workers 
throughout BiH. l4 This represents 7- 14 percent o f  formal empl~yrnent’~, which i s  very high for 
small country l ike BiH. For example, in Serbia, “fictitious” workers represent up to 5-6 percent 
o f  total employment, but don’t have as much fiscal effect as in BiH. 

93. 
Enterprise (SME) sector (irrespective if it i s  greenfield or brownfield or by way o f  cross-border 
mergers and acquisitions), as foreign owners cannot afford to employ grey economy workers. 
Without resolution o f  this issue there will not be any significant increase in FDI. Without FDI 
there will be no significant increase in domestic savings. Unlike some other neighboring 
countries (Serbia, Croatia) or other transition economies from CIS, where the bulk o f  overdue 
liabilities i s  to state utility companies, suppliers or state-run Banks, BiH’s come from worker 
related liabilities and suppliers. 

These low-paid “fictitious” workers prevent entry o f  FDI in the Small and Medium 

94. 
years ago for the entire BiH,I6 plus taxes on worker salaries that were also overdue. Because 
wage growth i s  well in excess o f  productivity growth (and appears to be a central contributor to 
poor profitability and high private consumption), and there i s  low capacity utilization; improving 
the functioning o f  the labor market will be crucial for raising non-budgetary savings. 

Overdue payments to link pension history amounted to some KM 600 million a couple o f  

95. The analysis in Table 2 below shows that Governments have sound economic rationales 
for owner-driven restructuring o f  VPEs and unlocking labor blockages by releasing “fictitious” 
employment into the economy. The same analysis can be applied to SOEs, where gains would 
be even greater. Even by overestimating costs and allowing for a significant negative margin o f  
error, the payback period i s  on average four years without taking into account other effects. The 
Net Present Value (NPV) o f  the cash flow stream i s  positive, five years into the investment. 

96. The methodology used for estimating the cost o f  releasing the fictitious workers included 
various factors: The one-off cost for separating fictitious labor were calculated based on the 
estimates o f  the RS Employment Bureau and the RS Ministry o f  Labor using their actual pay-off 
projections data (2006 data). FBiH estimates were extrapolated from RS data, and increased by 
20 percent since contribution payments are greater in FBiH. This entailed linking pension 
histories plus estimating unemployment benefits, so that these workers can claim government- 
calculated severance and use the unemployment bureau for those benefits, as part o f  an overall 
“social program.” 

97. 
cover unpaid pension contributions and unemployment benefits i s  some 7,500 KM (if one covers 
the actual cost o f  pension contributions and unemployment benefits). This doesn’t include any 
severance pay and past due salaries. The costs o f  a social program covering the one-off cost for 

As well, based. on the initial calculations from FBiH pension data, the cost per worker to 

l4 Source: FBIH and RS agencies, FBiH and RS Trade Unions, and author’s estimates ’’ August, 2006 FBIH and April, 2006 RS employment agencies 
l6 FBIH and RS pension insurance agencies (FBM POVMIO, RS ZPO) 
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FBiH would be KM 5,000 per worker, but this i s  calculated based on a minimum pension 
contribution, unemployment benefits, and symbolic severance based on the minimum salary. 
Thus one can estimate the maximum and minimum for a social program aimed at separating 
those workers (workers wi l l  have to give up past due salaries and large severances given the 
uncertainty o f  their actual real salaries, in exchange for a cash out option, and the government 
would need to forgive unpaid health-fund payments which in any case may not have resulted in 
the use o f  health benefits by such workers who did not pay the premiums. 

98. 
using the same criteria as for NPV and assuming that the government will have an immediate 
outflow o f  KM 84 million (which they will not, as this money does not have to be paid 
immediately, but over an extended period o f  time), one observes that the future value i s  KM 105 
million, while the NPV o f  inflows from tax gains i s  KM 99 million. Clearly, the difference in 
KM 6 mill ion i s  too small in financial terms to significantly impact decision making. On the 
contrary, gains for the government opting for this program are far reaching. 

If one scrutinizes further and calculates the future value o f  the government’s investment, 

99. 
gains, one can see a minimal negative difference between NPV o f  tax gains and costs associated 
with the program. Such a difference i s  marginal to discourage governments from using this 
approach since on NPV basis tax inflows wi l l  cover 96 percent o f  the costs. One must bear in 
mind that these costs will not be paid right away but over an extended period o f  time. If one 
averages option one and two in RS, the NPV o f  the tax gains exceeds the costs. Governments 
will be able to increase the contribution o f  these companies in GDP, increase revenues, and 
improve productivity and capacity utilization - all at a positive NPV. 

Even when one analyzes a very conservative option two in RS in terms o f  expected tax 
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100. 
contribution rates (e.g.: in FBiH), rigid employment and firing rules, and powerful collective 
agreements. 

In addition to “fictitious” employment, BiH has issues with uneven and high payroll 

” Sample doesn’t include all existing VPEs in FBiH and therefore number of workers i s  understated. Also, number o f  workers shown here i s  
based on reported number of workers per working hours (8 hour working day), which means that actual number of workers i s  greater as few 
workers could work few hours per day but be counted as one worker on reported statements. 
I s  Percentage derived form Survey of BiH Enterprises done by professors from Sarajevo University in 2004, where sample o f  some 190 
companies was subject to face-to-face interview and 85 percent responded on average 25 percent or more labor force to be surplus and fictitious 
Sample had 57 SOEs and 133 private f i rms  (out o f  which 88 VPEs, 22 tender privatized SOEs and 23 private enterprises). 
l 9  Assuming that only half o f  the companies will have positive results and will pay taxes after releasing “fictitious” labor. In RS there are more 
unviable companies. Therefore assumption was made on what would happen if only half of those that could be profitable after releasing fictive 
labor are actually profitable and start to pay taxes. 
*” NPV calculated as constant cash flow of 22.5 million KM occurring at regular time intervals during a fixed period o f  time of five years, 
discounted back using 4.5% discount rate. 
2 1  RS Estimates are based on estimates o f  RS Employment Bureau and RS Ministry of Labor; FBiH estimates are extrapolation from RS data, 
increased for 20 percent as contribution payments are greater in FBiH. 
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Pension liabilities 

10 1. 
As a result, the governments o f  both entities have implemented a special rescheduling program 
for companies with arrears. Usually the precise magnitude o f  the arrears i s  not known until the 
Pension Fund performs an audit o f  the company to check the accuracy o f  the reported pension 
calculations. 

Many VPEs have accumulated pension contribution arrears as a result o f  poor cash-flow. 

102. 
about 1 .O percent o f  assets. O f  this amount the pension liabilities would have to be an even 
smaller amount. One explanation for the seeming lack o f  arrears i s  that the full amount i s  not 
being reported. In the case o f  pension contributions, these are being calculated on the basis o f  
full time equivalent workers, which exclude excess and informal workers. The “real” information 
on pension arrears i s  that reported in the M 4  form submitted to the Pension Fund; however, this 
information i s  not available by company or aggregate for an industry since the data i s  recorded 
by name o f  affiliate or beneficiary. As an aid in the analysis o f  companies reporting their pension 
liabilities it would be useful for the Pension Funds to tabulate statistics on contributions and 
arrears by company and then by industry, which would help to identify companies that are not 
within the normal range o f  contributions. 

According to the reported financial information, company payables and arrears represent 

103. An indication that the magnitude o f  the “real” pension arrears significantly exceeds the 
reported financial information i s  the results o f  the pension arrears rescheduling program 
instituted by both entities. In FBiH about KM 300 mill ion in arrears were rescheduled for 500 
participating companies. The results o f  the FBiH pension restructuring program were used in this 
study to adjust the reported company financials in order to reflect the actual magnitude o f  those 
liabilities. The calculation was based on a sample o f  VPE companies that participated in the 
rescheduling program. The basis for the estimation was the amount o f  arrears per worker 
accumulated over the 1995-2005 period. For the selected companies the amount o f  arrears per 
worker reported by the Pension Fund was then compared to the actual amount reported by these 
companies in their published financial statements and the higher o f  the two values was chosen. 
Since the data was for FBiH only, the value o f  arrears was reduced by the differential between 
average wages between FBiH and RS in order to arrive at the value for RS. Table 18 shows the 
results o f  the estimation. 

Table 18 BiH: Adjustments for Pension Liabilities 
(KMs) FBiH - RS 

Average pension arrears per worker 7,832 4,600 
Total pension liabilities 442,276,682 336,466,424 

Pension liabilities for FBiH are higher than for RS because o f  the higher average 
compensation per worker, although there are significantly more workers employed in RS. 
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IV. Strategies for Optimal Growth of VPEs 

104. 
potential. VPEs have so far had mixed financial results. As explained in earlier sections, 
institutional, political, financial, and operational factors continue to challenge the development of 
VPEs. Many f i r m s  s t i l l  need help in realizing their full potential while others do not have a 
chance at reaching profitability, yet continue to operate with huge losses. For a number o f  
reasons, the marketplace has not functioned efficiently in the allocation o f  resources to  their most 
productive use. In an attempt to fix some o f  these problems, this section proposes alternative 
strategies for assisting viable enterprises to attract investors who can lead these companies back 
to profitability. These strategies involve restructuring, retooling, and recapitalizing o f  promising 
companies. However, for those VPEs without any realistic prospects for recovery, their only 
option is to exit the marketplace. Since the approach to each company depends on its own 
unique characteristics, the proposed strategies are presented as a general guideline and roadmap 
for the diagnosis, prognosis, and corrective courses o f  action, but not as a final prescription for 
immediate decisions. 

The economic benefits from the voucher privatization program have yet to realize their 

105. 
design o f  a comprehensive program will depend on the availability o f  funds to finance the 
diagnostic and initial restructuring work needed to get the work o f f  the ground until investors 
bring in new capital. Government commitment to reform the policy environment, to reinforce 
critical institutions, to provide incentives, and to inject financial resources at the start is  crucial 
for the success o f  any restructuring program. A corporate restructuring program can begin as a 
small scale pi lot operation covering a few enterprises, and that could use i t s  success to expand 
the program to include other VPEs and to promote similar private sector initiatives.” 

In order to implement the proposed work plan, financial resources are required. The 

Diagnostics and Selection Criteria for Target Companies 

106. 
based on a combination o f  quantitative and qualitative criteria. The metrics is designed to 
classify companies into three broad categories: (i) those VPEs with a positive track record that 
do not need to change their business model; (ii) those that have had financial and operational 
problems but have the potential for success if they restructure their business; and (iii) those that 
are considered non-viable companies. The focus o f  this analysis i s  on the second group, those 
that are deemed good candidates for restructuring. The selection criteria are based on the 
potential to succeed in reaching a positive operating performance with an acceptable return to 
investors. 

The selection o f  VPEs as candidates for the proposed corporate restructuring program i s  

107. 
companies according to one o f  the three broad categories. In order to determine which o f  the 
restructuring strategies would best fit a particular company that was flagged by the quantitative 
indicators as a good candidate, a thorough in-depth assessment o f  each company’s fundamentals 
would need to be performed, and if on that basis the company is st i l l  deemed a good prospect for 

The initial phase o f  this analysis involves the use o f  financial indicators to classify 

*’ A more limited restructuring program i s  underway, funded by the EC and overseen by the World Bank. This program using external 
consultancies i s  mainly focusing on company turnaround through pro-active PIF shareholders, but does not go further in terms o f  seeking new or 
outside investors owners to bring new capital. 
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a restructuring, the company’s business restructuring and expansion plan would be formulated 
based on the diagnosis and recommendations. 

108. The classification o f  VPEs into the three categories i s  based on a scoring methodology 
that combines a component for business risk with one for potential profitability. The business 
risk filter establishes the likelihood that a company will become insolvent, while the potential 
profitability indicators identify elements for the successful implementation o f  a restructuring 
strategy. The two metrics are thus combined to arrive at an overall score which i s  then used to 
classify VPEs into the three categories. The application o f  this methodology i s  not without 
limitations, particularly in terms o f  possible gaps in the financial data. Nevertheless, it represents 
a consistent framework for classifying the companies as part o f  the f irst phase, with the 
subsequent in-depth evaluation serving as the validation o f  the company’s prospects for success 
with a restructuring. 

109. 
qualifications are not subsequently validated by the in-depth analysis, there would be a cost to 
the program associated with the diagnostic work. On the other hand, there may be companies 
that are classified in one o f  the other two categories that would have been good candidates for 
restructuring. Recognizing that the selection process i s  not fool-proof, the goal o f  the program i s  
to establish a reliable methodology that would yield a critical mass o f  companies with good 
prospects for success through a restructuring, and if it i s  effective, it i s  likely that investors would 
apply similar techniques in mining for other VPEs with good potential. 

To the extent that a company i s  selected based on the quantitative analysis but i ts  

110. The business risk indicators are based on the Altman Z-score model which assigns each 
company a score based on financial variables that are best predictors o f  credit risk.23 The Altman 
model includes three versions: for listed companies; for non-listed companies; and for emerging 
market companies. The regression model for l isted and non-listed companies i s  based on the U.S. 
corporate debt market. The emerging market model i s  based on data for U.S. dollar denominated 
debt issued by borrowers in emerging markets. The specific variables used by the model are 
shown in Table 19 below. In order to utilize a more diversified sample o f  companies, the 
emerging market model was used in the VPE rankings. This version o f  the model gives greater 
weight to the working capital variable compared to the other two, which i s  more appropriate in 
the context o f  BiH; also, i t does not include the sales variable, which i s  actually used in deriving 
the second component o f  the scoring dealing with potential profitability. 

23 For further discussion see Real Sector Performance. For more detailed description of the Altman Z score models see “Financial Ratios, 
Discriminant Analysis and the Prediction of  Corporate Bankruptcy,” by E. Altman, Journal o f  Finance, September 1968; and “Corporate distress 
Prediction Models in a Turbulent Economic and Basel I1 Environment,” by E. Altman, New York University, September 2002. 
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Table 19: Altman 2-Score Model 

EBITI 
Total 

Assets 

3.300 

3.107 

6.720 

Listed Company 

Mkt Val 
Equity I 

Book 
value of 
Assets 

0.600 

Non-listed Co. 

Emerging Market 
co. 
Where: 

Constant 
Term 

NA 

NA 

3.250 

X I  

WK I Total 
Assets 

1.200 

0.717 

6.560 

Model 
x 2  

Retained 
NI I Total 

Assets 

1.400 

0.847 

3.260 

‘ariably3 , x4 
X 4  

Book 
Value of 
Equity I 

Total 
Assets 

0.420 

1.050 

x 5  

Sales I 
Total 

Assets 

1 .ooo 

0.998 

X I  is working capital to total assets 
X2 is retained earnings to total assets 
X3 is EBlT to total assets 
X4 is for listed company, market value of equity to book value of assets 
X4” is for non-listed company, book value of equity to total assets 
X5 is sales to total assets 
Constant term is for the regression equation 
The numbers in each row.represent the value of the corresponding coefficient in the equation. 

1 1 1. Since the Altman Z score reflects the credit r isk characteristics o f  a company viewed as 
the probability o f  default, the methodology needs to be expanded to include other indicators 
which are useful in predicting growth and performance potential for individual VPEs. Based on 
the available financial information, the following variables were selected for the expanded score: 

Sales growth: this variable measures the compounded annual growth o f  sales during 
2004-2006, and thus the growth opportunity o f  a company. 

Exports: exports as percent o f  total sales. This variable measures the success in entering 
foreign 

Market to book value ratio: market value o f  equity based on traded shares divided by the 
book value o f  equity. A company trading at multiples o f  book value reflects market 
sentiment o f  future profitability. 

Salesper worker: the value o f  sales per worker reflects the efficiency o f  operations, the 
higher the value the more efficient the operations o f  the company. 

Long-term assets per worker: the value o f  long-term assets per worker is a proxy for the 
capital per worker, where capital i s  reflected in the financial statements as fixed assets. 

24 For FBiH, data on exports was not available so th is  variable i s  excluded for that Entity. 
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No. of Cos. 

148 
93 
41 

9 
291 

1 12. 
variables depending on the actual value for the company relative to the range defined for each 
score category. In the case o f  sales growth, sales per worker and long-term assets per worker, the 
score i s  derived by comparing the company’s value for each o f  those variables with the 
corresponding industry average. The export percentage and the market-to-book multiples are 
scored on the same scale across all industries. 

Each VPE i s  assigned a score in the range o f  1 - 5 for each o f  the future performance 

% of total 

50.9 
32.0 
14.1 
3.1 

100.0 

1 13. An alternative score was also derived by adjusting the company information in 
accordance with normal economic costs that may not have been fully reflected in the reported 
financial statements. Worker compensation was adjusted according to each industry’s average in 
order to correct for under-reporting due to non-payment o f  wages, since companies report what 
was actually paid not the accrued expense. The number o f  workers was also adjusted by some 
estimate o f  under-reporting derived from the difference between the employer and the household 
surveys o f  employment. After adjusting the wage and number o f  employees, the corresponding 
social contributions were calculated and added to the total for that category. EBIT was then 
adjusted by the changes in the wages and contributions. The other adjustment dealt with the 
social contribution arrears that cover both employed and excess workers. The estimated value 
used in the calculations was derived from the outcome o f  the arrears rescheduling program by 
the Pension Fund in FBiH that covered over 500 companies for a total o f  Kh4 30 mill ion as 
explained in the previous section. The individual company scores were then generated using the 
adjusted company ratios. 

114. Based on the combined criteria, the VPEs were thus classified based on the two sets o f  
scores, one for the posted information, and the other for the adjusted financial information. In 
general the profile for both Entities i s  similar. As shown in Table 20, about half o f  the VPEs in 
FBiH are financially sound, meaning that the companies can continue to expand and improve 
their profitability through organic growth, although they are possibly in need o f  additional 
capital. About a third o f  the companies represent candidates for improved performance through 
corporate restructuring, and 14 percent may be beyond repair. Companies that were not classified 
were excluded from the other categories due to incomplete or “abnormal” financial indicators. 
When the companies’ financials are adjusted by estimates o f  excess workers and by additional 
arrears in contributions, there i s  a downgrade in all three categories. 

Table 20 FBiH scorin! 

Company Categories: 

Financially sound 
Needs restructuring 
Financially distressed 
Not classified 
TOTAL 

results for VPEs 
I 

Adjusted Financials 

291 100.0 

1 15. 
restructuring and a larger share o f  those in financial distress. In the case o f  the adjusted 
financials, there i s  a noticeable increase in the number o f  not-classified companies. 

The results for RS show a relatively smaller number o f  VPEs that are candidates for a 
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I Table 21 RS: Scoring results for VPEs 

Company Categories: 

Financially sound 
Needs restructuring 
Financially distressed 
Not classified 
TOTAL 

Posted F 
No. of Cos. 

330 
124 
147 
42 

643 

iancials 
% of total 

51.4 
19.3 
22.9 
6.5 

100.1 

27.4 
16.2 

643 100.1 

1 16. In order to  arrive at a rough approximation o f  the capital requirements associated with the 
restructuring o f  the selected companies (93 in FBiH and 124 in RS) the amount o f  equity capital 
was arrived at, by using the amount o f  cumulative losses plus a working capital needs equivalent 
to one month o f  sales. For those companies with positive accumulated earnings the amount was 
considered as indicative o f  its sales value, thus reducing the overall equity capital requirements. 
The debt re l ie f  component (estimated as a maximum figure) was based o n  how much a 
company’s debt would need to  be reduced in order to achieve a viable debt to  assets ratio. The 
results for FBiH show that the most pressing challenge to the profitable expansion o f  VPEs i s  the 
existing level o f  debt. With the adjusted financials, the equity component is reduced since there 
are fewer qualifying companies, while the debt relief amount increases due to the higher debt 
burden. 

Table 22 FBiH: Estimated Capital Requirements for Restructuring of VPEs 
(KMs) 

Actual Financials Adiusted Financials 

Number of Companies 93 77 
Equity capital 194,484,802 130,117,707 
Debt relief 1,471,287,260 1,476,552,336 

1 17. 
debt relief per company i s  somewhat higher for FBiH. 

The results for RS also confirm the companies’ debt problems. On average the equity and 

Table 23 RS: Estimated Capital Reauirements for Restructuring of VPEs 
(KMs) 

Actual Financials Adiusted Financials 

Number of Companies 124 81 
Equity capital 710,781,852 657,671,487 
Debt relief 687,973,040 656,993,851 
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Number of Companies 

Table 24: Memorandum (Re.: tables 22 & 23) 
Totals for BiH Combined: 

217 
Cost in US$ 
Per ComDanv I 11,297,795 

$2.451.621;564 

GDP (mill KMs) 
GDP US$ 
Cost as % of GDP 
FX Rate (KM/US$) 

1 18. These calculations are meant as a rough approximation o f  capital requirements not as a 
definitive number. There are other financial factors to be considered in the final calculations. A 
more accurate estimate would require an in-depth company analysis which also incorporates the 
financial capital needed to expand capacity and to enter new markets. Nevertheless, these 
numbers provide an overall dimension o f  the costs. As discussed earlier, given the magnitudes o f  
the figures, a small pi lot program i s  recommended to begin the process with a few enterprises. 

20,950 
16,760 

15% 
1.25 

Designing Company-Specific Strategic Initiatives 

1 19. 
those companies that are interested in restructuring their business in order to optimize their 
profitability. As part o f  a final selection process it i s  important to establish a good working 
relationship with the management o f  these companies in order to better assess the crucial 
qualitative factors needed to arrive at a final decision regarding the company’s prospects for a 
successful restructuring. The agreement to participate in the program will outline the company- 
specific initiatives that will help the company achieve a successful outcome. The program 
should be o f  a pi lot  modality and can be based on selection criteria involving receptive company 
management and owners coupled with strict financial criteria qualifying the company as viable, 
and a condition that external investors need to be identified for such a program to begin. These 
conditions would limit th i s  exercise to a pi lot  program without committing the government to  
reforming the whole sector. The working relationship will be formalized through one o f  the 
special restructuring vehicles described in the next section which include a private equity fund, a 
government agency specialized in corporate restructurings, and a restructuring unit established 
within a Development Bank. 

After selecting the target companies, the next phase o f  the program would be to identify 

120. 
certain general principles that guide the process. A f i rs t  step in understanding a company’s 
potential i s  to perform a thorough analysis o f  the company’s financial, operational, and 
management resources. The cost o f  this evaluation would be covered in whole or part by the 
VPE. The involvement o f  local business schools through internships for MBA students to do part 
o f  the analytical work could help defray the costs o f  the preliminary company assessment. 

The design o f  realistic restructuring strategies i s  a case-by-case process although there are 

12 1. 
gains from a restructuring program should include the following: 

The to-do list for the evaluation o f  a company’s prospects and identification o f  potential 
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0 Audit of companyfinancials: in order to identify company needs and possible solutions 
it i s  imperative to start with comprehensive and accurate financial statements. For some 
companies a formal audit may not be necessary if a qualified analyst is  given complete 
records and ledgers to compile the information. 

Assessment of company management: Identify the roles and responsibilities o f  the 
management team and their previous experience. Face-to-face meetings with company 
management and the Board o f  directors are an essential component o f  the diagnostic 
work. For key individuals the analysis should focus on how they add value to the 
business and their ability to work as a team. In the final analysis the potential investor 
will be called upon to invest in the people who run the business. 

0 Status of privatization conditions: the privatization process involved the signing o f  
agreements that bound the VPEs to specific commitments negotiated with the 
government as pre-conditions for finalization o f  their legal status as privatized 
companies. Documentary evidence that these contractual obligations were met should be 
verified and if not in compliance, a realistic commitment as to when the VPE expects to 
fulfill the obligations. 

Legal status of the company and options for restructuring: all  company records 
including registrations, by-laws, minutes o f  Board and general shareholder meetings, 
certification o f  properties and movable assets should also be verified. In addition, 
research is needed on the legal options available to  the company in a restructuring such as 
the ability to sell assets, transfer ownership to a restructuring vehicle, and other actions 
which are considered to be legally acceptable. 

Industry trends: an important part o f  value analysis i s  to understand key industry trends 
that affect a company’s performance. Poorly performing industries are indicative o f  poor 
prospects for a particular VPE, while poor performance by a VPE in a strong growth 
industry would be a sign o f  internal company problems. 

0 Business overview: an analysis o f  the principal characteristics o f  a company’s business, 
i t s  goals and i t s  prospects. This should be presented in a brief document which highlights 
the following key issues 

Principal products 
Company’s business goals 
M a i n  markets for the products 
Company’s competitors 
Company’s competitive advantages 
Challenges to overcome 
Financial status 
Preliminary assessment o f  capital needs 

122. 
services. Company assets could also be redeployed more profitably in other types o f  business. 

The value analysis should not be limited to the company’s existing line o f  products and 



85 

For example, one o f  the VPEs visited during this study involved a manufacturer o f  appliances 
that was encountering operational problems and market challenges, and because o f  location, 
management saw the value o f  i t s  real estate for office condominiums and retail outlets, thus the 
business was transformed into that o f  a commercial real estate developer. The key to the design 
o f  a restructuring strategy i s  to identify the value potential o f  a company based on existing assets, 
worker competence, and management knowhow and experience, even if it means taking the 
business in a new direction, as long as it i s  consistent with the business goals o f  the shareholders. 

0 AvaiZable governmentprograms: existing government programs such as the rescheduling 
o f  pension arrears, grants for investments, and other public sector resources available for 
VPEs can help reduce the costs o f  implementing the restructuring program. 

123. 
enhance their performance by participating in the restructuring program. The establishment o f  a 
working relationship with the company would at this stage call for a commitment letter between 
the company and one o f  the restructuring vehicles established for this purpose outlining the 
implementation steps. The entity, consultant, or intermediary that undertakes the assessment 
work referred to in this section may or may not be affiliated with one o f  the restructuring 
vehicles. If it i s  not affiliated, then some o f  the diagnostic work may need to be re-validated by 
the restructuring entity before proceeding the final phase o f  implementation. 

This phase o f  the process should yield a “short l ist” o f  VPEs that could significantly 

Development of Effective Corporate Ownership Change and Restructuring Vehicles 

124. Getting companies to successfully restructure their operations and to achieve their 
business goals requires an effective facilitator working with the full support o f  management and 
the company’s Board o f  Directors. Because o f  the large number o f  VPEs potentially involved in 
this process, the expedient approach i s  to establish a working model o f  the restructuring program 
that could be applied to a small group o f  VPEs and if successful this process could subsequently 
be applied by other investors, both foreign and domestic, in identifying profitable opportunities 
in other VPEs. At  the same time, by developing institutional vehicles for managing the 
restructuring process it i s  possible to handle an ongoing pipeline o f  companies. This section 
looks at several alternative restructuring vehicles for managing the ownership and operational 
change process. 

125. 
managing the shares o f  the newly formed VPEs with the expectation that eventually the PIFs 
would be replaced by investment funds and that the securities o f  the VPEs would then be 
actively traded by portfolio managers and that the companies’ additional capital needs would be 
met by issuing new shares in the market. This has been partially successful; however, many 
VPEs have failed to reach profitability. The flaw in the design o f  the original program was the 
assumption that the PIFs would become active investors that could assume control o f  the 
companies and bring about the necessary changes to restore the companies to positive financial 
performance. For that reason, the proposed vehicles for company restructuring will be designed 
to step into a business that has the potential for profitability, make the necessary changes to the 
company, and when needed attract investors to inject additional capital, and work with 
management to implement the new business plan until the company reaches an acceptable rate o f  
return. 

According to the privatization law, the PIFs were established to act as intermediaries in 



126. The three vehicles proposed as options for the ownership change restructuring program 
are (i) an equity fund, (ii) an agency for corporate restructuring, and (iii) a specialized unit for 
restructurings within the Entity Development Banks. The f i rs t  would operate within the financial 
markets with some fiscal and regulatory incentives to attract investors and new owners. The 
other two would fa l l  under the purview o f  the public sector, either as a newly created 
restructuring agency which would contract out the work o f  turnaround specialists, and the other 
would be a unit o f  the Development Bank which would provide financing to other intermediaries 
or take a position in equity funds dedicated to corporate restructurings. The design o f  these 
special purpose vehicles i s  aimed at overcoming current market inefficiencies in dealing with 
VPEs. 

Equity Fund Vehicles: 

127. 
existing foundation o f  the capital markets and attempts to correct market inefficiencies in dealing 
with underperforming companies. The proposed equity vehicles are not currently part o f  the 
capital markets landscape and thus may require some modifications to the Securities Law and 
other relevant legislation in order to make them operational. The structure o f  the two types o f  
funds, the private equity and the special investment funds, is complimentary to the recent 
development o f  investment funds through the passage o f  a new Securities Law. I t  appears that 
the regulatory environment i s  moving in the direction o f  investment funds that operate as 
efficient portfolio managers; thus the two alternative types o f  funds proposed for the corporate 
restructurings provide an avenue for companies that are not yet ready for formal entry into the 
securities market but are in need o f  venture capital to get them to the next level. 

The equity fund approach to the management o f  the restructuring process builds on the 

Private Equity Funds 

128. A private equity fund invests in securities o f  companies issued through private 
placements. I t  acquires control o f  a company using the fund’s equity as wel l  as financing from 
other sources. The purpose o f  the private equity vehicle i s  to  al low the fund to undertake the 
restructuring o f  the company, guide it through its expansion phase, and then exiting either 
through the acquisition by another company, or taking the company back to  the securities market 
for additional capital, or through the organic growth o f  the company. The private equity fund 
brings together institutional and individual investors who have the resources and knowhow 
necessary to achieve a successful turnaround o f  the company in which the fund takes a 
controlling interest. The private equity fund could also be comprised exclusively o f  individual 
investors who take an active approach to the investment as compared to an institutional investor 
who acts more as a venture capitalist or strategic investor. The private equity structure gives the 
investor much greater leeway in managing the company than a regulated public investment fund. 
The equity investor closely monitors the company’s business plan to ensure that key milestones 
are reached and they can successfully exit within the expected timeframe. 

Special Purpose Funds 

129. 
investments in companies that have the potential to  expand and reach profitability. I t  would be a 
concentrated fund with i ts  investments in small or micro-cap VPEs that “fit the mold” as outlined 

A special purpose fund for VPEs would in this case be an investment fund that makes 
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in the previous section. By the nature o f  the target companies, the fund would be an aggressive 
investor and thus subject to significantly higher r isk than other funds. 

130. 
equity fund or a special purpose fund acquire the shares o f  the companies f rom the PIFs. There 
are numerous options for structuring the transaction, such as a swap o f  shares, the PIF exchanges 
its shares o f  the company for shares in the private equity fund, or the fund makes an outright 
cash purchase o f  the shares. In the case o f  a private equity fund, the shares o f  the VPE would 
need to  be de-listed and thus become a privately-owned corporation. Whichever structure i s  used 
or if both, the Funds will need to have a clear exit strategy that will allow the companies once 
successfully restructured to re-enter the financial markets as issuers o f  debt and equity. The 
acquired shares will be categorized as illiquid, so the holding period could extend from five to 
ten years. 

Under the equity approach, investors would select certain VPEs and through a private 

Agency for Company Restructuring 

13 1. 
this purpose. Government funds would be used to  outsource the work associated with the 
company evaluation in the form o f  a loan to the VPE. If after the initial diagnostic work the 
owners o f  the company succeed in attracting new investors, the company would no longer need 
to be in the restructuring program. Otherwise the agency could assist in recruiting new investors 
through various initiatives such as the establishment o f  a data base o f  companies that have 
agreed to participate in the program and are looking for investors. The agency could also serve as 
a facilitator for VPEs in meeting their regulatory requirements 

The restructuring program can also be administered by an agency created exclusively for 

Creation of a Corporate Restructuring Unit within the Public Development Bank 

132. 
advantage o f  performing the function o f  the restructuring agency while being part o f  a financial 
agency that could extend long-term loans and take an equity interest in the companies. As with 
the equity fund approach, the policies o f  the Development Bank would have to establish a clear 
guideline for the exit strategy in those cases where the Bank takes an equity interest in a 
company. 

The creation o f  a corporate restructuring unit within the Development Bank has the 

Mapping a Realistic Workout Program for Improved Company Performance 

133. The final phase in the restructuring process i s  the implementation o f  the plan, and if 
successful, the investors will exit with a healthy prof i t  or retain an equity stake in the company. 
The most important aspect o f  this phase is to rely on the business plan and on its methodical 
implementation. The business plan must be comprehensive, wel l  reasoned, and realistic; the 
goals o f  the plan must be achievable. Management needs to monitor the plan o n  a regular basis 
and reassess the validity o f  the plan’s projections in order to keep the program on track. I t  i s  
understood that given current global and domestic economic conditions, some actions may need 
to wait until investor interest and economic activity pick up. In the meantime, a number o f  
issues can be addressed regarding the implementation o f  the plan including the fol lowing factors: 
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0 One o f  the more challenging steps will be to  consolidate and re-negotiate the company’s 
debts. As shown in the previous section, the principal financial obstacle to  the profitable 
growth o f  VPEs i s  their current debt overhang. With a wel l  thought out business plan and 
a re-energized management team creditors are l ikely to be more open to  a rescheduling o f  
debts. 

With respect to arrears to the government, consideration should be given to a debt-for- 
equity swap, where the government would become a l imited shareholder - perhaps 
through convertible preferred shares, and thus profi t  from a successful outcome o f  the 
restructuring program. This would need to  be done within the legal framework governing 
pre-bankruptcy or bankruptcy procedures, as well as coupled with operational (not only 
financial) restructuring. 

The business plan should include steps to qualify for government incentives such as tax 
breaks, regulatory relief, as wel l  as government loans and grants. 

Investors may want to consider the merger or acquisition o f  companies in the same l ine 
o f  business as a way to achieve greater economies o f  scope and achieve a larger presence 
in the market, thus a more effective economic moat. 

Due to the chronic problem o f  excess workers, one o f  the key elements in the 
restructuring programs will be to downsize the workforce. These decisions need to be 
made in a form that is consistent with the Labor Code. At the same time, the government 
may need to look into educational programs to retrain laid o f f  workers and prepare them 
for employment in other businesses and occupations. 

0 For those companies that fa i l  to reach profitability it i s  essential that market discipline be 
allowed to function through an effective bankruptcy law which proceeds to  unwind the 
company through a timely liquidation. Prolonging this final step will result in greater 
financial problems and lost opportunities for redeployment o f  valuable resources in more 
profitable enterprises and for the re-training o f  workers to  become more productive in 
growing businesses. 

Conclusion 

134. The restructuring program for ownership change should be set up as a special pi lot 
program with highly demanding criteria to qualify interested companies, and a requirement that a 
restructuring will only be carried out provided interested investors have been already identified. 
This will limit the program to a small number o f  enterprises at a time, and al low the government 
flexibility to treat i t  as a market-based innovative program dependent on investor demand, in 
order to test i t s  effectiveness before broadening it further. 








