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Financial Markets and Integration: The Case                                          

Introduction

Integrating a country into a global financial system is a difficult task. This task is 
even more challenging when faced with a country that has a highly complex political 
system. Bosnia and Herzegovina (BiH) is a perfect example of a country having two 
separate government entities with four different levels that are further divided along 
political and ethnic lines.

Bosnia is a small, open economy that has been going through the transition process 
since the Dayton Peace Agreement ended the Bosnian War in 1995. The country 
consists of two semi-autonomous political entities: the Federation of Bosnia and 
Herzegovina (hereafter FBiH) and Republika Srpska (hereafter RS), with the Brčko 
District as a de facto third entity. FBiH is further divided into ten cantons.

Even though BiH is a small, open economy, it is rich in natural resources and has 
excellent potential for economic growth. However, to reach its full economic potential, 
the country must integrate more closely into regional and international markets. 
Leaving behind the socialist economic system, BiH committed itself to developing 
market-oriented economic policies and systems. With the technical and financial 
assistance of the international community and international financial institutions, 
BiH embarked on several structural reforms and investment programs right after the 
signing of the Dayton Peace Agreement in 1995. However, due to the complex nature 
of BiH’s government, these reforms have not been entirely successful, and critical 
reforms are yet to be addressed. More than two decades after the aggression, BiH 
faces slow and stagnant economic growth with weak institutions making it vulnerable 
and unstable.

Better integration of the country, both internally and externally, is needed for BiH to 
grow further. It is believed that the government can overcome other difficulties with 
better economic and financial integration. The absence of an integrated economic area 
within the country harms the economic development and performance of all sectors 
of the BiH economy. As pointed out by many, the main culprits for such situations 
are a fragmented administrative structure, partly different legal frameworks and 
implementation practices, a weak rule of law, lengthy bureaucratic procedures, and 
low-quality public administration.

Edib Smolo
of Bosnia and Herzegovina
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The Financial Sector of BiH: A Historical Overview

Commercial banks in the former Yugoslavia were owned and controlled by the state. 
It can be said that the banking sector of the former Yugoslavia, including BiH, was 
non-commercial with direct lending and excessive loan concentration. The war 
severely damaged the financial sector. Surrounding uncertainties coupled with the 
freezing of foreign currency deposits of households and firms led to an increasing 
distrust in the banking sector. This affected the mobilization of deposits and everyday 
activities. The financial sector integration was further weakened due to the political 
division within the country. Each entity, the FBiH and RS, had its own regulatory 
and supervisory frameworks that overlooked banking systems but failed to meet the 
needs of a market-based banking system. Direct lending of state-owned banks based 
on non-commercial terms further deteriorated their financial positions, making them 
extremely weak financially.1 

Moving fast-forward, the financial sector of BiH has been growing and developing ever 
since. However, it is far away from EU standards in many ways. Major interventions 
are needed to meet the EU criteria when it comes to the legislative framework of the 
financial sector. Issues, such as free movement of goods, services, capital, competition 
policy, and financial services, are yet to be appropriately addressed. According to 
the latest reports, BiH made little progress in most competitiveness and inclusive 
growth areas (European Commission, 2021). In fact, it can be said that the overall 
economic growth of BiH has been and remained sluggish with fragile domestic 
demand due to low wages, high unemployment, and an uncertain economic and 
political environment.2 Furthermore, banks dominate the BiH financial sector with a 
significant presence of foreign banks. 

1 For instance, according to a World Bank report, more than 90% of banking sector assets in the FBH 
were non-performing in 1996 (O’Brien, 2004, p. 12).
2 This was one of the main findings of the report by the World Bank and IMF in 2015 when they assessed 
the financial sector of BiH. Although this has been reported seven years ago, the findings are still valid as 
nothing much has changed ever since. For details, see World Bank & IMF (2015).
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Figure 1: BiH Financial Sector’s Institutional Structure

As with everything else in BiH, the financial market is divided between the two 
entities with their own parliament, government, judicial system, and stock exchange. 
All regulatory and supervisory responsibilities for banking, insurance, and capital 
markets lie at the entity level. The few state-level institutions have only limited 
powers, these include the Central Bank of Bosnia and Herzegovina (CBBH), Deposit 
Insurance Authority (DIA), and BiH Insurance Agency.

Banking Sector of BiH

Before the Dayton Peace Agreement, banks in BiH were state-owned and controlled. 
They operated on non-commercial terms with direct lending and excessive loan 
concentration, which was not productive for the economy. Overall disruption of the 
economy, lack of cooperation, and effective institutions combined with the internal 
legal and regulatory division between entities led to distrust in the banking sector. 
Most of the then-existing banks were financially weak and required substantial 
financial support for their daily operations.

Furthermore, the shift from a centrally controlled economy to a market economy 
required a significant change in the way how banks operated in BiH. As a result, 
the international community led by the World Bank initiated several projects whose 
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aims were primarily: (a) increasing market participation and competition; (b) 
improving the legal and regulatory environment; (c) supporting the privatization of 
financial institutions and their integration into Western-style market institutions that 
are conducive to economic development. Consequently, most of these banks were 
privatized and capitalized by foreign banks that entered the newly opened market.

While the sector has made some progress in many areas, it is still far from being an 
essential factor in BiH’s development. The banking sector in BiH is still somehow 
divided between the two entities, FBiH and RS, that have their own governing and 
regulatory frameworks. Furthermore, BiH’s industry is highly concentrated on a few 
banks. Given its complex political establishment, this concentration of market power 
within a few banks should benefit the country. However, this is not the case with BiH, 
as studies indicate that financial development does not contribute to the country’s 
economic growth (Smolo, 2021b).

With the international community’s help, the World Bank, most state-owned banks, 
and financial institutions were privatized, merged, and consolidated. For instance, 
there were 72 banks in 1998 and 37 in 2003. However, as of 30 September 2021, 
the BiH banking sector consists of 15 commercial banks operating in FBiH and 
eight banks operating in RS with 527 and 282 operational units and 6,457 and 2,936 
employees, respectively.3 Compared to the end of 2020, the total net assets of the 
banking sector in the FBiH increased by 4.5% (BAM 1.1 billion) and reached BAM 
25.5 billion. At the same time, the total assets of the banking sector in RS increased by 
9% (BAM 0.87 billion) and reached BAM 10.6 billion. It is no surprise that the banks’ 
net loans have the highest share (close to 60%) within the assets and deposits (close to 
80%) within the liabilities in the banks’ balance sheets in both entities.

Despite the COVID-19 pandemic, BiH’s banking sector recorded an increase 
in outstanding loans in this period. Retail loans increased by 3.7% (BAM 0.27 
billion) and reached BAM 7.5 billion or 46.8% share of total loans in FBiH. 
On the other hand, corporate loans increased by 7.6% (BAM 0.61 billion) and 
reached BAM 8.6 billion or 53.2% share. The detailed structure of loans by 
different sectors is presented in table 1. At the same time, all banks in BiH reported 
positive financial results at the end of the third quarter of 2021. Banks’ net profit 
in FBiH was BAM 264 million, while that of banks in RS was BAM 96 million. 
These figures represent a considerable increase compared to those reported in 
the previous year which were severely affected by the COVID-19 pandemic.

During the pandemic years, regional governments introduced borrower relief programs 
and prudential measures (moratoriums on debt repayment and temporary changes in 

3 In FBiH, one bank is state-owned while the remaining 14 are privately owned. These data and analysis 
are based on the latest reports issued by the Banking Agency of FBiH and the Banking Agency of RS. For 
details see: “Information on the banking system entities of the Federation of Bosnia and Herzegovina 
as of 30.06.2021” available at https://www.fba.ba/ and “Quarterly data on banking sector of Republika 
Srpska as of 30/06/2021” available at https://www.abrs.ba/.
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restructuring, classification, and provisioning for loans) that prevented an immediate 
surge in non-performing loans (NPLs). Furthermore, the regional governments have 
launched programs for direct financial support to businesses through loans and credit 
guarantees. As a result, the NPLs amounted to BAM 953.4 million or 5.9% of the 
total loan portfolio in FBiH and BAM 256.1 million or 4.5% in RS. Unfortunately, the 
surge in NPLs is expected shortly due to the phasing out of the measures mentioned 
above that are putting pressure on banks’ balance sheets (Kikoni & Armas, 2021).

Table 1: Profitability, productivity, and efficiency ratios of the BiH banking sector
Source: Author’s calculation based on data from Banking Agencies of the FBiH & 
RS.

BiH’s banking sector is also well-positioned when it comes to the liquidity coverage 
ratio (LCR). LCR for the FBiH banking sector was 250%, while that for the RS 
banking sector was 212.7%.

Microfinance Sector of BiH

Microfinance4 can be defined as “the provision of a broad range of financial services such 
as deposits, loans, payment services, money transfers, and insurance to poor and low-
income households and their micro-enterprises” (Zeb et al., 2021, p. 119). It can also 
be seen as a financial service that promotes financial inclusion and access to finance for 
low-income households and micro-enterprises by creating employment opportunities.

BiH started experimenting with microfinance soon after the end of the devastating 
war from 1992 to 1995. The first microfinance project was initiated in 1996 in Tuzla.5 
Together with other bilateral and multilateral donors, the World Bank started the 
Local Initiatives Project (LIP I) in 1996 aimed at the post-conflict reconstruction and 
economic recovery of BiH. Its main goal was “to promote economic opportunities for 
the war-affected population and economically poor citizens of BiH.” They argued that 

4 The term ‘microfinance’ is the most commonly used term today and has a broader definition including 
but not limited to microcredit, microsavings, microinsurance, micro-franchising. The terms ‘microcredit’ 
and ‘microfinance’ are used interchangeably throughout this chapter.
5 Goronja (1999) provides an overview of the early development of microfinance industry in Bosnia. See 
also Smolo (2011).
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self-employment through micro and small enterprises could help create new jobs and 
prosperity. According to their reports, this project successfully met its objectives. The 
success story of the LIP I led to the approval of LIP II in 2001 by the World Bank.6 It 
developed fast and proliferated, reaching second place behind Bangladesh regarding 
microfinance ‘saturation’ in the late-2000s.7 

Given that Bosnia’s economy and its financial sector were in ruins, the microfinance 
sector offered a relatively new way of financing small entrepreneurs, especially 
the poor, refugees, and returnees. With the help of the international development 
community, this sector became the backbone of post-war recovery and development. 
Initially, microcredit organizations were registered as non-deposit-taking, non-
profit, non-governmental organizations. Before 2006, each entity had its laws and 
regulations related to the creation and operations of microcredit organizations. By 
the mid-2000s, however, the microfinance model was successfully integrated into the 
Bosnian economy, and the focus shifted towards its commercialization. Due to several 
challenges faced by these institutions and their ambitions to go further, the existing 
laws were amended and harmonized at the national level.8 The new laws envisioned 
two types of MFIs:  microcredit foundations as a non-profit form (with their social 
role and society benefit emphasized), and microcredit companies as a for-profit form 
that could be formed as a limited liability or joint-stock companies.

As of 30 September 2021, BiH’s microfinance sector consists of 13 MFIs operating in 
FBIH, of which 10 are MCFs (non-profit organizations), 3 MCCs (profit organizations), 
and 13 MFIs operating in RS, of which 2 are MCFs (non-profit organizations) 
and 11 are MCCs (profit organizations). All these MFIs operate through a total of 
689 organizational units. Currently, 1,375 and 590 employees are working in the 
microfinance sector in FBIH and RS respectively (BARS, 2021; FBA, 2021). 

6 The main objective of the two micro-finance credits (Local Initiatives Project, FY97, and Local Initia-
tives Project II, FY01) was to assist economically disadvantaged and poor entrepreneurs in starting or 
restarting economic activities. A secondary objective was to strengthen participating MCOs to make them 
self-sustaining and better able to service a larger group of low-income clients without remaining depen-
dent on donor assistance (O’Brien, 2004, p. 11).
7  For details see Niksic (2009), Zuvela (2010), and Smolo (2011).
8 For details see the 2006 Law on Microcredit Organizations “Official Gazette of the Federation of BiH”, 
No. 59/06, and the 2006 Law on Microcredit Organizations “Official Herald of Republic of Srpska”, No. 
64/06.
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Table 2: Performance of MFIs in the Federation of Bosnia & Herzegovina (2010-
2020)

Source: Author’s compilation based on various reports from the Federation of Bosnia 
and Herzegovina Banking Agency, https://www.fba.ba/ (FBA, 2021).  Note: These 
are selected data of the microfinance sector of FBIH. Data from RS are not included 
due to missing data.

The total assets of the FBIH microcredit sector amounted to BAM 692.1 million and 
represented an increase of 5.2% or BAM 34 compared to 31 December 2020 (table 
2 provides key performance indicators of MFIs from FBIH). However, the sector is 
highly concentrated as five MCFs and one MCC share 92% of total assets. At the same 
time, the total assets of the RS microcredit sector amounted to BAM 442.6 million, 
with an increase of 5% or BAM 21,7 million.

The global financial crisis affected the portfolios of MFIs, reducing the loans placed 
and total assets significantly. However, starting in 2015, they are continuously rising 
(see figure 2). Furthermore, loans placed by MFIs significantly declined which was 
not only caused by the ongoing crisis but also due to a considerable decrease in loans 
received from donors on which MFIs heavily rely. As of 30 September 2021, the share 
of net microcredits in total assets was 79.9% and amounted to BAM 551.8 million 
for FBIH. As for the RS, the share of net microcredits in total assets was 85.1% and 
amounted to BAM 376.4 million (see table 3). 
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Figure 2: Total assets and net loans of the microfinance sector in FBI 

Source: Author’s compilation based on various reports from the Federation of Bosnia 
and Herzegovina Banking Agency, https://www.fba.ba/ (FBA, 2021).

Note: Data are from the year-end period and for FBiH only.

Compared to the previous year, the ratio of loan loss provisions (LLP) decreased by 
0.2 percentage points and amounted to 1.1% of the total gross microcredit portfolio in 
the FBIH. This ratio remained relatively the same for the microcredit portfolio in RS 
and amounted to 1.6%. 

Table 3: Net micro loans
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The microfinance sector of BiH reported positive financial results for the first 
nine months of 2021. The FBIH sector reported an amount of BAM 12.8 million, 
representing an increase of 54.2% or BAM 4.5 million posted during the same period 
in 2020. The RS sector recorded an even better performance, reaching BAM 16.9 
million and a rise of 73% or BAM 6.9 million. During the same period, the total 
income of the FBIH microcredit sector increased by BAM 6.4 million or 7.8%.                        
It amounted to BAM 88.4 million, while that of RS increased by BAM 9.2 million or 
16.9% and amounted to BAM 54.4 million. As for the efficiency of the microfinance 
sector in FBIH, the operational efficacy is within the prescribed range at 18.15%. The 
return on assets was 3.64%, and operational sustainability9 was 119.53%.

Other Financial Sectors of BiH

Leasing companies complement the financial sector of BiH. As of 30 September 2021, 
four leasing companies have the license to operate leasing activities in FBiH. While no 
leasing company is registered in the RS, three leasing companies from FBiH operate 
there. The volume of assets, gross and net receivables based on financial leasing and 
loan obligations and capital of leasing companies increased significantly compared 
to 2020.

The sector is highly concentrated as two leasing companies account for 71.7% of 
the total assets of the leasing sector. The assets increased by BAM 33 million (9.6%) 
compared to the end of 2020 and amounted to BAM 376.8 million. The total income 
of the leasing sector of FBiH amounted to BAM 27.4 million, representing an increase 
of 5.3% or BAM 1.4 million. The three leasing companies recorded a total net profit of 
BAM 4.4 million, while the fourth one recognized a loss of BAM 0.9 million.

Finally, capital markets are a small part of the overall BiH financial system with a 
great potential to play a more critical role in the future. BiH capital markets consist of 
two stock exchanges: the Sarajevo Stock Exchange (SASE) and the Banja Luka Stock 
Exchange (BLSE). These stock exchanges played an essential role in the early phases 
of privatization through the voucher system. The development of capital markets was 
relatively damaged by investors’ distrust caused by failed privatization investment 
funds that brought about losses. Hence, apart from the initial listing of privatized 
companies, not many companies or institutions have relied on the securities markets 
to raise capital to finance growth and expansion (World Bank & IMF, 2015).

With a sound legal and regulatory framework and a good securities market 
infrastructure, the capital markets should increase their share in the financial market 
and contribute more to overall economic development. However, closer cooperation 
between the entities and institutions is necessary to reach that goal. Thus, the BiH 
Index was launched on 1 December 2009 to promote the integration of two stock 

9 It is defined as “a ratio of total income from regular operations (minus written off receivables and other 
operating income) and total expenses,” see FBA (2021).
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exchanges.10 In short, while the global financial crisis and the COVID-19 pandemic 
weakened the asset quality and profitability of the financial system in BiH, it remained 
relatively stable. A timely reaction of state and entities institutions, regulatory 
bodies, and policymakers helped to overcome the negative consequences caused 
by the pandemic. For instance, the entity governments provided borrower relief 
programs; they also provided direct financial support to businesses through loans and 
credit guarantees; the central bank and regulators implemented various prudential 
measures (moratoriums on debt repayment and temporary changes in restructuring, 
classification, and provisioning for loans) (Kikoni & Armas, 2021).

Public Finance Sector

The BiH public finance is similarly complex, inefficient, and often goes against the 
principles of good and responsible governance. Various financial arrangements are at 
the disposal of different government entities, including borrowing from the local and 
foreign markets. Although these borrowings should be primarily used for infrastructure 
and development projects, they are often used to cover current budget deficits and to 
buy social peace. The existing debt structure of BiH is presented in table 4 below. As 
can be seen, BiH has had a relatively stable debt structure throughout the years.
Furthermore, the level of public debt is relatively low or at least within a reasonable 
rate compared to some other EU countries. Looking at the government debt to GDP 
ratio alone as of December 2021, BiH, with 24.8%, is the second-best country in the 
Western Balkans region after Kosovo (23.34%). BiH is performing much better on 
this indicator than many EU countries. For instance, Greece (193%) which is the 
worst-performing, followed by Italy (151%), Portugal (127%), Spain (118%), and 
France (113%).11

Table 4: Debt indicators

Source: Ministry of Finance and Treasury, Bosnia and Herzegovina (Ministry of 
Finance and Treasury, 2022b)

10  For details see FIRST (2010).
11 For details see “Country List Government Debt to GDP | Europe” at Trading Economics website. 
Available at https://tradingeconomics.com/country-list/government-debt-to-gdp?continent=europe. 
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Both entities in BiH are also using capital markets to raise necessary funds. Table 
5 and 6 list the bonds issued by the government of FBiH and RS respectively. 
The RS government is more active and uses the bonds market more aggressively. 
However, as pointed out earlier, this may not always be done in the citizens’ best 
interests. In particular, the RS government announced on 20 April 2021 that bonds 
of the BiH entity had been sold on the international market for 300 million euros 
with an interest rate of 4.75%. Only after the bonds were sold, the RS Government 
held a special session and passed a decision on accepting the debt. According to 
the RS Government, the money is intended to increase salaries and pensions in the 
entity. Those who bought these bonds at an almost 5% interest rate did a good job; 
only few would receive such an offer, given that the interest rates at that time were 
significantly lower than those agreed upon during the issuance of these bonds. In 
short, it was generally believed that the RS Government could borrow the required 
funds on the domestic market at a much lower interest rate. This and similar 
activities by entity governments show misuse of the power entrusted by the people.

Table 5: Overview of debt under issued bonds of the Government of FBiH

Source: Ministry of Finance and Treasury, Bosnia and Herzegovina (Ministry of 
Finance and Treasury, 2022a)
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Table 6: Overview of debt under issued bonds of the Government of RS

Source: Ministry of Finance and Treasury, Bosnia and Herzegovina (Ministry of 
Finance and Treasury, 2022a)

Business Environment in BiH

The business environment in BiH is very complex, reflecting the intricate nature of 
the political structure within the country. Ever since the Dayton Peace Agreement, 
the international community – led by the World Bank, the European Union (EU), 
United Nations (UN) agencies, other multilateral and bilateral aid agencies, non-
governmental organizations (NGOs), and private foundations – invested a significant 
amount of time and resources in fostering economic development through various 
initiatives that were aimed at the reconstruction of the BiH economy and infrastructure 
and reforming inefficient institutions.

A particular focus has been given to the financial and public sectors by initiating the 
privatization process that was supposed to bring about necessary economic changes 
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that would facilitate not only economic but also socio-political aspects of the country. 
For instance, the primary objectives of the World Bank’s assistance to BiH were: (a) to 
support reconstruction across all sectors of the economy; (b) to establish and sustain 
a viable macroeconomic framework; (c) to support BiH’s transition from a socialist 
to a market economy; and (e) to strengthen governance and establish affordable and 
equitable social services. All these would not be possible without relying on “sound 
fiscal and monetary policies; reforms of the tax system; privatization of state-owned 
enterprises (SOEs), including banks; deregulation of an over-regulated economy; and 
institutional and policy reforms in government administration, in the judicial system, 
and in delivery of social services, including health, education, and social welfare 
benefits” (O’Brien, 2004, p. 5).

Apart from reconstruction efforts carried out by the international community right 
after the end of the war, significant attention and efforts on developing market-based 
institutions and creating a favorable environment for private sector development also 
emerged. Moving from a centrally planned to a market economy requested significant 
economic and financial institutions’ reforms. Consequently, the primary focus was 
on reforms to develop the business environment by encouraging competition and 
strengthening the legal framework, privatizing, and restructuring state-owned 
companies, and creating an orderly and competitive financial sector. 

In line with the above, BiH enjoyed reasonable macroeconomic stability over the 
years. However, it was severely hit by the global financial crisis, the Eurozone crisis, 
and the COVID-19 pandemic mainly due to a lack of efficient institutions that could 
address rising challenges. The main determinants of BiH’s not-so-good economic and 
business environment are slow or insignificant economic growth combined with a 
lack of effective reforms and high unemployment rates. The unemployment rate in 
2020 was 16.9%. BiH is also faced with a significant brain drain, as thousands of 
people (the exact number is unknown) have decided to leave the country and migrate 
abroad, mainly to the EU. This led to an increased inflow of workers’ remittances, 
representing a financial lifeline to many low-income households. According to a 
European Commission report, private consumption based on these remittances and 
low inflation supporting real disposable income are the main drivers of economic 
growth in BiH (European Commission, 2020). However, the global trend of rising 
prices is also causing inflationary pressures. This makes it even more difficult for 
ordinary people to cope with the rising living costs, given relatively low average 
salaries.

A lack of transparency and infrastructure, corruption, informal economy, weak 
institutions, and political instability are also responsible for low levels of economic 
growth and foreign direct investment in the country (Smolo, 2021a; Uvalić, 2010; 
2013). According to Transparency International (2021) data, BiH is one of the 
most corrupt countries in Europe, ranked 111th out of 179 countries globally, with 
the most unfavorable business environment. At the same time, it is one of the least 
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politically stable countries in Europe (The Global Economy, 2020). Furthermore, BiH 
has the lowest FDI inflows1 rate (1.9%) in the Western Balkans region. According to 
Smolo and Šiljak (2022), the main reason for the lack of FDI inflows in BiH is the 
complicated business process. The World Bank’s Doing Business 2020 report labels 
it as the most unfavorable country in the region to invest in. Starting a new business 
takes 81 days, 13 procedures, and EUR 685. The country is ranked 183rd out of 190 
economies reagrding topics on starting a business (World Bank, 2020). Additionally, 
the COVID-19 pandemic brought about significant changes in the way how businesses 
are done and how we interact. This led to a so-called “new normal” environment for 
everyone. This pandemic worsened the business environment in BiH, although it was 
already in bad shape. 

In their book Why Nations Fail, Acemoglu and Robinson (2012) point out that 
everything depends on institutions. If they are inclusive, they work for the benefit 
of citizens and the economy, and consequently, nations experience progress. On the 
other hand, if they work, as in the case of BiH, for the benefit of ethnonational political 
classes, it will lead to the collapse and dissatisfaction of the people, riots, and social 
upheavals that may develop into unpleasant outcomes. In line with this, a recent study 
indicates that institutions are ineffective in bringing about economic growth in the 
Western Balkans, including BiH (Smolo, 2021a).

This should not come as a surprise as BiH is a highly decentralized country with 
different jurisdictions on state, entity, and cantonal government levels. Furthermore, 
prevailing nationalist ideologies contributed to institutional and economic development 
inefficiencies and the lack of policy implementations. The country’s complicated 
structure is a textbook example of a weak state with inefficient, extractive institutions. 
Perhaps, the following summary by Anto Domazet (2022) best describes the current 
situation in BiH:

As an otherwise dysfunctional state, Bosnia and Herzegovina has 
shown all its inefficiency in the new normal conditions. Its institutions 
are under blockade, but they still regularly and generously spend 
public resources as if nothing is happening around them and as if they 
are producing the effects that citizens and the economy expect from 
them. The state and its institutions – that is, the ethnonational political 
classes that form the government – seem unaware of the approaching 
storm: storms of innovation, energy transitions, transformation in 
development and economic growth, changing the way we work with 
the loss of thousands of traditional and thousands of new jobs – as if 
unaware that citizens and businesses fear uncertainty and seek state 
measures in all spheres of human activity: private and public sectors 
in the economy, social sphere, science and technology, markets and 
Euro-Atlantic integration that would make life easier for people and 

1 The ratio of the foreign direct investment inflows to GDP
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businesses. Instead, ethnonational political classes block institutions, 
ethnicize the country’s economic and political space, and strengthen 
the crony system of political capitalism based on the appropriation of 
public resources and the self-interest and needs of the clientele that 

accompanies them and shows full political loyalty. (pp. 30–31)

In short, the overall performance of the BiH economy is far from its potential. 
Significant changes are needed to foster its growth and integration into international 
financial markets. For this, a joint program called the Reform Agenda was initiated 
and adopted by the Council of Ministers of BiH, the Government of the FBiH, and 
the Government of RS. The main objectives of the Reform Agenda are “fostering 
sustainable, efficient, socially just and steady economic growth; creating new jobs; 
increasing and more-appropriately targeting social assistance; and creating a favorable 
and just social environment. . . to strengthen the rule of law and the fight against 
corruption; and to strengthen administrative capabilities and increase efficiency in 
public institutions at all levels of government.”2 

There are six critical areas that this document is addressing, namely: 1) public 
finance, taxation, and fiscal sustainability – calling for lowering of public debt, 
increasing public investment, and reducing government size; 2) business climate and 
competitiveness – calling for better regulatory and tax system by removing of all 
obstacles and administrative barriers; 3) the labor market – while there is a massive 
unemployment in BiH it can be used as a potential for growth that can be addressed by 
changing labor laws; 4) social welfare and pension reform – maintenance of current 
social welfare and pension programs is questionable due to high unemployment 
rates and an aging population highlighting a need for alternative solutions such as 
voluntary-pensions schemes to meet modern requirements and needs; 5) rule of law 
and good governance – there is a growing distrust among citizens when it comes to 
combating organized crime, corruption, and the implementation of justice; and 6) 
public administration reform – as mentioned earlier inefficient institutions, including 
public administration that is considered crucial to the well-functioning of every 
country, represent the main obstacle to the overall development of the country.

Furthermore, according to Domljan (2021), for the FBiH to achieve the accelerated 
growth it needs the following things: the improvement of intellectual and human 
capital (investment in research and development, education and training), adequate 
involvement in the international economy (import of ideas and technology transfer, 
on the one hand, and export of products and services), maintaining macroeconomic 
stability (low budget deficits while eliminating highly unproductive and “wild” 
public expenditures), achieving high savings and investment rates (including, but not 
limited to introduction of new financial institutions, mechanisms and instruments, 
increasing inflows of foreign direct investment in the information and communication 

2 The working translation of the official document “Reform Agenda for Bosnia and Herzegovina 2015 – 
2018” is available at https://europa.ba/wp-content/uploads/2015/09/Reform-Agenda-BiH.pdf.
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technologies sector, industry, renewable energy sources, tourism), and a strong, 
determined and capable government (involving, political stability, simplification of 
the legal and regulatory framework, transparency of business procedures, respect 
for contracts and property rights, among others).3 Although the Reform Agenda and 
other documents list necessary structural changes that need to be completed, their 
implementation is significantly lacking.4 Domazet (2022) believes that achieving 
structural changes that would accelerate economic growth is a complex task.

Conclusion

Being an extremely disintegrated country – with different entities and institutions 
divided along political and ethnic lines – BiH is doomed to sluggish progress on all 
fronts, including the financial sector. Navigating through these obstacles on the road 
to economic development and financial integration is daunting. Still, as it turns out, 
the BiH financial sector is doing just fine. Over the years, all sectors of the financial 
system performed well and somehow succeeded in overcoming the COVID-19 
pandemic challenges. However, this does not mean that the system is flawless. In 
fact, it is far from being fully operational with efficient policies and institutions. As 
pointed out by the report issued by the European Commission, BiH has made limited 
or no progress concerning economic reforms, competitiveness, and inclusive growth. 
It is in an early stage of establishing a functioning market economy.5 More proactive 
and efficient economic, political, and legal reforms must be carried out for BiH to 
integrate its economy into the typical regional and EU markets. 

While the economy is expected to grow in the coming years, the projected growth 
rates are insufficient to bring about necessary changes. In the past, the international 
community and financial institutions played a prominent role in promoting progressive 
changes in the country. They continue to be a significant push factor even today. 
Unfortunately, a lack of political will, obstructions from specific political figures, and 
the inability of political leadership in BiH contribute to the current market failures 
and inefficiencies. As pointed out, a divided financial market along entities’ lines is an 
obstacle to the economy’s overall growth. Furthermore, having two stock exchanges 
in a small geographical area with no significant integration does not help growth either. 
Consequently, better internal integration is needed before we can see a meaningful 
international integration of financial institutions within the country. 

3  As summarized in Domazet (2022, p. 85). See also Bećirović (2022).
4 The details about the Reform Agenda and its Action Plan (current status together with completed as well 
as ongoing tasks listed chronologically) can be found on the Agenda’s website https://reformskaagenda.
ba/akcioni-plan/
5 EC (2020; 2021).
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