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PRESS RELEASE

PR22/193

IMF Executive Board Concludes 2022 Article IV Consultation
with Bosnia and Herzegovina

FOR IMMEDIATE RELEASE

Washington, DC — June 9, 2022: On June 3, 2022, the Executive Board of the International
Monetary Fund (IMF) concluded the Article IV consultation® with Bosnia and Herzegovina (BiH).

The war in Ukraine is casting a pall on the European economy, raising new challenges for BiH
just as it rebounded from the Covid-19 pandemic. Spillovers from the war have materialized in a
large increase in food and fuel prices and a deposit run on the two Sberbank subsidiaries
operating in the BiH. Moreover, domestic political tensions, mainly regarding the role of state-
level institutions, have weighed on investor sentiment and put on hold reforms to strengthen the
single economic space and promote medium-term growth.

Growth is projected to decline to 2.4 percent in 2022, from 7.1 percent in 2021, and remain
subdued in the medium term. Average annual inflation is expected to accelerate to 6.5 percent
this year from 2 percent last year and soften gradually afterward. While the impact of the war in
Ukraine on confidence and the financial sector in BiH appears now contained, BiH’s economy
remains exposed to higher commodity prices, slower economic growth in Europe, and tighter
financial conditions.

The fiscal position turned to a surplus of 0.8 percent of GDP in 2021 from a deficit of 4.7 percent
in 2020. Revenues collected by the Indirect Tax Authority reached a record-high level last year,
driven by rebounding private consumption and higher prices. External financing was also ample,
including from the IMF and the European Union. The fiscal position is expected to register a
small deficit in 2022 as the economy slows down and the authorities take expansionary
measures to counter rising costs of living.

Executive Board Assessment?

Executive Directors welcomed Bosnia and Herzegovina’s economic rebound in 2021 spurred by
stronger external demand and pent-up domestic demand. However, the spillovers of the war in
Ukraine and underlying vulnerabilities will weigh on economic growth this year, while inflationary
pressures have increased driven by large, imported energy and food price hikes. Looking
ahead, determined policy and reform efforts, requiring greater political consensus, will be crucial
to strengthen the single economic space and foster stronger sustainable growth.

1 Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually every year. A staff team
visits the country, collects economic and financial information, and discusses with officials the country's economic developments and
policies. On return to headquarters, the staff prepares a report, which forms the basis for discussion by the Executive Board.

2 At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views of Executive Directors,
and this summary is transmitted to the country's authorities. An explanation of any qualifiers used in summings up can be found here:
http://www.IMF.org/external/np/sec/misc/qualifiers.htm.
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Directors supported fiscal accommodation in response to inflationary pressures but urged the
authorities to focus on targeted assistance to the most vulnerable. Directors generally
considered that, absent a well-developed social safety net, a temporary suspension of fuel
excises could be a second-best option. However, Directors recommended avoiding open-ended
excise reductions, and generally cautioned against changes to the VAT system. Directors also
advised the authorities to resist demands for non-targeted election-related spending and contain
the relatively large public sector wage bill. Instead, they recommended scaling up public sector
investment to boost growth over the medium term, preferably financed with low-cost loans from
international financial institutions and accompanied by reforms to enhance investment
implementation and efficiency. They also highlighted the importance of improving the social
safety net.

Directors welcomed the authorities’ commitment to maintain the currency board and work to
strengthen its resilience. They also underscored the need to enhance bank supervision to
safeguard financial stability. While the banking sector has weathered the pandemic well and
stabilized after the Sberbank crisis, vulnerabilities have been rising. Establishing a country-wide
financial stability fund will be important to facilitate bank restructuring and provide liquidity in
exceptional cases.

Directors stressed the need to fight corruption and resume and accelerate governance reforms,
particularly to public procurement and the AML/CFT framework. They recommended
establishing a single registry of bank accounts of individuals as a key AML/CFT tool and
working toward publishing beneficial ownership information as part of reforming public
procurement. They encouraged the authorities, in this context, to request an IMF governance
diagnostic mission to help prioritize key areas for reforms. Directors also recommended
enhancing public financial management and resuming work on the governance and
transparency of public enterprises. They also highlighted the need to improve youth and women
labor force participation and accelerate the transition to renewables and digitalization.



Table. Bosnia and Herzegovina: Selected Economic Indicators, 2019-23

2019 2020 2021 2022 2023
Est. Proj.
Nominal GDP (KM billion) 353 343 373 40.8 431
Gross national saving (in percent of GDP) 21.5 18.9 19.9 171 184
Gross investment (in percent of GDP) 24.3 22.7 22.0 22.1 22.1
(Percent Change)
Real GDP 2.8 -3.1 71 2.4 2.3
GDP deflator 2.6 0.2 1.7 6.7 33
CPI (period average) 0.6 -1.1 2.0 6.5 3.0
Money and credit (end of period)
Base money 6.9 10.7 17.4 2.0 --
Broad money 8.7 7.1 124 8.2 -
Credit to the private sector 6.3 -2.8 4.0 5.1 --
(In percent of GDP)
Operations of the general government
Revenue, of which: 419 413 42.4 415 423
Taxes 23.0 21.8 23.1 22.0 229
Social security contributions 15.1 15.7 15.6 15.4 15.4
Expenditure 40.5 46.0 41.7 421 417
of which: Investment expenditure 3.6 54 4.1 4.0 4.1
Fiscal balance 14 -4.7 0.8 -0.6 0.6
Primary fiscal balance 2.1 -39 1.5 0.1 13
Total general government debt 325 36.5 36.7 345 323
Domestic general government debt 1/2/ 95 111 9.4 9.2 9.0
External general government debt 23.1 255 27.3 253 233
Balance of payments (In Percent of GDP)
Exports of goods and services 40.6 346 441 419 425
Imports of goods and services 55.2 48.5 56.4 57.0 56.8
Trade balance -14.7 -14.0 -12.3 -15.1 -14.3
Current transfers, net 12.2 11.1 1.1 11.0 11.2
Current account balance -2.8 -3.8 -2.1 -5.0 -37
Foreign direct investment (+=inflow) 1.6 1.7 2.1 1.7 1.8
Gross official reserves (Euro million) 6,455 7,105 8,372 8,260 8,536
(In months of imports) 9.1 7.9 8.5 7.9 7.8
(In percent of monetary base) 113.5 112.9 1133 - -
(In percent of IMF ARA metric) 108.9 121.2 126.7 -- --
External debt 3/ 64.3 69.5 61.0 60.3 57.9
Memorandum Items:
Unemployment rate (national definition) 4/ 15.7 15.9 174 - -
GDP per capita (in euros) 5,169 5,023 5,482 6,005 6,358
Output gap (in percent of potential GDP) 1.8 -3.8 0.5 0.3 -0.2
REER (Index 2000=100) 85.1 84.6 84.1 -- --
NEER (Index 2000=100) 112.9 114.8 114.8 -- --

Sources: BiH authorities; and IMF staff estimates and projections.
1/ On average, half of the domestic debt stock is indexed to the Euro.

2/ The stock of general government domestic debt does not include domestic arrears and those of public enterprises.

3/ Includes inter-company loans in private external debt.

4/ The 2021 unemployment rate is not comparable with 2020 due to redesign of BHAS Labor Force Survey (LFS)

methodology in line with EU regulations. The 2020 unemployment rate is not comparable with 2019 due to change in
sample design, which was defined separately each year prior to 2020 and has been replaced since with a panel
component sample design where households have been re-surveyed four times.
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BOSNIA AND HERZEGOVINA

STAFF REPORT FOR THE 2022 ARTICLE IV CONSULTATION

KEY ISSUES

Context. Bosnia and Herzegovina (BiH) is facing considerable challenges just as it has
rebounded from the Covid-19 pandemic. Spillovers from the war in Ukraine are fueling
inflation and weighing on domestic spending and external demand, while domestic
political tensions are hampering economic policies and reforms.

Outlook and risks. The outlook is highly uncertain. Growth is projected to drop to
2.4 percent in 2022 from 7.1 percent in 2021, and stabilize at around 3 percent in the
medium term. Inflation will remain elevated until late this year and soften gradually
afterward. Downside risks are high.

Key policy recommendations. The authorities need to protect the most vulnerable
against inflation, preserve financial stability, and scale up public investment and
accelerate reforms to strengthen the single economic space and put the economy on a
higher medium-term growth trajectory.

» Fiscal policy. The authorities should cushion the impact of high prices on the most
vulnerable while resisting wage increases and differentiated VAT rates. Given the lack
of adequate social assistance, a temporary suspension of fuel excises could be
considered. The authorities should also improve social assistance to prepare for
future shocks, strengthen public financial management, and scale up public
investment in infrastructure and green energy to boost medium-term growth.

* Currency board and financial sector policies. The currency board continues to
serve BiH well and should be further strengthened. Strict enforcement of prudential
requirements and the development of contingency plans for future liquidity
pressures are essential for preserving financial stability. Establishing a country-wide
financial stability fund that can facilitate bank restructuring and provide liquidity on
an exceptional basis would close a critical gap in the financial safety net.

* Governance. There is a pressing need to address longstanding deficiencies,
particularly by overhauling the AML/CFT and public procurement frameworks. The
creation of a country-wide registry of bank accounts of individuals would strengthen
AML/CFT practices and asset recovery. Work to improve the governance of public
enterprises and reduce fiscal risks should resume.
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BN CONTEXT

1. More than two years since the outbreak of the Covid-19 pandemic, Bosnia and
Herzegovina (BiH) is still grappling with the health impact. After a fourth, all-time-high surge in
January 2022, new cases declined sharply, together with hospitalizations and deaths. However, as of
April 2022, the death rate was one of the highest in the world at around 450 per 100,000.
Vaccination in BiH continues to lag the rest of Europe due to lack of vaccines early on and vaccine
hesitancy afterward (Figure 1).

2. BiH is seeing rippling effects from the war in Ukraine. Initial spillovers to BiH's financial
sector were quickly contained (18), and the remaining direct exposure to Russia and Ukraine—
through trade, energy, and financial links—is limited.! The war, however, is weakening the global
economic recovery and fueling inflationary pressures, particularly through food and energy prices.
Accelerating inflation and fear of shortages in food items have led to increasing pressures on the
authorities, ahead of the October 2022 general elections, to raise wages and social benefits.

3. Domestic political tensions have hampered economic policy and reforms over the past
year. Since July 2021, the Republika Srpska (RS) has been blocking key decisions of state-level
institutions, while in December 2021, the RS National Assembly adopted conclusions to withdraw
the RS from key state institutions (including the Indirect Tax Authority). This political blockage has
put reforms on hold (Annex |), further slowing BiH’s convergence toward fulfilling the EU accession
criteria and weighing on investor sentiment. The EU has suspended financing to the RS pending the
RS's return in full to state institutions, while other donors have imposed sanctions on individuals
accused of corruption and threatening BiH's stability. Moreover, long-standing disagreements
between Croats and Bosniaks related to electoral reform threaten to delay the elections.

I RECENT DEVELOPMENTS

4. Despite difficult health and political conditions, economic activity rebounded strongly
in 2021. Real GDP is estimated to have rebounded by 7.1 percent in 2021, reflecting pent-up
domestic spending and higher exports to the EU. High-frequency indicators of economic activity
returned to or surpassed pre-pandemic levels—industrial production and exports have exceeded
pre-pandemic levels since 2021:Q2, while employment returned to its pre-pandemic level in
2021:Q4 (Figures 2 and 3). Strong exports together with improved remittances more than offset
rebounding imports, helping narrow the current account deficit. Official foreign reserves are above

' BiH has no remaining financial links and only limited trade links with Russia (less than 1 percent of BiH's exports are
going to Russia and around 3 percent of its imports are from Russia; trade flows with Ukraine are smaller). As the
only net electricity exporter in Western Balkans, BiH's energy exposure is also relatively limited. While all natural gas
is imported from Russia, and consumption is vulnerable to higher prices and possible shortages, natural gas
represents less than 5 percent of total energy needs as BiH relies heavily on domestic sources, mostly coal and hydro
power.

4 INTERNATIONAL MONETARY FUND
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the minimum reserve adequacy threshold, while the external position is stronger than fundamentals
(Annex I1).2

5. After a year-long deflation, headline inflation surged, driven by accelerating food and
transport prices. Monthly inflation reached 10.2 percent (y/y) in March 2022, while the average
12-month inflation rose to 4.4 percent (from a trough of -1.4 percent in March 2021). Core inflation,
while significantly below headline inflation, has also edged up, reaching 2.5 percent (y/y) in March.
The sharp increase in prices was driven by elevated global commodity and fuel prices, which came
on top of earlier pressures from rebounding demand and drought. Net wages have been growing
steadily, in line with the long-run growth in labor productivity (Figure 2).

6. The fiscal position turned to a surplus of 0.8 percent of GDP in 2021 from a deficit of
4.7 percent in 2020. This reflected mainly record-high indirect tax revenues, which grew by

16.7 percent compared to 2020, reflecting recovering consumption and higher prices, as well as
lower domestically financed capital spending. Current expenditures rose marginally, driven mainly
by higher spending on goods and services, public wages, and social benefits (pensions), while
pandemic-related spending declined somewhat (Box 1). External financing in 2021 was ample, with
the SDR allocation (Euro 306 million) and a first tranche of EU macro-financial assistance (Euro

125 million) adding to RS's Eurobond issuance in April (Euro 300 million). The authorities used part
of this financing for pandemic-related spending and transfers to lower government levels in line
with their revised 2021 spending plans.?

7. The banking sector weathered the

Covid-19 crisis well. Banks continued to have Capital Adequacy, Profitabilty and Asset Quality
adequate capital buffers, solid profits, ample e FE—— —

liquidity, and, except for a small uptick recently, 15% ‘

declining NPLs. The loan moratoria and other
borrower relief measures adopted at the outset of
the pandemic helped mitigate the economic

fallout, and are yet to be fully reflected on banks’ o
financial statements (Box 2). Despite the strong 5%
economic rebound, private sector credit growth -

remained Sha”OW, at around 4 percent (y/y) in 2006 2008 2010 2012 2015 2017 2019 2021g4

December 2021. The recent European Commission
decision that the regulatory and supervisory framework in BiH is equivalent to that applied in EU is a
major achievement.

2 No changes have been introduced in the foreign exchange system since the 2020 Article IV consultation
(Informational Annex).

3 The RS used its entire portion of the SDR allocation, mainly for pandemic-related spending. The FBiH spent slightly
more than half of its portion on transfers to lower government levels (i.e., cantons and municipalities).

INTERNATIONAL MONETARY FUND 5
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Box 1. Fiscal Measures in Response to Covid-19

Pandemic-related fiscal support declined in 2021. Overall crisis-support measures amounted to around
1.5 percent of GDP in 2021 compared to 2.1 percent of GDP in 2020, reflecting a sizable reduction in support
to the corporate sector and lower transfers to the health sector and lower levels of governments. Support to
firms, mostly in the form of subsidies for wages and social security contributions, was reduced in 2021
following the authorities’ decision not to impose lockdowns during the Delta and Omicron variants. In
contrast, support to households increased, and included mainly one-off assistance to pensioners.

BiH FBIH RS Institutions of Bosnia and| gy, pistrict
Herzegovina
2020 KM miillion % of GDP_ |KM million % of GDP__|KM million % of GDP__ |KM miillion % of GDP _|KM million % of GDP
Total 733.1 2.1 4911 22 189.0 1.7 38.0 0.1 15.0 1.7
Health Sector 191.9 0.6 55.1 0.2 94.5 0.8 38.0 0.1 4.3 0.5
Household Sector 6.1 0.0 0.0 0.0 5.1 0.0 0.0 0.0 1.0 0.1
Corporate Sector 276.6 0.8 180.0 0.8 88.2 0.8 0.0 0.0 8.4 1.0
Local Governments/Others 258.6 0.8 256.0 1.2 1.3 0.0 0.0 0.0 1.3 0.1
BiH FBIH RS Institutions of Bosnia and| gy, pistrict
Herzegovina
2021 KM million % of GDP__[KM miillion % of GDP_|KM million % of GDP__|KM miillion % of GDP__|KM million % of GDP
Total 578.5 1.5 467.0 1.9 106.4 0.9 0.0 0.0 5.1 0.6
Health Sector 138.3 0.4 72.0 0.3 63.2 0.5 0.0 0.0 3.1 0.3
Household Sector 60.0 0.2 60.0 0.2 0.0 0.0 0.0 0.0 0.0 0.0
Corporate Sector 147.3 0.4 105.0 0.4 40.4 0.3 0.0 0.0 1.9 0.2
Local Governments/Others 232.9 0.6 230.0 0.9 2.8 0.0 0.0 0.0 0.1 0.0

Note: Percentages of GDP are calculated as the share of respective GDPs for FBiH, RS, and Bré¢ko District, and as a percent of BiH GDP for BiH and Institutions of Bosnia
and Herzegovina

Audits covered the allocation of funds, but not their intended use. In both entities, supreme audit
institutions (SAI) conducted regular and mandatory audits of consolidated financial statements of budget
users in 2021, as well as compliance audits. The auditors found that the governments followed established
criteria when allocating funds intended for Covid-19 relief.” However, the Federation SAI pointed out that
the regulations on the allocation of funds were not timely, as only 18.6 percent of the allocations were spent,
and pandemic-related spending was not well targeted. Further, in some cases, performance audits to assess
the effectiveness and quality of pandemic-related spending measures were not possible due to lack of
adequate data. In the RS, the auditor found that the criteria for allocating funds by line ministries were met,
but the ministries did not exercise further control over the use of those funds.

7 FBiH SAl report: https://www.vrifbih.ba/wp-content/uploads/2021/07/FR 2020 Proracun-FBiH Izvjesce-
Konacno 20210728.pdf; and RS SAI report: https://www.gsr-
rs.org/static/uploads/report attachments/2021/08/20/RV029-21 Cyr.pdf

8. Initial spillovers to the banking sector from the war in Ukraine appear contained. The
payment moratorium imposed by the EU resolution authority on Sberbank, a Russian bank
operating in Europe, led to a deposit run on the two Sberbank subsidiaries operating in the BiH. The
entity banking agencies swiftly seized control and sold the subsidiaries to two domestic banks,
containing the spreading of the deposit run to other banks. The central bank of BiH (CBBH) in turn
helped restore confidence by providing sufficient Euro and KM banknotes to meet a temporary
surge in demand for cash.

6 INTERNATIONAL MONETARY FUND
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Box 2. Borrower Relief Measures

Borrower relief measures helped mitigate the economic fallout from the COVID-19. The entity banking
regulators introduced, in March 2020, a set of short-term, Share of Banks' Portfolio Benefiting
targeted relief measures, providing liquidity to borrowers from Support Measures and Credit
facing repayment difficulties at a time when the economy Growth

was locked down. These measures were used mostly by
companies, with higher use in the service sectors,
particularly tourism. With the strong economic recovery in
2021, the ability of borrowers to service debt obligations 8

recovered, and loans benefiting from temporary relief =

measures declined from 7.6 percent of total loans in 1y E @
September 2020 to less than 2 percent at end-2021. All 5 ﬁ—l ﬁ_‘ ﬁ_

measures were unwound by end-March 2022.

0 L S8

The targeted approach helped minimize the impact on o 200 “H202T-q1 2021-q2 2021-q3 202
banks’ cash flows. While the flow of credit to the real -4

economy was sustained, the measures had no adverse ] Eanks” portfolio - tota

impact on overall financial stability. Although only a small S Share Of corparate loans benefiting from support measures in tota

. . . . corporate loans
pOFthﬂ of the loan pOthOlIO remains under relief measures, =21 Share of households loans benefiting from support measures in tota
vigilance is warranted as the impact of the unwinding is Qﬁ’-ﬁ;fgg’jgor°g,?;,4m-t growth

not yet fully reflected in banks' financial statements.

I OUTLOOK AND RISKS

9. Growth is projected to decline this year and remain subdued in the medium term. The
war in Ukraine will likely lead to further
trade disruptions and higher fuel and food

BiH Pandemic-related Scarring
GDP Trajectories

prices, weighing on household (Index, 2019=100)
consumption and private sector investment. 1%
Given impending elections and heightened s
political tensions, no progress is expected 110
on structural reforms. Real GDP growth is 105

thus projected to drop to 2.4 percent

in 2022 (and 2.3 percent in 2023) despite a
sizable expansion in government spending

in 2022 (related to elections and measures T e 2020 2021 2022 2023 2024 2025
to cushion the impact of inflation), and then

100 —— Pre-crisis (Fall 2019 WEO)

== == RFl request
95

Article IV 2020

Current projections

stabilize at around 3 percent in the medium term. The current account deficit is projected to widen
to 5 percent of GDP in 2022, due to moderating exports and a larger, price-driven, import bill.
However, given the strong economic rebound in 2021, scarring from the pandemic has been revised
down to around one third of the 2020 Article IV estimate.

10. Inflation is projected to remain elevated in 2022. The surge in headline inflation could
extend well into the second half this year and soften gradually from 2022:Q4, consistent with a
projected slowdown in global food and energy prices and easing of supply constraints, and caps on

INTERNATIONAL MONETARY FUND 7
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domestic electricity prices.* The average 12-month CPl inflation is projected to reach 6.5 percent in
2022, and decline to around 3 percent in 2023 and 2 percent over the medium term, in line with
projected euro area inflation.

11. Downside risks are high. The war in Ukraine is likely to have a limited direct economic
impact on BiH given limited economic ties. Direct risks related to a Russian gas shut off are likely to
be contained, also because BiH has one of the largest electricity generation in Western Balkans and
limited gas usage. However, the conflict could do significant harm indirectly if it destabilizes key
commodity and global financial markets and induces a recession in major European economies, with
a negative impact on external accounts and domestic growth prospects. A de-anchoring of inflation
expectations globally and/or rising and volatile food and energy prices would lead to higher
domestic inflation, while more Covid-19 outbreaks could dampen growth (Annex lll). Domestically,
vulnerabilities in the banking sector have been rising, and a marked escalation in political tensions
could lead to further sanctions and less donor financing.

I POLICY DISCUSSIONS: SUPPORTING THE RECOVERY
THROUGH REFORMS

Amid exceptionally high uncertainty, fiscal policy should pivot toward supporting the most vulnerable,
preserving room for emergency support, and accelerating investment in infrastructure and green
energy. Structural reforms should focus on preserving financial stability, resuscitating the long-stalled
governance and PFM agenda, and improving the business environment, aiming to strengthen the
single economic space and put the economy on a higher medium-term growth trajectory. State-level
reforms, in particular, are critical for reducing economic inefficiencies and combatting corruption.

A. Fiscal Policy: Cushion the Impact of Higher Prices on the most

Vulnerable, Remain Vigilant to Risks, and Spur Medium-term Growth

12. The baseline scenario assumes moderate expansion in 2022 and consolidation over the
medium term. The baseline is anchored in the authorities’ current policies as outlined in the 2022
budgets and the 2022-24 Global Fiscal Framework. Fiscal policy is largely swayed by rising social
demands in response to rising inflation. After a surplus in 2021, a fiscal deficit of around 0.6 percent
of GDP is projected in 2022 as expenditures are rising faster than revenues (10.3 percent compared
to 6.9 percent). Higher expenditures are driven by a rise in the public wage bill (11.7 percent) and
spending on goods and services and social benefits (pensions) (Table 4b), while capital spending will
increase by a meager 3.1 percent. A temporary suspension of fuel excises is assumed for the second
half of the year, in line with a government proposal under consideration in parliament (Box 3). Fiscal
consolidation is expected to resume in 2023, albeit at a different pace in the two entities, with the

4 FBiH capped increases in electricity prices for corporates at 20 percent, while the RS increased them by around
40 percent starting in January 2022. Electricity prices for households have so far remained unchanged. FBiH has
recently approved a 22 percent increase in gas prices for distributors from April to June.
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overall fiscal surplus reaching about 0.6 percent of GDP in 2027. This reflects improved revenues
with the resumption of fuel excises in 2023 and higher tax compliance in outer years, while spending
remains restrained. Public debt is projected to remain below 35 percent of GDP, but tighter financial
conditions could make it more difficult for the RS to roll over a EUR 168 million Eurobond maturing
in 2023 (assumed in the baseline).

Box 3. Fiscal Measures to Mitigate the Impact of Inflation

Several measures have been taken to address rising inflation:

Public sector wages and pensions. In FBiH, they were raised in March 2022 by 5 and 7.5 percent,
respectively, with an additional increase of 3.5 percent for pensions effective in June. In the RS, increases
were introduced in January 2022, for wages ranging between 5 percent (for wages below KM 1000) and 3
percent (the rest), and for pensions by around 4 percent. The overall budgetary impact in 2022 is estimated
at 0.5 percent of FBiH GDP in FBiH and 1 percent of RS GDP in the RS.

Funds for commodity reserves. The FBiH government allocated KM 20 million (0.1 percent of FBiH GDP) for
commodity reserves, to be used either for purchase of necessary goods and storage, or for subsidies to
farmers and producers of finished products. In the RS, funds in the amount of KM 15 million (0.1 percent of
the RS GDP) are planned for the same purposes.

2022 measures included in the budgets BiH FBIH RS Bréko District (BD)

KM million % of GDP KM million % of GDP KM million % of GDP KM million % of GDP
Increase in salaries 83.3 0.2 21.5 0.1 61.8 0.5 0.0 0.0
Increase in pensions 178.1 0.4 116.9 0.4 61.2 0.5 0.0 0.0
Purchase of commodity reserves 35.0 0.1 20.0 0.1 15.0 0.1 0.0 0.0

Note: Institutions of BiH (IBIH) has not yet adopted 2022 budget, but based on the global fiscal framework they plan a salary increase in amount of KM 90.5 million.
Other measures under consideration are:"

Suspension of excises on fuel. Parliament is considering suspending excise duties on oil and derivates on a
temporary basis. Staff estimates the revenue loss from suspension during July-December 2022 at 0.8 percent
of BiH GDP.

Differentiated VAT rates. The authorities are considering introducing a lower VAT rate on essential goods
and a higher rate on luxury goods. The estimated revenue loss is highly uncertain and ranges between
0.4 percent and 2.2 percent of BiH GDP.

Further increase in wages and social benefits. The RS authorities announced a further 10 percent increase
in public wages and pensions, effective in May, to be introduced as part of a supplementary budget for
2022. The RS also plans a permanent increase in benefits for war veterans and the disabled, as well as one-
off financial assistance to pensioners, war veterans, and young people.

'/ The baseline scenario assumes a six-month suspension of fuel excises and additional wage and pension
increases in the RS, but no VAT rate changes.
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Bosnia and Herzegovina: General Government Finances, 2019-2022
(in percent of respective GDP, general government)
Federation Republika Srpska Bosnia and Herzegovina

2019 2020 2021 2022 2019 2020 2021 2022| 2019 2020 2021 2022

Revenue 386 379 384 383 409 406 42.7 406 419 413 424 415

Taxes 19.8 183 195 188| 225 216 233 220 230 218 231 22.0

Social security contributions 15.9 16.5 16.0  16.0] 14.3 15.1 153 149 15.1 15.7 15.6 15.4

Grants 0.4 0.3 0.2 0.3 0.7 0.5 0.3 0.2 0.5 04 03 0.3

Other revenue 24 2.8 2.7 32 34 34 3.8 35 32 33 34 37

Expenditure 373 424 37.7 38.8 402 459 43.0 427 405 46.0 417 421

Expense 343 378 339 349 356 39.2 384 383 369 405 375 38.0

Compensation of employees 8.6 9.3 8.6 8.8 89 9.8 95 102 10.6 1.4 10.8 1.1

Use of goods and services 84 8.8 84 8.6 33 34 32 31 7.2 7.5 7.1 73

Social benefits 13.2 148 136 134 189 203 204 204/ 148 163 155 154

Other 4.1 5.0 33 4.2 4.5 57 53 4.6 43 53 4.0 43

Net acquisition of nonfinancial assets 31 4.5 3.8 3.9 4.7 6.7 4.6 4.5 3.6 5.4 4.1 4.0

Acquisition of nonfinancial assets 32 46 4.1 4.0 48 6.9 48 47 3.8 5.6 44 4.2

Foreign financed capital spending 1.7 2.6 2.5 2.5 1.5 1.3 0.8 1.0 1.6 2.1 1.9 19

Domestically financed capital spending 15 2.0 1.6 15 33 5.6 4.0 37 2.2 34 2.5 2.2

Fiscal balance 1.2 -4.5 0.7 -0.5 0.7 -5.3 -03 2.1 1.4 -4.7 0.8 -0.6

Primary balance 1.8 -3.9 1.2 0.1 1.9 -4.1 0.9 -1.2 2.1 -39 1.5 0.1
Sources: BiH authorities, and IMF staff calculations.

13. Fiscal policy is appropriately accommodative in 2022 but needs to be better targeted
and preserve room given the uncertain outlook. Automatic stabilizers should be left to operate
freely, unless financing constraints threaten to arise. However, some of the fiscal measures
considered by the authorities could permanently weaken the tax system and lead to unsustainable
increases in government spending (Box 3). In particular, staff opposed the proposed introduction of
differentiated VAT rates, which would be costly to administer and lead to more tax evasion. While a
suspension of fuel excises bears risks, it could be considered on a temporary basis given the lack of
adequate social assistance programs to cushion the impact of higher food and fuel prices on the
most vulnerable. On the expenditure side, further increases in the public wage bill (already high, 15T)
should be resisted to avoid further fueling inflationary pressures and worsening the composition of
spending. In parallel, staff called on the authorities to enhance the coverage and targeting of social
support to vulnerable groups to be better prepared for future shocks. The authorities should also
preserve room for potential health-related spending given risks of more Covid-19 outbreaks.

14. Public sector investment in infrastructure and green energy should be scaled up. BiH
has large needs for growth-enhancing investment in infrastructure and green energy (Figures 5-6).
The implementation of externally financed projects, however, has been delayed due to political
gridlock (Box 4).
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Box 4. Infrastructure Investment

Political gridlock is delaying large infrastructure projects. Although project investment reached new
highs during the pandemic at over Euro 350 million per year in 2020-21, major parts of the main
highway project (Corridor Vc) remain to be completed. The political stalemate threatens to delay
disbursement of funds and therefore the completion of investment projects through two main
channels:

e First, a portion of IFl financing to the RS, mainly EU grants and loans, has been recently
suspended pending the RS's return in full to state institutions. This mainly affects the remaining
part of the northern section of Corridor Vc (Euro 300 million EBRD/EIB loans) and a railway
reconstruction project (Euro 200 million EBRD/EIB loans). Some bilateral financing of power
plants and green projects in the RS has also been suspended (e.g., Euro 105 million loans and
grants from Germany).

e Second, some projects in the FBiH are currently on hold—primarily financing of new highway
sections (Euro 850 million loans and grants over five years, provided by the EU, EIB, EBRD, and
commercial banks)—due to a lack of ratification of sovereign loans by the BiH Presidency.

These are expected to delay the completion of Corridor Vc from 2028 to 2030.

Other sources of external financing are currently filling other infrastructure gaps. For example,
the RS is engaging with Chinese investors for several highway sections outside of Corridor Vc, and is
planning to finance one section through the RS budget.

15. Staff sees scope to accommodate higher capital and social spending by running a
small fiscal deficit in 2023-24. BiH's fiscal position in the baseline is projected to remain favorable,
with an expected return to fiscal surplus already in 2023 and relatively low government debt (Annex
IV). Under staff's normative scenario, the fiscal deficit could be as high as 1.3 percent of GDP in 2022
and decline to 0.3-0.5 percent in 2023-24. This scenario assumes an end to the political gridlock,
which allows for the accelerated implementation of externally financed projects. To support higher
public investment, FBiH should improve project implementation, while the RS should restrain current
expenditures—particularly wages and other expenses—and prioritize growth-enhancing investment.
Both entities need to also strengthen their social assistance programs, including the coverage and
targeting, to support the most vulnerable. More specifically:

e Public infrastructure investment. Additional spending on infrastructure and green investment,
preferably financed by IFls, would boost medium-term growth with limited impact on debt and
financing needs. To strengthen public sector investment and alleviate capacity constraints, staff
encouraged FBiH to implement IMF’s Public Investment Management Assessment (PIMA)
recommendations and the RS to request a PIMA mission.

o Wage bill restraint. Public sector wages are significantly higher than wages in other sectors, while
the overall public wage bill is among the highest in the region (Figures 2 and 5). Keeping wages
constant in real terms should be complemented by conducting functional reviews of public
employment to identify redundancies.

e Revenue administration reforms. Ongoing reforms (supported by FAD TA) to improve risk
analysis, tax audits, and tax compliance and restore efficient data sharing among tax
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administrations in BiH (including by enhancing utilization of third-party data) should help
generate a gradual improvement in direct and indirect tax revenue collection. Similarly, efforts to
modernize all four tax administrations should improve arrears management and tax collection.
Further efforts should focus on modernizing the FBiH tax administration (including through
adjustments to the legal framework, rationalization of the office network, and digitalization of
processes).

e Social assistance reforms. Social assistance is not adequate, covers only part of the vulnerable,
and is poorly targeted. To mitigate the impact of high prices, the authorities are mainly turning
to wage and pension increases (Box 3). Reforms should focus on enhancing social safety nets,
starting with building up a social registry.> These reforms will take time and should be
undertaken without delay, to be better prepared for future shocks.

Bosnia and Herzegovina: Fiscal Policy Scenarios 2022-2024
(in percent of GDP)
Baseline Scenario (A) Normative Scenario (B) Difference (B-A) Policy Measures
Year 2022 2023 2024 2022 2023 2024 2022 2023 2024 |2022-2024
Revenues 415 423 423 41.6 42.4 425 0.1 0.1 0.2
Taxes 22.0 229 22.8 22.1 23.0 23.0 0.1 0.1 0.2 |Improve tax compliance

Expenditure 42.1 41.7 41.7 42.9 42.7 43.0 0.8 1.0 1.3

Compensation of employees 1.1 11.0 11.0 10.9 10.8 10.9 -0.2 -0.2 -0.1 |Restrain wage growth

Social benefits 15.4 15.1 15.1 15.6 15.4 15.6 0.2 0.3 0.5 |Enhance social assistance

Capital spending 4.2 4.2 4.2 4.7 54 5.6 0.5 1.2 1.4 |Infrastructure and energy
Fiscal balance -0.6 0.6 0.6 -1.3 -0.3 -0.5 -0.7 -0.9 -1.1
Source: IMF staff calculations.

Authorities’ Views

The authorities agreed with staff that a temporary fiscal expansion is appropriate to cushion the
impact of spillovers from the war in Ukraine, particularly from higher food and fuel prices. They argued
that, in the absence of well-developed social assistance programs, there are no alternatives to
increasing public sector wages and pensions (including for war veterans) and providing some support
for basic commodities purchases. They are also considering several proposals to suspend fuel excises
temporarily and introduce differentiated VAT rates as possible measures to help the vulnerable. At the
same time, they expressed concerns about the time required to implement the new VAT rates. The
authorities also agreed with the need to scale up public sector investment. Regarding financing, FBiH
indicated that it has ample liquidity this year, while the RS plans to rely mostly on domestic borrowing
from banks (which should have scope and appetite to finance the budget).

> The World Bank is currently conducting a situational analysis of BiH's social protection system, including social
assistance programs.
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B. Currency Board Arrangement and Financial Sector Policies: Strengthen

the Currency Board and Preserve Financial Stability

16. The Currency Board Arrangement (CBA) has continued to serve BiH well amid
heightened domestic and external pressures. During the pandemic and, more recently, the war in
Ukraine, the CBA has helped ensure macroeconomic and financial stability by maintaining public
confidence in the currency. Staff welcomed CBBH's reforms to strengthen the reserve requirement
framework by applying differentiated remuneration rates on commercial banks’ reserves.® These
reforms will help improve CBBH's profitability, and thus the currency board coverage ratio. In the
long run, they are also expected to promote a gradual de-euroization of the economy. Staff also
welcomed CBBH’s commitment to implement the remaining 2019 TA report recommendations.’

17. Staff discussed with the central bank how to enhance the resilience of the CBA. Rising
interest rates in the euro area would have offsetting effects on the currency board coverage, on the
one hand lowering the market value of CBBH foreign assets, and on the other hand increasing their
return and thus CBBH's profitability (Annex V). Staff encouraged CBBH to align the remuneration
rate on banks’ excess reserves with the ECB rate while monitoring the impact on capital flows. It also
recommended to update the investment guidelines for foreign exchange reserves and strengthen
the risk-based model to better assess and monitor the resilience of the CBA. Staff also reiterated
that calls for the central bank to finance entity budgets or provide liquidity to commercial banks are
misguided and threaten the stability of the CBA.

18. Enhanced supervision is critical to preserving financial stability. The recent acquisition of
Sberbank subsidiaries by domestic banks has increased the market share of locally owned banks
with no access to parent financing, and, in RS, sole ownership. Furthermore, there is a risk that the
market share of foreign-owned banks in BiH drops even further with negative economic
implications. Moreover, rising interest rates could lead to bank losses given the large share of loans
with fixed interest rates. With vulnerabilities rising and the outlook highly uncertain, staff called on
the authorities to closely monitor banks’ liquidity positions and request updated recovery plans.
Staff underscored the importance of strictly enforcing prudential requirements, including regarding
capital adequacy, loan-loss provisioning, and related-party exposures and governance. The recently
introduced Supervisory Review and Evaluation Process (SREP) methodology will facilitate the
identification of key shortfalls. Supervisors should also continue to monitor the timely recognition of
banks’ impaired assets and support implementation of effective NPL resolution strategies. Staff was
encouraged by supervisors’ emphasis on NPL resolution and called for designing an NPL action
plan, including an out-of-court restructuring mechanism.

6 Required reserves on banks’ foreign currency liabilities have been remunerated at -60 bps since June 2021, while
excess reserves, regardless of the currency denomination of related bank liabilities, have been remunerated at

-75 bps since January 2022. A new fee framework for services to domestic banks, depositors, and non-banking clients
has been in place since May 2021.

7 These are to establish accounts for foreign exchange reserve requirements and introduce a mandatory fulfilment of
reserve requirements for foreign currency liabilities in foreign currency.
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19. The authorities have appropriately decided not to extend the use of loan moratoria
introduced at the onset of the pandemic. Although the measures played some role in easing
liquidity pressures and maintaining credit, their use has been limited. Moreover, loan moratoria can
blur signals from delayed or missed payments, especially under prolonged use, undermining the
asset quality assessment and leading to under-provisioning and overestimated capital.

20. Enhanced coordination among state- and entity-level authorities is key to
strengthening the financial safety net. Staff commended the authorities for their prompt
response to contain the Sberbank crisis and welcomed their decision to hold a Standing Committee
for Financial Stability (SCFS) meeting. It emphasized that regular SCFS meetings and more frequent,
regular interactions between all relevant stakeholders—the CBBH, banking agencies, Deposit
Insurance Agency (DIA), and ministries of finance—are essential for crisis prevention and resolution.
Staff called on the authorities to finalize the long-overdue Financial Sector Memorandum of
Understanding (MoU) to strengthen country-wide cooperation and ensure the timely sharing of
information on banking supervision and regulation, crisis management, and systemic risk oversight.

21. Staff reiterated its recommendation to enhance the bank resolution framework. The
Sberbank crisis showed how a healthy bank can face a liquidity crisis due to significant deposit
withdrawals, given the absence of an interbank market and a lender of last resort. Staff underscored
the importance of establishing a country-wide Financial Stability Fund (FSF) that could be managed
by the DIA. The FSF would play a crucial role in facilitating bank restructuring and should include, as
part of its responsibilities, provision of liquidity in exceptional cases, including when a (bank) sale
option is unavailable or private capital is insufficient. A single fund would generate sufficient
resources for potential systemic failures and promote cost effective resolution. Staff also
recommended that the DIA continue working on the methodology for charging risk-based premia
and publish its annual report regularly.

22. The 2021 update safeguards assessment found that the CBBH continues to maintain
robust safeguards. Most recommendations from the 2021 assessment have been implemented,
and staff recommended further improvements (Informational Annex).

Authorities’ Views

The authorities assessed their banking sector as strong and resilient. They are pleased with the
outcome of the recent acquisition of Sberbank subsidiaries by domestic banks, which will, inter alia,
consolidate the banking sector. The authorities agreed on the need to have an FSF. However, the RS
continues to oppose having a single fund at the state level, arguing for separate funds at the entity
level with the possibility of lending between the funds when needed. The authorities agreed on the
need for close monitoring of the banking system liquidity given the high economic and financial
uncertainty, but they dismissed staff's concerns about the declining market share of foreign-owned
banks. They do not expect the loan moratoria measures to negatively impact bank asset quality and
agreed not to extend them absent new extraordinary systemic disturbances. They also agreed with the
need for an enhanced framework to identify risks to the currency board.

14 INTERNATIONAL MONETARY FUND



BOSNIA AND HERZEGOVINA

C. Governance and Transparency: Resume and Accelerate Reforms

23. Governance weaknesses remain widespread. BiH has lagged the Western Balkans in
governance reforms, while its public sector corruption rating is the worst since 2012, according to
indicators from Transparency International and the World Bank (Figure 7). The institutional and legal
framework for fighting corruption is fragmented, anti-corruption bodies are weak, whistleblowers
lack protection, and corruption cases are rarely prosecuted. The European Commission concluded, in
its 2020 assessment of rule of law in the Balkans, that BiH has made no progress in fighting
corruption, ensuring freedom of expression, improving the functioning of the judiciary, or fighting
organized crime. BiH has not fully implemented any of the 23 recommendations of the Group of
States against Corruption (GRECO). Staff expressed concern about the lack of progress on
governance and transparency and encouraged the authorities to request an IMF Governance
Diagnostic mission to help identify key weaknesses and prioritize reforms.

24. The authorities should step up efforts to strengthen the AML/CFT regime by ensuring
both the comprehensiveness of the applicable legal framework and its effectiveness in
practice. The AML/CFT law should be urgently amended to bring it in line with Fund advice and
international standards, including with respect to virtual assets and beneficial ownership. The legal
framework should clearly assign and define supervisory powers for all designated professions and
businesses in the non-financial sector. Ensuring effectiveness in practice, including through
proportionate and dissuasive sanctioning for non-compliance, is also important. The authorities
should ensure that there is a functioning state-level body that helps define AML/CFT policy priorities
as well as serves as a forum for domestic cooperation, discussion, and dialogue for all the relevant
agencies. Effective inter-agency cooperation and information sharing is key given the numerous
agencies involved in the oversight and enforcement of the AML/CFT framework. In addition, a
country-wide registry of bank accounts of individuals would be an efficient measure to further
strengthen the AML/CFT framework, improve tax recovery, and strengthen debt enforcement.

25. Greater efforts are needed to strengthen public procurement and PFM reforms.
Amendments aimed at bringing the public procurement law in line with the relevant EU Directives
have stalled in parliament. In its 2021 report, SIGMA (Support for Improvement in Governance and
Management, a joint OECD-EU initiative) assessed BiH's public procurement framework to be the
weakest in the Western Balkans, noting the lack of improvement since the previous assessment

in 2017. Procurement procedures are complex and are not conducted fully electronically, while the
two agencies overseeing the public procurement system—the Public Procurement Agency and the
Procurement Review Body—remain understaffed and unable to fully perform their functions. A third
of businesses report that they refrain from participating in tenders due to the perception of
favoritism. Staff urged the authorities to upgrade the public procurement law, strengthen
enforcement, and commit to publishing beneficial ownership information of companies awarded
procurement contracts. Staff also encouraged the authorities to speed up the adoption of the
country-wide PFM strategy, in line with FAD TA recommendations.
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26. The authorities should strengthen public enterprise (PE) governance. PEs account for
11 percent of total employment and own about 40 percent of fixed assets. Many PEs are loss-
making or barely profitable, and some are engaged in activities with no obvious public policy
objective. Moreover, PE governance in BiH falls short of OECD guidelines and ranks low compared to
regional comparators. The governments of both entities have committed to establishing PE central
oversight units within the Prime Ministers' Offices, but the recruiting of staff has not yet begun.
Further, no concrete steps have been undertaken to assess fiscal risks within the Ministries of
Finance. The process for establishing oversight and fiscal risk units should accelerate. Staff
welcomed the publication of a register of PEs in FBiH, which should be expanded and replicated for
all PEs in the country. The authorities should also publish documents explaining the rationale of PE
ownership.

217. Comprehensive plans are needed to accelerate arrear clearance. Public sector arrears,
including on payments of social security contributions, have been accumulating since before the
pandemic in the health sector and PEs. They are estimated at around KM 1.7 billion: PE arrears
account for KM 1.2 billion in the FBiH, while health sector arrears are around KM 400 million in the
RS and KM 112.5 million in the FBiH. Both health institutions and PEs are generally low on liquidity
and thus at risk of further arrear accumulation. Staff emphasized the need to first stop the
accumulation of new arrears before addressing the existing stock, and encouraged the authorities to
resume work with the World Bank on compiling existing health arrears (Annex VI).

Authorities’ Views

The authorities recognized the need to accelerate governance reforms. However, the RS continues to
oppose state level reforms, including the introduction of a single (countrywide) registry of bank
accounts of individuals at the CBBH arguing that already established registries at the entity level could
be linked and data comprehensiveness for the entire BiH achieved based on clear protocol on data
exchange. Some counterparts expressed concern that delays in strengthening the AML/CFT framework
could lead to the redesignation of BiH as a country with significant AML/CFT deficiencies. The
authorities agreed that PE and health sector reforms are urgent. They recognized that progress has
been slow, but they attributed it to more urgent priorities (previously the pandemic and now the war in
Ukraine). They noted their recent work to amend the rules on job systematization, which would allow
them to staff the central oversight units. Regarding arrears, the RS authorities indicated that they
stopped further accumulation, but the existing stock could be cleared only with IFl support.

D. Other Structural Policies and Reforms: Facilitate Transition to Green

Energy and Digitalization, and Encourage Private Sector Employment

28. BiH's transition to renewable energy has been slow, reflecting energy security
considerations and a lack of commitment to reforms. BiH relies largely on coal for power
generation (Figure 6), while investment in sustainable energy production (wind and solar) is lacking.
At current trends, most electricity production will remain coal based by 2025, when the EU plans to
implement its carbon border adjustment mechanism (CBAM). BiH stands to be significantly affected
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by the CBAM given the extent of its electricity exports to the EU. A successful transition to green
energy will require phasing out coal and exploiting BiH's ample wind and solar potential. The
authorities should adopt without delay a state law on energy that would help develop the energy
market, boost competition, and encourage new investment. The legislation has been under
discussion since 2015, but disagreements between the entities remain. New legislation on renewable
energy was adopted in the RS but is pending in FBiH and Brcko District.

29. Broad reforms are needed to improve the business environment and encourage
greater labor force participation and employment. The authorities should adopt country-wide
legislation on electronic identification and trust services for electronic transactions. Emigration and
skill mismatches continue to hamper the labor market, while high public sector wages have raised
reservation wages, posing challenges to private sector employment. The labor market is also
characterized by high long-term unemployment and low female and youth participation. Staff
cautioned the authorities against further increases in the minimum wage, which could lower
competitiveness, and underscored the need to encourage greater labor force participation and
private sector employment by expanding childcare, improving public education and vocational
training, and encouraging flexible employment.

Authorities’ Views

The authorities are highly interested in attracting private sector investment in renewables. FBiH further
indicated that a law on energy efficiency is under preparation. They recognize, however, that they face
significant challenges in restructuring the mining sector. The RS authorities remain opposed to a state
law on electronic identification and trust services because it would assign supervisory powers to a state
(nstitution.

W STAFF APPRAISAL

30. The BiH economy is facing a setback just as it has recovered from the pandemic.
Strong external demand for exports and pent-up domestic demand powered a rebound in 2021.
However, growth is projected to decelerate to below potential in 2022, as spillovers from the war in
Ukraine weigh on economic activity in Europe, compounding the negative effect of ongoing
domestic tensions. Inflation will remain high in 2022 on the back of high food and fuel prices.

31. Fiscal policy is appropriately accommodative this year, but spending should be more
targeted. The authorities should aim to better cushion the impact of higher prices on the most
vulnerable while resisting demands for non-targeted, election-related spending. In particular, the
public sector wage bill should not be increased further as this would exacerbate inflationary
pressures and worsen the composition of public spending. In parallel, the authorities should seek to
improve the coverage and targeting of social assistance to prepare for future shocks. They should
also set aside resources for potential increases in emergency spending, including health.

32. Staff strongly advised against introducing differentiated VAT rates to mitigate the
impact of inflation. Indirect taxes collected by the Indirect Tax Authority represent the most

INTERNATIONAL MONETARY FUND 17



BOSNIA AND HERZEGOVINA

important source of revenues for the entity governments. Differentiated VAT rates would be costly
to administer and lead to more tax evasion. Given the lack of adequate social assistance, a
suspension of fuel excises could be considered instead on a temporary basis. Although poorly
targeted and costly, it is preferable to permanent changes in tax policy.

33. The authorities should scale up public sector investment to boost growth over the
medium term. Given a relatively low debt-to-GDP level, BiH can accommodate additional public
sector investment in infrastructure and green energy, preferably financed by low-cost IFl loans.
Investment should be complemented by reforms, to improve budget execution and project
implementation in the FBiH and contain current spending and prioritize capital spending in the RS.

34. Enhancing the resilience of the CBA should remain the priority of the central bank. The
external position of BiH in 2022 is stronger than medium-term fundamentals and desirable policy
settings. The CBA has provided a credible monetary anchor for the BiH economy, and the CBBH has
appropriately resisted pressures to provide fiscal financing. The introduction of differentiated
remuneration rates on commercial banks’ reserves will help improve CBBH's profitability and the
currency board coverage ratio. The CBBH should continue to assess the impact of rising euro area
interest rates on the currency board and to align remuneration rates.

35. Enhanced supervision is crucial for preserving financial stability. The banking sector has
weathered the pandemic well and stabilized after the Sberbank crisis. However, vulnerabilities have
been rising and the outlook remains highly uncertain. Strict enforcement of prudential requirements
and the development of contingency plans for dealing with potential liquidity pressures is essential
for preserving financial stability. The authorities should also identify the obstacles to NPL resolution
and design an NPL action plan that includes an out-of-court resolution mechanism. The authorities’
decision not to extend borrowing relief measures is appropriate.

36. Staff also called for a country-wide financial stability fund and better coordination.
The recent Sberbank crisis is a stark reminder of the importance of effective collaboration among
policymakers on financial sector issues. The roles of different stakeholders should be defined in a
financial stability MoU, and the SCFS should meet regularly. Establishing a country-wide financial
stability fund would close an important gap in the financial sector safety net.

37. The authorities should address weaknesses in governance, particularly AML/CFT and
public procurement. Reforms of the AML/CFT framework need to accelerate ahead of the
upcoming BiH assessment by MONEYVAL. The creation of a country-wide registry of bank accounts
of individuals would strengthen AML/CFT practices and asset recovery. Regarding public
procurement, the law should be amended in line with the relevant EU Directives, enforcement
strengthened, and beneficial ownership information of companies awarded contracts published.
Adoption of a country-wide PFM strategy would help unlock international assistance and improve
public spending efficiency. An IMF governance diagnostic mission could help prioritize key areas for
governance reforms.
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38. Work to strengthen the governance and transparency of PEs and reduce fiscal risks
should resume. The authorities should establish PE oversight units to monitor their financial
performance, identify fiscal risks, and improve transparency. Comprehensive registers of all PEs and
documents explaining PE rationale should be available to the public.

39. BiH needs to accelerate the transition to renewables and digitalization. A successful
transition to green energy will require phasing out coal and exploiting BiH's ample wind and solar
potential. The authorities should adopt a state law to create an effective energy market and
encourage more investment. To foster digitalization, the authorities should adopt country-wide
legislation on electronic identification and trust services.

40. It is recommended that the next Article IV Consultation takes place on the standard
12-month cycle.
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Figure 1. Bosnia and Herzegovina: COVID-19 Latest Developments

After a record surge in January 2022, the number of new cases has declined sharply. BiH continues to lag the rest of Europe in vaccination.
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Government response stringency moderated after an initial surge at the
Mobility is largely back to normal. onset of the pandemic.
Google Mobility Index COVID-19 Government Response Stringency Index
(Percent deviation from baseline, 7-day moving average) .
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1/ The original stringency index, which records the strictness of ‘lockdown style’ policies that primarily restrict people’s behaviour.

2/ The overall government response index records how the response of governments has varied overall.

3/ The containment and health index combines ‘lockdown’ restrictions and closures with measures such as testing policy and contact tracing, short term investment
in healthcare, as well investments in vaccine.

Sources: WHO and IMF staff calculations; Our World in Data; Google Mobility Report; and the Oxford COVID-19 Government Response Tracker.
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Figure 2. Bosnia and Herzegovina: High Frequency Indicators of Economic Activity

The strong recovery in economic activity in 2021 was driven by
increasing demand for BiH exports and pent-up domestic
demand.
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Labor productivity also recovered strongly in 2021, while
average nominal net wages have been steadily rising.
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Employment, which declined less than output during the
pandemic, has largely recovered.
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Headline inflation, which turned negative at the onset of the
pandemic, accelerated in 2021 and 2022.
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...with public sector wages nearly twice as high as minimum wages and
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Average Net Wages in BiH

(Km)

B
Py
ceccccccccce———-

e eeeee ===’
N ©® ® ©® QO O QO T = = =
Rl i B LU L
LV = o vV Y c o vV 5 ¢ o v - ¢ a v
o I 5 o & 5 ¢ 9 8 5 @ 9 & 5 o @
o =5 »nuv0o=>S uo =S oo =25 uo

Average Net Wage - all industries

= == Minimum wage RS
Minimum wage FBiH
Public sector wage (public administration/defense, education, health)

INTERNATIONAL MONETARY FUND

21




BOSNIA AND HERZEGOVINA

Figure 3. Bosnia and Herzegovina: Selected Economic Developments

Growth rebounded strongly in 2021 after contracting in 2020.
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The fiscal balance returned to surplus after a sizable deficit in 2020,
while debt remains contained.
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Central bank reserves improved, while private sector
credit growth remained sluggish.
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Sources:BiH authority; and IMF staff calculations.

Inflation accelerated after yearlong deflation.
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The current account deficit narrowed, buoyed by strong exports
and remittances.
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The real effective exchange rate has continued to depreciate,
in spite of higher domestic inflation.
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Figure 4. Bosnia and Herzegovina: Impact of COVID-19 on Firms 1/

The share of BiH firms confirmed to have closed has been Capacity utilization, however, remained higher than in the
modest and in line with neighboring countries. region.
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More than half of the surveyed companies in BiH Supply disruptions and demand restraints affected sales
experienced liquidity constraints. somewhat less than in most other neighboring countries.

Firms Experiencing Decreased Liquidityor Cash Average Change in Monthly Sales Compared to

Flow Availability since Pandemic Outbreak OneYearAgo
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1/ The World Bank follow-up enterprise surveys were conducted: February / March 2021 for BiH; June 2020 for Albania; February 2021 for Montenegro;
May/June 2021 for North Macedonia; and February 2021 for Serbia.
Sources: World Bank Follow-Up Enterprise Surveys: Covid-19 Impact on Firms.
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Figure 5. Bosnia and Herzegovina: Composition of Public Expenditure

The fiscal balance returned to surplus in 2021, thanks to record However, the debt-to-GDP ratio remained above the pre-pandemic level.
tax revenues and lower capital spending.
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Government spending is higher than in Western Balkans, but with a broadly Despite a high capital stock, BiH ranks poorly compared to peers
similar composition. on infrastructure quality.
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Health spending in BiH is higher than in the region and EMDEs. BiH education spending is also high, while outcomes compare poorly to peers.
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1/ The Western Balkan average does not include North Macedonia due to data availability.

2/ CSESEE average is calculated with the countries for which data is available.

3/ Public capital stock is as of 2017, Infrastructure data is as of 2019.

4/The data for BiH is 2018, the other countries are the latest available.

5/ For BiH, Education spending is as of 2016, PISA score is 2018. Other countries are the latest available

Sources: World Economic Outlook; IMF FAD Expenditure Assessment Tool; World Development Indicators; IMF Investment and Capital Stock Dataset; World Economic Forum;
and World Health Organization.
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Figure 6. Bosnia and Herzegovina: Climate Indicators

Unlike in other countries, emissions intensity in BiH has continued to rise... ...[urther widening the gap with the rest of Europe.
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BiH CO2 emissions intensity is driven mainly by the power sector... .05 BiH relies mosty on fossil fuels (coal), and less so on hydro and
other renewables.
Sectoral Decomposition of EIO, 2019
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1/ Bubble sizes indicate the precent of hydroelectricity in renewable energy.

Sources: Emission Database forGlobal Atmospheric Research (EDGAR); World EconomicOutlook and International Energy Agency.
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BiH has seen faster growth in exports than some of its peers...

Exports of Goods and Services
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BiH performs very poorly on governance relative to peers...
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(Percentile Rank)

100 + a0
a0 CESEE Median e, ;\,EET -
80 L\.:\ D i,
7 e

P
E &0 ® ROUMNE ® HRY L
3 50 o MKD o g 50
| ®pg
a [ 40
El o ypdUR BB w
30 ® UKR
20 ® RUS 20
® ER
10 10
0 0
0 10 20 30 40 50 e0 7O &80 90 100
Govemment Effectiveness
Unlike Western Balkans, corruption perception in BiH has continued
to worsen in recent years...
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Figure 7. Bosnia and Herzegovina: Business and Competitiveness Indicators

but it has not managed to attroct more FOI.
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..and lags in digitalization when compared to peers in the region.
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..and BiH fares worse than the rest of Western Balkans on controlof corruption.
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1/ The index covers key areas that facilitate the application of digital technologies: infrastructure, skills and regulation and digital provision of government services.

2/ The Index ranges from 0 to 100 and it measures how corrupteach country’s public sector is perceived to be, according to experts and business people.

3/ The index ranges from -2.5 to 2.5, itreflects perceptions of the extentto which public poweris exercised for private gain.

including both petty and grand forms of corruption, as well as "capture” of the state by elites and private interests.

Sources: World Governance Indicator; Transparency International; World Economic Outlook and Staff Calculation; European Bank for Reconstruction and Development,
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Table 1. Bosnia and Herzegovina: Selected Economic Indicators, 2018-27

2018 2019 2020 2021 2022 2023 2024 2025 2026 2027
Est. Proj.
Nominal GDP (KM billion) 334 353 343 373 40.8 43.1 455 48.0 50.6 533
Gross national saving (in percent of GDP) 204 215 18.9 19.9 171 184 18.6 18.7 18.8 19.0
Gross investment (in percent of GDP) 237 243 22.7 22.0 22.1 22.1 221 221 222 22.3
(Percent change)
Real GDP 37 2.8 -3.1 7.1 24 23 3.0 30 3.0 3.0
GDP deflator 27 26 0.2 17 6.7 33 26 24 23 2.2
CPI (period average) 14 0.6 -1.1 2.0 6.5 3.0 23 2.1 2.1 2.1
Money and credit (end of period)
Base money 103 6.9 10.7 174 2.0 -- -- - -- --
Broad money 838 8.7 7.1 124 82 - - -- -- -
Credit to the private sector 5.6 6.3 -2.8 4.0 5.1 - - - - -
(In percent of GDP)
Operations of the general government
Revenue, of which : 427 419 413 424 415 423 423 423 424 424
Taxes 229 23.0 218 23.1 220 229 228 22.8 23.0 23.0
Social security contributions 15.1 151 15.7 15.6 154 154 154 154 154 154
Expenditure 41.0 40.5 46.0 41.7 421 41.7 41.7 416 417 419
of which : Investment expenditure 3.6 3.6 54 4.1 4.0 4.1 4.0 39 39 39
Fiscal balance 17 14 -4.7 0.8 -0.6 0.6 0.6 0.7 0.7 0.6
Primary fiscal balance 24 2.1 -39 1.5 0.1 13 14 1.5 1.6 1.5
Total general government debt 343 325 36.5 36.7 345 323 309 30.2 314 323
Domestic general government debt 1/2/ 9.8 9.5 111 94 9.2 9.0 9.5 10.2 121 135
External general government debt 245 23.1 255 273 253 233 214 20.0 193 18.8
Balance of payments (In percent of GDP)
Exports of goods and services 425 40.6 346 441 41.9 425 424 42.7 426 425
Imports of goods and services 572 552 48.5 56.4 57.0 56.8 56.7 56.8 56.8 56.8
Trade balance -14.7 -14.7 -14.0 -123 -15.1 -143 -14.2 -14.1 -143 -143
Current transfers, net 12.0 122 111 111 11.0 11.2 113 11.2 113 113
Current account balance -33 -2.8 -3.8 -2.1 -5.0 -37 -35 -34 -34 -33
Foreign direct investment (+=inflow) 2.9 16 17 2.1 17 1.8 2.0 2.1 2.1 21
Gross official reserves (Euro million) 5,956 6,455 7,105 8,372 8,260 8,536 8,818 9,091 9,569 10,075
(In months of imports) 7.2 9.1 7.9 8.5 7.9 7.8 7.6 74 74 74
(In percent of monetary base) 112.0 1135 1129 1133 -- -- -- -- - -
(In percent of IMF ARA metric) 103.1 108.9 121.2 126.7 -- -- -- -- -- --
External debt 3/ 64.4 64.3 69.5 61.0 60.3 57.9 55.4 53.5 52.4 51.6
Memorandum Items:
Unemployment rate (national definition) 4/ 184 15.7 15.9 174 -- -- -- - - --
GDP per capita (in euros) 4,891 5,169 5,023 5482 6,005 6,358 6,736 7,127 7,526 7,949
Output gap (in percent of potential GDP) 14 1.8 -3.8 0.5 0.3 -0.2 0.0 0.1 0.2 0.2
REER (Index 2000=100) 86.5 85.1 84.6 84.1 - -- - -- -- -
NEER (Index 2000=100) 113.0 1129 114.8 114.8 -- -- - -- -- --

Sources: BiH authorities; and IMF staff estimates and projections.

1/ On average, half of the domestic debt stock is indexed to the Euro.

2/ The stock of general government domestic debt does not include domestic arrears and those of public enterprises.

3/ Includes inter-company loans in private external debt.

4/ The 2021 unemployment rate is not comparable with 2020 due to redesign of BHAS Labor Force Survey (LFS) methodology in line with EU

regulations. The 2020 unemployment rate is not comparable with 2019 due to change in sample design, which was defined separately each year

prior to 2020 and has been replaced since with a panel component sample design where households have been re-surveyed four times.
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Table 2. Bosnia and Herzegovina: Real Sector Developments, 2018-2027

2018 2019 2020 2021 2022 2023 2024 2025 2026 2027
Est. Proj.

Real growth rates (Percent change)

GDP at constant 2010 prices 37 2.8 -3.1 71 24 23 3.0 3.0 3.0 3.0

Domestic demand 26 29 -37 71 47 2.8 34 3.1 33 33
Private 27 33 -6.9 9.9 50 27 35 32 32 32
Public 2.0 1.5 8.8 -24 37 3.2 34 3.0 3.6 34

Consumption 1.8 17 -23 73 57 21 28 27 29 29
Private 2.0 20 -34 9.0 59 2.1 27 2.6 2.7 2.8
Public 1.0 0.9 13 1.6 5.0 24 3.1 3.2 3.6 33

Gross capital formation 55 7.3 -84 6.3 0.9 55 5.9 4.6 4.9 4.6
Private 5.1 7.8 -18.2 134 1.6 52 6.3 5.1 5.1 4.8
Public 79 4.8 47.8 -16.5 -1.9 6.8 43 23 38 4.0

Net Exports
Exports of goods and services 6.6 0.5 -15.7 10.8 -16.5 12.6 9.1 83 6.3 52
Imports of goods and services 34 13 -133 9.7 -5.9 10.1 79 6.7 5.8 5.0

Contributions to real GDP growth (Year-on-year change over real GDP in previous year, in percent)

GDP at constant 2010 prices 37 2.8 -3.1 71 24 23 3.0 3.0 3.0 3.0

Domestic demand 3.0 34 -4.3 8.2 54 33 4.1 37 39 39
Private 25 3.0 -6.4 8.8 45 25 3.2 3.0 3.0 31
Public 0.5 04 2.1 -0.6 0.9 0.8 0.8 0.8 0.9 0.9

Consumption 17 1.6 -2.1 6.7 5.2 20 26 26 27 27
Private 1.5 14 -24 6.3 42 15 20 19 20 20
Public 0.2 0.2 03 03 1.0 0.5 0.6 0.7 0.7 0.7

Gross capital formation 13 1.8 -2.2 1.5 0.2 13 1.5 1.2 13 1.2
Private 1.1 1.6 -4.0 25 0.3 1.0 13 1.1 1.1 1.0
Public 0.3 0.2 1.8 -1.0 -0.1 0.3 0.2 0.1 0.2 0.2

Net exports 0.7 -0.6 1.2 -1.1 -3.0 -1.1 -1.1 -0.7 -0.9 -0.9
Exports of goods and services 27 0.2 -6.5 39 -6.1 38 3.0 29 23 20
Imports of goods and services 20 0.8 -7.7 5.0 -3.1 49 4.1 37 33 29

Deflators (Percent Change)

GDP 2.7 2.6 0.2 17 6.7 33 26 24 23 22

Domestic demand 25 25 0.2 03 6.9 20 21 22 21 20
Consumption 29 3.0 0.5 04 6.5 25 27 26 24 23
Investment 13 0.9 -14 -04 8.6 03 0.0 0.6 0.8 1.2

Exports of goods and services 3.6 0.0 -1.6 25.1 24.2 -4.8 -33 -2.1 -1.1 -0.1

Imports of goods and services 2.9 04 -14 153 173 -44 -23 -1.0 -04 0.3

(In percent of GDP)

Consumption 91.0 90.3 913 903 93.0 922 92.1 92.0 92.1 92.0
Private 71.2 709 70.5 70.8 732 724 724 723 723 722
Public 19.8 194 20.8 19.5 19.9 19.8 19.7 19.7 19.8 19.8

Gross capital formation 237 243 227 220 221 221 221 221 222 223
Private 20.1 20.7 17.2 17.9 18.0 18.0 18.1 18.2 18.3 18.4
Public 36 3.6 54 4.1 4.0 4.1 4.0 39 39 39

National savings 204 215 18.9 19.9 17.1 184 18.6 18.7 18.8 19.0
Private 153 16.6 18.7 149 13.7 13.8 14.1 14.1 143 14.6
Public 5.2 49 0.2 49 34 4.6 4.6 4.6 4.5 4.4

Saving-Investment balance -33 -2.8 -3.8 -2.1 -5.0 -3.7 -35 -34 -34 -33

Memorandum items: (In percent)

Unemployment rate (national definition) 1/ 18.4 15.7 15.9 174 -- -- -- -- -- --
Nominal GDP (KM million) 33,444 35,296 34,255 37,324 40,789 43,073 45,522 48,021 50,580 53,266

Source: BiH, FBiH and RS Statistical Agencies, and Fund staff estimates.
1/ The 2021 unemployment rate is not comparable with 2020 due to redesign of BHAS Labor Force Survey (LFS) methodology in line with EU regulations. The 2020
unemployment rate is not comparable with 2019 due to change in sample design, which was defined separately each year prior to 2020 and has been replaced since with a

panel component sample design where households have been re-surveyed four times.
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Table 3. Bosnia and Herzegovina: Balance of Payments, 2019-27 1/

(In millions of euros, unless otherwise indicated)

2019 2020 2021 2022 2023 2024 2025 2026 2027
Est. Proj.
A. Current account -505 -659 -410 -1,046 -824 -818 -836 -874 -904
Trade balance -2,645 -2,447 -2,362 -3,150 -3,151 -3,315 -3,470 -3,687 -3,896
Goods -4,072 -3,218 -3,679 -4,583 -4,689 -4,957 -5218 -5,560 -5,857
Export of goods (fob) 5,204 4,826 6,500 6,745 7,144 7434 7,845 8,207 8,621
Import of goods (fob) -9,275 -8,045 -10,1779 -11,328 -11,833 -12,391  -13,063 -13,767 -14,478
Services (net) 1,427 771 1,323 1,433 1,538 1,642 1,748 1,874 1,961
Exports 2,115 1,229 1,910 1,987 2,218 2,445 2,629 2,799 2,948
Imports -688 -458 -587 -554 -681 -803 -881 -925 -987
Primary income (net): -59 -151 -179 -186 -149 -135 -124 -111 -94
Total credit 579 400 497 455 607 672 720 775 830
Total debit -638 -551 -676 -641 -756 -807 -844 -885 -924
Of which : interest payments -79 =77 -77 -111 -209 -237 -251 -269 -283
Secondary income (net), of which : 2,199 1,940 2,125 2,290 2,477 2,632 2,758 2,924 3,086
Government (net) 51 41 -28 44 48 52 56 61 66
Workers' remittances 1,474 1,213 1,475 1,552 1,719 1,846 1,938 2,061 2,170
Other (NGOs etc.) 634 640 606 618 630 649 675 709 751
B. Capital account 198 162 145 148 150 152 156 161 168
Capital transfers (net) 198 162 145 148 150 152 156 161 168
General government 150 132 107 110 112 114 117 122 128
Other sectors 48 31 38 38 38 38 39 39 39
C. Financial account -681 -1,024 -1,060 -786 -950 -948 -953 -1,190 -1,242
Direct investment (net) -281 -290 -407 -360 -407 -457 -504 -551 -580
Assets 109 70 38 -7 -11 -16 -15 -13 -11
Liabilities 391 360 445 352 396 441 488 538 569
Portfolio investment (net) 112 7 57 -14 -14 -14 -14 -14 -14
Assets (net) 94 -9 166 14 14 14 14 14 14
Liabilities (net) -18 -15 109 [} 0 [} 0 [} 0
Of which : official bond disbursements 300 (o] [0 0 9] 0 0
Other investment (net) -512 -741 -710 -412 -529 -477 -436 -626 -648
Assets (net) -6 -91 -30 -30 -58 198 242 241 303
Short-term 29 -113 -20 -28 -49 206 249 250 312
Banks 222 10 8 144 103 118 147 148 210
Other sectors, excl. government and central bank -182 -123 -26 -170 -150 90 103 103 103
Medium and long-term -35 22 -10 -2 -9 -8 -7 -9 -9
Banks 27 -6 -3 6 -1 1 2 1 1
Other sectors, excl. government and central bank -61 27 -7 -8 -8 -9 -9 -10 -10
Liabilities (net) 506 650 680 382 471 676 677 866 951
Short-term 308 143 343 274 304 331 328 347 361
General government -14 5 9 0 0 0 0 0 0
Banks -41 -286 -82 50 52 55 58 60 64
Other sectors 364 424 425 224 252 276 271 286 298
Medium and long-term 197 506 337 109 167 344 349 520 590
Monetary authority [ o 0 o 0 0 0 0 0
General government -24 418 186 75 -67 13 12 165 219
SDR allocation 306
Disbursements of loans 297 713 508 381 396 419 422 458 481
Project 297 357 321 381 396 419 422 458 481
Budget 0 356 188 o 0 o 0 o 0
Other 2 o 0 o 0 o 0 o [¢]
Amortization of loans 321 296 322 306 463 405 410 293 261
Banks 82 -120 -112 -190 -48 55 38 40 45
Other sectors 140 209 263 224 282 276 299 315 326
D. Errors and omissions 103 100 269 0 o 0 0 0 0
Overall balance (A+B-C+D) 477 628 1,065 -112 276 282 273 478 506
Financing -477 -628 -1,065 112 -276 -282 -273 -478 -506
Change in net international reserves (" increase) -477 -628 -1,065 112 -276 -282 -273 -478 -506
Memorandum items:
Current account balance (in percent of GDP) -2.8 -3.8 -2.1 -5.0 -3.7 -35 -34 -34 -33
Trade balance-Goods (in percent of GDP) -22.6 -184 -19.3 -22.0 -21.3 -21.3 -21.3 -21.5 -21.5
Import of goods (change, percent) 13 -133 26.5 113 45 47 5.4 5.4 5.2
Export of goods (change, percent) -2.2 -7.3 347 38 5.9 41 5.5 46 5.0
Transfers (in percent of GDP) 12.2 11.1 11.1 11.0 11.2 11.3 11.2 11.3 11.3
Net foreign direct investment (in percent of GDP) -1.6 -1.7 -2.1 -1.7 -1.8 -2.0 -2.1 -2.1 -2.1
External debt/GDP (in percent) 64.3 69.5 61.0 60.3 57.9 554 53.5 524 51.6
Private sector 413 420 348 348 344 339 335 331 327
Public sector 23.1 27.5 26.1 254 23.5 21.5 20.1 19.3 18.9
External debt service/GNFS exports (percent) 175 20.8 15.0 141 17.0 17.0 15.8 14.5 14.0
Gross official reserves (in millions of Euro) 6,455 7,105 8,372 8,260 8,536 8,818 9,091 9,569 10,075
(In months of prospective imports of goods and services) 9.1 79 8.5 7.9 7.8 7.6 74 74 74
Reserves/IMF ARA metric (percent) 108.9 121.2 126.7

Sources: BiH authorities; and IMF staff estimates and projections.
1/ Based on BPM6.
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Table 4a. Bosnia and Herzegovina: Government Statement of Operations, 2019-27
(Percent of GDP)

2019 2020 2021 2022 2023 2024 2025 2026 2027

Proj.
Revenue 419 413 424 415 423 423 423 424 424
Taxes 230 218 231 220 229 228 228 230 230
Direct taxes 3.8 38 38 38 38 3.8 3.8 3.8 38
Individual income tax 17 1.8 1.8 1.9 1.9 19 19 19 1.9
Corporate income tax 18 17 1.7 1.7 1.7 1.7 1.7 1.7 17
Indirect taxes 19.1 179 192  18.1 189 189 189 190 191
Other taxes 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Social security contributions 15.1 15.7 15.6 154 154 154 154 154 154
Grants 0.5 04 0.3 0.3 0.3 0.3 0.3 03 03
Other revenue 3.2 33 34 37 37 37 37 37 37
Expenditure 405 46.0 41.7 421 417 417 416 417 419
Expense 369 405 375 380 376 376 376 37.8 38.0
Compensation of employees 10.6 114 10.8 11.1 11.0 11.0 11.0 11.0 11.0
Use of goods and services 72 7.5 7.1 7.3 7.2 72 72 72 72
Social benefits 148 163 155 154 151 15.1 15.1 152 153
Interest 0.8 0.7 0.7 0.7 0.7 0.8 0.8 0.9 1.0
Subsidies 14 24 2.0 17 1.6 1.6 16 1.6 1.6
Other expense 2.1 2.1 14 2.0 2.0 2.0 20 1.9 1.9
Net acquisition of nonfinancial assets 3.6 5.4 41 4.0 41 4.0 3.9 3.9 3.9
Acquisition of nonfinancial assets 38 5.6 4.4 4.2 42 42 4.1 40 40
Foreign financed capital spending 1.6 2.1 1.9 1.9 19 1.8 1.7 1.7 1.7
Domestically financed capital spending 2.2 34 2.5 2.2 2.3 23 2.3 2.3 2.3
Disposal of nonfinancial assets 0.2 0.1 0.3 0.1 0.1 0.1 0.1 0.1 0.1

Gross/net operating balance (revenue - expense) 5.0 0.7 4.9 3.5 4.7 4.7 4.6 4.6 4.5

Net lending/borrowing (revenue - expenditure) 14 -47 08 -0.6 0.6 0.6 0.7 0.7 0.6
Net acquisition of financial assets 04 -15 3.0 0.2 0.6 1.1 1.6 3.6 3.2
Domestic assets 04 -15 3.0 0.2 0.6 1.1 1.6 3.6 32
Currency and deposits 04 -1.2 34 0.2 0.6 1.2 1.7 3.6 33

Loans -0.2 -0.2 -04 0.0 0.0 -0.1 0.0 0.0 0.0
Equity and investment fund shares 0.0 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Foreign assets 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net incurrence of liabilities -0.1 3.8 2.7 0.7 0.1 0.5 0.9 2.9 2.7
Domestic liabilities 0.1 1.6 -1.6 0.3 0.7 1.1 1.2 2.6 2.2
Debt securities 0.5 13 -0.8 -0.2 0.2 0.5 0.7 17 17

Other government obligations -0.2 -0.1 -0.1 -0.1 0.0 0.0 0.0 0.0 0.0

Loans 0.0 0.0 -0.2 0.6 0.6 0.7 0.6 0.9 0.6

Other accounts payable -0.1 0.3 -0.5 0.0 0.0 0.0 0.0 0.0 0.0
Foreign liabilities -0.2 22 43 04 -0.6 -0.7 -0.3 03 0.5
Debt securities 0.0 0.0 1.5 0.0 0.0 0.0 0.0 0.0 0.0

Loans -0.2 2.3 2.8 04 -0.6 -0.7 -03 03 0.5
Drawings 1.8 4.1 2.3 19 1.8 18 17 17 17
Amortization 2.0 1.9 -0.6 1.5 24 24 2.0 14 1.2
Statistical discrepancy -0.9 -06 -0.5 0.0 0.0 0.0 0.0 0.0 0.0

Memorandum items
Net lending exc externally-financed operations 25 -29 25 1.2 2.3 2.2 2.2 22 2.1
Structural balance (% of potential GDP) 0.6 -2.8 0.5 -0.7 0.6 0.6 0.7 0.6 0.5
Cycliccally-adjusted primary balance 14 -24 1.2 0.0 14 14 14 15 14

Sources: BiH authorities; and IMF staff estimates and projections.
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Table 4b. Bosnia and Herzegovina: Government Statement of Operations, 2019-27

(KM million)

2019 2020 2021 2022 2023 2024 2025 2026 2027

Proj.
Revenue 14,774 14,139 15,844 16,931 18,224 19,241 20,290 21,450 22,605
Taxes 8,127 7,475 8,621 8993 9,848 10,397 10,962 11,625 12,258
Direct taxes 1,337 1,298 1,410 1,567 1,655 1,749 1,845 1,944 2,047
Individual income taxes 613 619 669 757 800 845 892 939 989
Corporate income tax 638 593 652 713 753 796 839 884 931
Indirect taxes 6,757 6,141 7,168 7,380 8,145 8596 9,062 9,625 10,151
Other taxes 34 37 42 46 49 51 54 57 60
Social security contributions 5,345 5384 5810 6,295 6,648 7,025 7,411 7,806 8,221
Grants 185 147 126 134 139 145 152 160 169
Other revenue 1,117 1,133 1,287 1,510 1,589 1673 1765 1,859 1,957
Expenditure 14,285 15,742 15,551 17,158 17,979 18,961 19,953 21,102 22,305
Expense 13,010 13,884 14,005 15,513 16,216 17,123 18,063 19,122 20,223
Compensation of employees 3,741 3,920 4,040 4,512 4,741 4995 5266 5565 5884
Use of goods and services 2,543 2,560 2,666 2958 3,104 3,276 3,452 3,650 3,829
Social benefits 5224 5587 5793 6,276 6514 6884 7275 7,691 8,133
Interest 269 253 256 282 320 343 369 437 516
Subsidies 502 830 743 677 684 723 763 804 846
Grants 1 18 11 0 0 0 0 0 0
Other expense 730 734 507 808 853 901 938 975 1,014
Net acquisition of nonfinancial assets 1,275 1,858 1,546 1,646 1,763 1,838 1,891 1,980 2,082
Acquisition of nonfinancial assets 1,332 1904 1,652 1,703 1,822 1,900 1,956 2,048 2,154
Foreign financed capital spending 560 728 721 790 818 831 828 875 919
Domestically financed capital spending 772 1,176 930 913 1,004 1,069 1,128 1,173 1,235
Disposal of nonfinancial assets 57 46 106 57 60 62 65 68 72

Gross/net operating balance (revenue - expense) 1,764 255 1,839 1,419 2,007 2,118 2,228 2,328 2,382

Net lending/borrowing (revenue - expenditure) 489 -1,603 293  -227 244 280 337 348 300
Net acquisition of financial assets 130 -520 1,107 76 268 494 772 1,807 1,723
Domestic assets 130 -520 1,107 76 268 494 772 1,807 1,723
Currency and deposits 152 -424 1,256 80 265 536 804 1,831 1,744
Loans -65 -71 -153 5 12 -32 -22 -14 -10
Equity and investment fund shares -5 26 4 0 0 0 0 0 0
Foreign assets 0 0 0 0 0 0 0 0 0
Net incurrence of liabilities -29 1,302 1,016 303 24 215 435 1,458 1,423
Domestic liabilities 50 535  -604 129 304 519 585 1,320 1,181
Debt securities 172 462  -306  -100 75 216 329 872 887
Issuance 522 796 238 894 1,123 1,716 2,262 3,409 3,401
Short-term T-Bills 20 268 100 538 553 863 1,082 1,799 1,543

Long-term government bonds 502 528 138 356 570 853 1,180 1,610 1,858
Amortization 348 332 -56 994 1,048 1,501 1,933 2538 2515
Short-term T-Bills 40 80 -42 587 552 862 1,081 1,798 1,542

Long-term government bonds 309 254 -13 407 496 639 852 740 973

Other government obligations -59 -50 -49 -22 -21 -20 -19 -18 -17
Loans -16 5 -70 252 250 324 274 466 311
Other accounts payable -47 118  -178 0 0 0 0 0 0
Foreign liabilities -79 767 1,621 174  -280  -305 -149 139 241
Debt securities -13 -13 568 0 0 0 0 0 0
Loans -66 780 1,053 174 -280  -305 -149 139 241
Drawings 629 1,415 843 766 763 798 801 862 905
Amortization 696 635 -210 592 1,043 1,102 950 724 664
Statistical discrepancy -330 -219 -202 0 0 0 0 0 0

Memorandum items
Indirect revenues 6,757 6,141 7,168 7,380 8,145 8596 9,062 9,625 10,151
Net lending excl. externally-financed operations 889 -999 950 473 969 1,014 1,064 1,117 1,106

Sources: BiH authorities; and IMF staff estimates and projections.
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Table 4c. Bosnia and Herzegovina: Entity Governments Statement of Operations, 2019-27

(Percent of GDP)

F ion Srpska Federatis Srpska . B
Bosnia and Herzegovina
Central Government Central Government General Government General Government

2019 2020 2021 2022 2023 2027| 2019 2020 2021 2022 2023 2027| 2019 2020 2021 2022 2023 2027 2019 2020 2021 2022 2023 2027| 2019 2020 2021 2022 2023 2027

Revenue 83 169 168 169 179 174| 263 258 272 263 273 274 386 379 384 383 392 397 409 406 427 406 416 422 419 413 424 415 423 424

Taxes 73 6.6 70 66 77 711 162 156 168 161 171 172| 198 183 195 188 197 202 225 216 233 220 230 235 230 218 231 220 229 230

Direct taxes 04 04 03 03 03 03] 34 34 33 35 35 35 37 37 37 37 37 371 41 4.1 40 42 42 42 38 38 38 38 38 38

Indirect taxes 6.8 6.3 67 63 74 68 126 119 132 124 133 135 162 146 158 151 160 165 181 172 190 175 185 190 19.1 179 19.2 181 189 19.1

Social security contributions 0.0 9.1 89 89 89 8.9 79 84 86 86 86 86| 159 165 160 160 160 160[ 143 151 153 149 149 149 151 157 156 154 154 154

Grants 03 03 0.1 0.2 02 0.2 07 04 0.2 02 02 0.2 04 03 02 03 03 03 07 05 03 02 02 0.2 05 04 03 03 03 03

Other revenue 07 08 08 11 11 12| 15 14 16 14 14 14| 24 28 27 32 32 33 34 34 38 35 35 35 32 33 34 37 37 37

Expenditure 72 190 166 186 183 181 267 306 289 293 29.0 294 373 424 377 388 385 389 402 459 430 427 425 434 405 460 417 421 M7 419

Expense 65 181 160 173 17.0 17.0 249 289 275 278 275 277 343 378 339 349 347 354/ 356 392 384 383 380 387 369 405 375 380 376 38.0

Compensation of employees 10 12 1.1 11 11 11 6.7 74 72 78 77 76 86 93 86 88 89 9.2 89 98 95 102 102 105 106 114 108 111 1.0 11.0

Use of goods and services 03 04 04 06 06 0.6 14 15 15 15 15 1.5] 84 88 84 86 86 87 33 34 32 31 31 3.0 72 75 71 73 72 72

Social benefits 20 125 116 118 116 116 121 128 126 129 127 126 132 148 136 134 131 133 189 203 204 204 201 201 148 163 155 154 15.1 153

Interest 05 05 04 05 06 0.7] 10 10 10 07 08 12 06 05 05 06 0.7 08| 12 12 12 0.9 10 14 08 0.7 07 0.7 0.7 1.0

Subsidies 05 12 09 06 05 0.5 10 20 13 09 09 09 14 24 21 18 17 1.7] 14 24 17 13 13 13 14 24 20 17 16 16

Other expense 04 06 02 12 12 11 11 13 17 16 16 16 2.1 20 07 18 18 1.6] 19 21 24 24 24 24 2.1 21 14 20 20 19

Net acquisition of nonfinancial assets 0.7 1.0 0.5 1.2 12 11 18 17 14 15 16 1.6 31 45 38 39 38 35 47 6.7 46 45 45 47 3.6 5.4 4.1 4.0 4.1 3.9

Acquisition of nonfinancial assets 07 10 07 12 12 11 18 18 15 16 16 17 32 46 41 40 39 3.6 48 69 48 47 47 49 38 56 44 42 42 40

Foreign financed capital spending 06 08 07 11 11 0.9 04 04 03 04 04 0.5 17 26 25 25 24 2.1 15 13 08 10 1.0 11 16 21 19 19 19 17

Domestically financed capital spending 02 02 0.1 0.2 0.2 0.2 15 14 12 12 12 1.2] 15 20 16 15 15 15 33 56 40 37 38 338 22 34 25 22 23 23

Disposal of nonfinancial assets 0.0 0.0 02 00 00 0.0 0.1 0.1 0.1 0.1 0.1 0.0 0.1 0.1 03 0.1 0.1 0.1 0.2 02 02 02 02 0.2 02 0.1 03 0.1 0.1 0.1

Gross/net operating balance (revenue - expense) 18 -12 08 -05 0.9 0.4 14 -31 -04 -15 -02 -03 43 0.1 45 34 45 4.4 5.4 14 43 24 37 34 5.0 0.7 49 35 4.7 45

Net lending/borrowing (revenue - expenditure) 11 24 03 -7 -03 -07 -03 -48 -18 -30 -1.7 -19/ 12 -45 07 -05 07 09/ 07 -53 -03 -21 -09 -12 14 -47 08 -06 0.6 0.6

Net acquisition of financial assets -07 21 05 -19 -17 -15 10 -07 19 -28 -08 20/ -03 -24 28 03 02 29/ 17 -04 29 -13 03 29 04 15 3.0 0.2 0.6 3.2

Domestic assets -07 21 05 19 17 15 10  -07 19 -28 -08 20 -03 -24 28 03 02 29 17 -04 29 13 03 29 04 -15 30 02 06 32

Currency and deposits 00 -12 14 -1 -10  -09 02 -03 22 -32 -14 13 00 -21 33 03 02 29| 12 -0.2 32 13 03 3.0] 04 -12 34 02 06 33

Loans 07 09 -09 -08 -08 -06 08 -04 -02 04 06 06 -03 03 -05 0.0 0.0 0.0 0.2 00 -03 0.1 0.1 00 -02 -02 -04 0.0 0.0 0.0

Net incurrence of liabilities -15 13 00 -02 -14 -0.8 14 4.2 3.6 0.2 1.0 39 -05 29 5.4 07 -05 21 0.9 5.2 33 08 1.2 4.1 -0.1 38 27 0.7 0.1 27

Domestic liabilities 0.0 06 -04 03 03 -02 1.1 26 -30 10 23 38 -01 04 -06 00 -01 15 06 33 -32 10 23 338 0.1 16 -16 03 07 22

Debt securities 0.0 06 -04 00 00 0.9 13 28 16 -07 06 33 0.1 06 -04 0.0 0.0 0.9 14 30 -16 07 06 33 05 13 0.8 -02 02 17

Other government obligations 00 0.0 0.0 00 00 00 -05 -04 -04 -01 -0.1 -0.1 0.0 00 00 00 00 00 -05 -04 -04 -01 -01 -01 -02 -0.1 -0.1 -01 0.0 0.0

Loans 00 0.0 00 04 04 09 03 00 -05 19 19 06| -01 -02 -01 00 0.0 06| 01 05  -04 19 19 06| 0.0 00 0.2 06 06 06

Foreign liabilities -15 07 04 05 -17 -05 02 16 66 -08 -14 00| -04 25 59 07 -04 05 03 19 65 02 -12 03 -02 22 43 04 -06 05

Loans -15 07 12 05 -1.7 . -05 04 17 02 -08  -14 00| -04 25 43 07 -04 05 04 20 0.1 -02 12 03 -02 23 28 04 -06 05

Drawings 03 25 06 09 08 0.7, 23 33 18 08 10 13 14 44 24 22 2.1 1.8] 26 40 21 14 12 1.6] 18 4.1 23 19 18 17

Amortization 18 -18 -19 14 25 1.3] 19 16 16 16 24 13 19 -18 -18 14 25 13 22 19 20 16 24 13 20 19 -06 15 24 12

Statistical discrepancy 03 -13 03 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00/ -11 -08 -32 0.0 0.0 0.0 01 -03 -0.1 0.0 0.0 0.0 -0.9 -0.6 -0.5 0.0 0.0 0.0
Memorandum items

Net lending excl. externally-financed operations 13 -16 08 -09 05 0o -07 49 17 -28 -15 -17 26 22 31 18 29 2.8 22 40 06 -11 0.1 -02 25 -29 25 12 23 2.1

Primary balance (% of GDP) 15 17 06 -12 02 0.0] 06 -39 -08 -23 -10 -08 18 -39 12 0.1 13 17 19 -4 09 -12 0.1 02 2.1 -39 15 0.1 13 15

Sources: BiH authorities; and IMF staff estimates and projections.

Note: Federation central government included pension fund in 2020.
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Table 5a. Institutions of BiH: Statement of Government Operations, 2019-27

(KM million)
2019 2020 2021 2022 2023 2024 2025 2026 2027
Proj.

Revenue 926 943 987 981 992 1,002 1,004 1,006 1,008
Taxes 750 780 780 780 780 780 780 780 780
Direct taxes 0 0 0 0 0 0 0 0 0
Indirect taxes 750 780 780 780 780 780 780 780 780
Other taxes 0 0 0 0 0 0 0 0 0
Social security contributions 0 0 0 0 0 0 0 0 0
Grants 14 17 47 28 29 31 33 34 36
Other revenue 162 145 160 173 182 192 192 192 192
Expenditure 876 984 924 895 923 935 933 932 925
Expense 855 899 876 896 890 900 896 908 901
Compensation of employees 667 681 695 721 723 725 727 729 731
Use of goods and services 159 142 154 170 161 169 163 174 165
Social benefits 4 10 12 9 9 9 9 9 9
Interest 1 1 1 1 1 1 1 1 1
Transfers to other general government units 6 44 2 -8 -9 -9 -10 -10 -11
Other expense 19 12 4 4 4 5 5 5 5
Net acquisition of nonfinancial assets 20 85 47 -2 33 35 37 24 24
Acquisition of nonfinancial assets 26 86 49 -2 33 35 37 24 25
Foreign financed capital spending 3 3 5 5 6 6 6 7 7
Domestically financed capital spending 23 83 44 -7 28 29 31 17 18
Disposal of nonfinancial assets 6 0 1 0 0 0 0 0 1
Gross/net operating balance (revenue - expense) 71 4 111 85 101 103 109 98 107
Net lending/borrowing (revenue - expenditure) 50 -42 64 87 68 68 72 74 83
Net acquisition of financial assets 25 31 -29 87 68 68 72 74 83
Domestic assets 25 31 -29 87 68 68 72 74 83
Foreign assets 0 0 0 0 0 0 0 0 0
Net incurrence of liabilities -25 79 -93 0 0 0 0 0 0
Domestic liabilities -22 83 -88 0 0 0 0 0 0
Foreign liabilities -3 -4 -4 0 0 0 0 0 0
Debt securities 0 0 0 0 0 0 0 0 0
Loans -3 -4 -4 0 0 0 0 0 0
Drawings 0 0 0 0 0 0 0 0
Amortization 3 4 4 0 0 0 0 0 0
Other accounts payable 0 0 0 0 0 0 0 0
Statistical discrepancy 0 0 0 0 0 0 0 0 0

Memorandum items
Net lending exc externally-financed operations 54 -38 68 92 74 73 78 80 90

Sources: BiH authorities; and IMF staff estimates and projections.
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Table 5b. Federation of BiH: Statement of General Government Operations, 2019-27

(KM million)

2019 2020 2021 2022 2023 2024 2025 2026 2027

Proj.
Revenue 8,936 8,438 9,415 10,272 11,087 11,732 12,410 13,157 13,902
Taxes 4,597 4,069 4,783 5047 5576 5914 6263 6672 7,062
Direct taxes 849 821 905 989 1,044 1,104 1,764 1,226 1,291
Indirect taxes 3,746 3,247 3877 4,057 4530 4809 5097 5445 5770
Other taxes 1 1 1 1 1 1 1 1 1
Social security contributions 3,689 3,662 3,927 4292 4532 4790 5053 5322 5605
Grants 89 74 46 76 79 82 86 90 95
Other revenue 562 633 659 857 900 947 1,009 1,073 1,140
Expenditure 8,656 9,434 9,237 10,394 10,892 11,513 12,145 12,854 13,594
Expense 7,945 8,424 8,307 9,357 9,816 10,415 11,037 11,687 12,369
Compensation of employees 1,996 2,063 2,120 2,363 2,518 2,685 2,857 3,034 3,223
Use of goods and services 1,943 1,966 2,053 2,297 2426 2564 2,719 2880 3,039
Social benefits 3,063 3287 3323 3584 3711 3934 4170 4407 4,663
Interest 131 118 113 160 185 201 217 248 278
Subsidies 329 532 516 479 476 503 531 559 589
Other expense 483 450 180 473 500 528 544 560 577
Net acquisition of nonfinancial assets 710 1,011 930 1,038 1,076 1,098 1,109 1,167 1,226
Acquisition of nonfinancial assets 742 1,032 1,008 1,067 1,107 1,131 1,143 1,203 1,264
Foreign financed capital spending 388 580 618 660 677 677 664 698 733
Domestically financed capital spending 354 452 390 407 430 454 479 505 532
Disposal of nonfinancial assets 32 21 78 29 31 33 34 36 38
Gross/net operating balance (revenue - expense) 991 14 1,108 915 1,271 1,317 1,374 1,470 1,533
Net lending/borrowing (revenue - expenditure) 281 -997 178 -122 195 219 265 303 307
Net acquisition of financial assets -78 -538 696 72 54 287 372 1,147 1,028
Domestic assets -78 -538 696 72 54 287 372 1,147 1,028
Of which: Currency and deposits 0 -464 817 76 58 291 375 1,150 1,032
Net incurrence of liabilities -116 644 1,311 195 -141 68 107 844 721
Domestic liabilities -13 82  -136 -6 -19 228 162 712 528
Of which: Debt securities 19 129 -110 -2 -9 134 43 451 322
Foreign liabilities -103 562 1,448 201 -122 -160 -55 132 192
Loans -103 562 1,046 201 -122 -160 -55 132 192
Drawings 331 969 594 579 594 592 576 607 637
Amortization 434 -407  -453 379 716 752 631 475 445
Other accounts payable 0 0 0 0 0 0 0 0 0
Statistical discrepancy / financing gap -243 -185  -794 0 0 0 0 0 0

Sources: BiH authorities; and IMF staff estimates and projections.
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Table 5c. Federation of BiH: Statement of Central Government Operations, 2019-27

(KM million)
2019 2020 2021 2022 2023 2024 2025 2026 2027
Proj.

Revenue 1,917 3,754 4,121 4,516 5,068 5,359 5573 5,785 6,081
Taxes 1,681 1474 1704 1771 2175 2307 2344 2374 2478
Direct taxes 99 81 72 78 83 87 92 97 102
Indirect taxes 1,582 1393 1633 1693 2092 2220 2252 2277 2376
Other taxes 0 0 0 0 0 0 0 0 0
Social security contributions 0 2,023 2,178 2,380 2,513 2,656 2,802 2,951 3,108
Grants 77 66 31 59 61 63 66 70 74
For budget support 0 0 0 0 0 0 0 0 0
For investment projects 77 66 31 59 61 63 66 70 74
Other revenue 159 187 205 306 319 332 361 390 421
Expenditure 1,670 4,232 4,057 4,980 5,166 5442 5726 6,025 6,338
Expense 1,498 4,020 3,931 4,647 4,822 5,095 5379 5660 5954
Compensation of employees 234 260 262 300 317 335 353 372 392
Use of goods and services 63 83 88 150 158 167 176 186 195
Social benefits 465 2777 2840 3,174 3282 3464 3669 3854 4,049
Interest 110 101 91 135 159 173 188 217 246
Subsidies 121 265 230 168 147 155 164 172 182
Transfers to other general government units 412 409 374 394 414 436 458 480 504
Other expense 92 125 46 327 346 365 372 379 386
Net acquisition of nonfinancial assets 172 212 126 333 344 347 347 365 384
Acquisition of nonfinancial assets 173 213 177 333 344 347 347 365 384
Foreign financed capital spending 135 177 163 292 300 302 298 314 330
Domestically financed capital spending 37 36 15 41 43 46 48 51 54
Disposal of nonfinancial assets 0 0 51 0 0 0 0 0 0
Gross/net operating balance (revenue - expense) 420 -266 190 -130 246 264 194 125 127
Net lending/borrowing (revenue - expenditure) 247 -478 64 -464 -98 -83 -153 -240 -257
Net acquisition of financial assets -168 -474 121 -517 -489 -271 -294 -365 -529
Domestic assets -168 -474 121 -517 -489 -271 -294 -365 -529
Of which: Currency and deposits 0 -273 345 -300 -272 -54 -78 -149 -313
Foreign assets 0 0 0 0 0 0 0 0 0
Net incurrence of liabilities -345 284 -9 -53 -391 -187 -141 -125 -272
Domestic liabilities 10 130 -110 93 86 326 258 106 -83
Of which: Debt securities 10 130 -110 -2 -9 134 43 451 322
Foreign liabilities -355 154 101 -146 -477 -514 -399 -231 -189
Loans -355 154 -301 -146 -477 -514 -399 -231 -189
Drawings 73 564 157 233 239 238 232 244 256
For budget support 15 452 26 0 0 0 0 0 0
For investment projects 58 111 132 233 239 238 232 244 256
Amortization 428 -410 -458 379 716 752 631 475 445
Other accounts payable 0 0 0 0 0 0 0 0 0
Statistical discrepancy -70 -280 65 0 0 0 0 0 0

Memorandum items
Net lending excl. externally-financed operations 305 -367 196 -231 141 155 79 4 -1

Sources: BiH authorities; and IMF staff estimates and projections.

Notes: Central government includes pension fund since 2020. Budget support does not include MFA in 2021.
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Table 5d. Republika Srpska: Statement of General Government Operations, 2019-27

(KM million)

2019 2020 2021 2022 2023 2024 2025 2026 2027

Proj.
Revenue 4,606 4,516 5,082 5,284 5716 6,052 6,396 6,779 7,159
Taxes 2,526 2400 2,771 2,860 3,157 3,348 3,544 3775 3,995
Direct taxes 460 451 472 542 572 605 638 672 708
Indirect taxes 2,035 1914 2259 2274 2,538 2,694 2,855 3,049 3,230
Other taxes 31 35 40 44 46 49 51 54 57
Social security contributions 1612 1,676 1,824 1,939 2,048 2,164 2,283 2405 2,532
Grants 83 58 34 31 32 33 35 36 39
Other revenue 385 382 454 454 480 507 535 563 593
Expenditure 4,526 5,108 5,116 5,557 5,834 6,164 6,504 6,922 7,368
Expense 4,001 4,365 4,572 4,977 5,212 5,492 5,794 6,170 6,575
Compensation of employees 1,000 1,092 1,133 1,326 1,394 1472 1560 1,670 1,789
Use of goods and services 369 380 381 406 426 447 469 490 513
Social benefits 2128 2,262 2428 2650 2,759 2904 3,057 3235 3418
Interest 137 133 142 121 134 141 152 189 237
Subsidies 155 264 198 165 175 184 195 205 216
Other expense 212 235 290 307 324 343 362 381 401
Net acquisition of nonfinancial assets 524 743 544 580 622 671 710 752 793
Acquisition of nonfinancial assets 544 767 570 608 651 701 741 784 826
Foreign financed capital spending 169 144 99 125 136 149 158 170 179
Domestically financed capital spending 375 623 471 483 515 552 583 614 646
Disposal of nonfinancial assets 19 24 27 28 29 30 31 32 33
Gross/net operating balance (revenue - expense) 605 151 510 307 505 560 602 609 584
Net lending/borrowing (revenue - expenditure) 80 -593 -33 -273 -118 -112 -108 -143 -209
Net acquisition of financial assets 189 -43 351 -164 47 35 221 471 493
Domestic assets 189 -43 351 -164 47 35 221 471 493
Of which: Currency and deposits 137 -26 377 -164 40 73 249 493 511
Net incurrence of liabilities 929 582 398 108 165 146 328 615 702
Domestic liabilities, of which: 64 371 -380 135 323 291 422 608 653
Debt securities 153 333 -196  -97 84 81 286 421 565
Loans 17 54  -44 250 255 225 150 200 100
Foreign liabilities 35 211 777 -27 -158 -145 -94 6 49
Loans 48 224 9 -27 -158 -145 -94 6 49
Drawings 297 440 247 187 169 206 224 255 268
Amortization 250 216 238 214 327 351 319 249 219
Other accounts payable 0 0 0 0 0 0 0 0 0
Statistical discrepancy / financing gap 9 -32 -13 0 0 0 0 0 0

Sources: BiH authorities; and IMF staff estimates and projections.
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Table 5e. Republika Srpska: Statement of Central Government Operations, 2019-27

(KM million)

2019 2020 2021 2022 2023 2024 2025 2026 2027

Proj.

Revenue 2,962 2,874 3,231 3,426 3,748 3,973 4,187 4,419 4,658

Taxes 1,820 1733 1995 2,094 2343 2488 2621 2770 2921

Direct taxes 384 378 398 454 480 507 535 563 593

Indirect taxes 1414 1328 1571 1611 1832 1948 2052 2,170 2,289

Other taxes 22 26 27 29 31 33 35 37 38

Social security contributions 892 935 1,022 1,117 1,180 1,247 1315 1,385 1459

Grants 81 49 18 31 32 33 35 36 39

For budget support 0 0 0 0 0 0 0 0 0

For investment projects 81 49 18 31 32 33 35 36 39

Other revenue 166 153 193 180 191 201 212 224 236

Expenditure 3,001 3,410 3,443 3,816 3,988 4,195 4,418 4,689 4,987

Expense 2,804 3,218 3,275 3,619 3,771 3,962 4,170 4,424 4,707

Compensation of employees 755 828 851 1019 1055 1097 1,146 1215 1,288

Use of goods and services 160 162 178 194 205 217 228 241 253

Social benefits 1,363 1428 1503 1684 1,743 1837 1936 2034 2144

Interest 107 108 114 94 104 110 119 154 201

Subsidies 115 226 152 116 122 129 136 143 151

Transfers to other general government units 181 316 275 303 320 338 356 375 395

Other expense 122 150 202 211 223 235 248 261 275

Net acquisition of nonfinancial assets 197 192 168 196 217 233 247 265 280

Acquisition of nonfinancial assets 204 201 177 205 226 241 256 273 288

Foreign financed capital spending 40 46 34 53 60 69 74 82 86

Domestically financed capital spending 163 155 143 152 165 173 182 192 202

Disposal of nonfinancial assets 7 9 9 9 9 9 9 8 8

Gross/net operating balance (revenue - expense) 159 -345 -44 -194 -23 10 17 -5 -49

Net lending/borrowing (revenue - expenditure) -38 -537 -212 -390 -240 -222 -231 -270 -329

Net acquisition of financial assets 113 -75 223 -361 -108 -1 61 306 332

Domestic assets, of which : 113 -75 223 -361 -108 -111 61 306 332

Currency and deposits 22 -33 256 -420 -189 -167 -15 208 225

Loans 86 -42 -18 58 81 56 75 98 108

Equity and investment fund shares -8 28 2 0 0 0 0 0 0

Net incurrence of liabilities 152 462 432 28 132 11 291 576 661

Domestic liabilities, of which : 126 289 -356 135 323 291 422 608 653

Debt securities 150 317 -194 -97 84 81 286 421 565

Loans 38 -4 -59 250 255 225 150 200 100

Foreign liabilities 27 173 788 -107 -191 -180 -131 -33 8

Loans 39 185 19 -107 -191 -180 -131 -33 8

Drawings 257 368 214 107 136 171 187 216 227

For budget support 35 331 1 0 0 0 0 0 0

For investment projects 222 37 213 107 136 171 187 216 227

Amortization 217 183 194 214 327 351 319 249 219

Other accounts payable 0 0 0 0 0 0 0 0 0

Statistical discrepancy -1 -1 0 0 0 0 0 0 0
Memorandum items

Net lending excl. externally-financed operations -79 -540 -197 -367 -211 -187 -192 -225 -281

Sources: BiH authorities; and IMF staff estimates and projections.
Note: MFA was recorded as investment loans in 2021.
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Table 6. Bosnia and Herzegovina:

Monetary Survey, 2018-22

2018 2019 2020 2021 2022
Dec. Dec. Dec. Prel. Proj.

Monetary Survey

Net foreign assets

Net domestic assets
Domestic credit
Claims on general government (net)
Claims on public nonfinancial corporations
Claims on private sector
Other items (net)

Broad money (M2)
Currency
Demand Deposits
Other Deposits
Time and savings deposits
Foreign currency deposits

Central Bank of the BIH (CBBH)

Net Foreign Assets
Net Domestic Assets

Base Money
Currency in circulation
Banks reserves
Other liabilities
Other items

Memorandum items:

Monetary Survey

Net foreign assets

Net domestic assets

Domestic credit
Claims on general government (net)
Claims on private sector

Broad money (M2)
Reserve money (RM)
Credit to the private sector

Credit to the private sector (in percent of GDP)

Broad money (in percent of GDP)
Central bank net foreign assets (in percent of reserve money)

Velocity (GDP/end-of-period M2)
Reserve money multiplier (M2/RM)

(Million KM, end of period)

12464 13,949 16,011 19,111 19,263

11,600 12,207 12,007 12,394 14,820
18,570 19,585 19,749 19,189 21,051
35 -172 495 -796 24
428 509 542 532 582
18,107 19,248 18,712 19,453 20,446
-6970  -7,378 -7,742 -6,795 -6,232

24,064 26,156 28,017 31,505 34,082
3,977 4,330 5,044 5533 6,746
8,041 8,744 9,780 12,384 10,594

12,046 13,081 13,194 13,588 16,742
4,302 2998 3,035 3,044 6,630
7,744 10,083 10,159 10,544 10,112

11,649 12,625 13,895 16,375 16,155
-582 -704  -665 -1,125 -1,229

10399 11,120 12,305 14,448 14,743
4751 5200 6172 6924 7,399
5523 5744 5901 7,220 7,006

126 177 232 305 338
668 802 926 800 183

(Annual percent change in terms of broad money)

76 6.2 79 111 0.5
38 29 04 -20 9.1
3.0 42 0.6 -2.0 59
-1.5 -09 2.6 -4.6 2.6
44 47 -20 2.6 32

(Annual percent change)

8.8 8.7 71 124 82

10.3 6.9 10.7 174 20

5.6 6.3 -2.8 40 5.1
(Percent)

54.1 54.5 54.6 52.1 50.1

720 741 818 844 83.6
112.0 1135 1129 1133 1096

(Ratio)
14 13 13 1.2 1.2
23 24 2.3 22 23

Source: CBBH; and IMF staff estimates and projections.
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Table 7. Bosnia and Herzegovina: Financial Soundness Indicators, 2017-2021

(In Percent)

2017 2018 2019 2020 2021’

Capital

Tier 1 capital to total risk exposure 14.8 16.5 17.5 18.1 18.7
Total regulatory capital ratio 15.7 17.5 18.0 19.2 19.6
Financial leverage ratio (Tier 1 capital to assets)? 10.7 104 10.8 10.5 10.3
Quality of assets

Nonperforming loans to total loans 10.0 8.8 7.4 6.1 5.8
Nonperforming assets (NPAs) to total assets 71 6.2 5.2 34 3.2
Nonperforming loans net of provisions to capital 13.5 11.4 9.6 7.4 7.0
Provisions to nonperforming loans 76.7 774 77.0 784 78.4
Profitability

Return on assets 14 1.3 1.4 0.7 1.3
Return on equity 9.0 8.5 9.1 5.6 9.6
Net interest income to gross income 58.3 58.8 56.8 56.0 59.2
Noninterest expenses to gross income 62.4 63.2 63.6 65.5 60.1
Liquidity

Liquid assets to total assets 28.1 29.3 29.2 28.6 30.7
Liquid assets to short-term financial liabilities 59.9 60.4 61.0 51.3 51.3
Short-term financial liabilities to total financial liabilities 55.7 57.2 56.2 65.4 68.8

Foreign exchange risk

Foreign currency and indexed loans to total loans 60.1 56.7 53.9 53.9 50.2
Foreign currency liabilities to total financial liabilities 551 533 50.7 48.1 44.4
Net open position -0.2 2.1 34 4.2 4.0

Source: CBBH.

! Based on the 2019 IMF FSIs guidelines; periods before have been recalculated in line with 2019 FSls guide. Previously
published data were based on the 2006 IMF guidelines.
% The 2021 indicator shows the value for g3, the latest available.
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Annex |. Implementation of Article IV Recommendations

Fund recommendations

Policy actions

Fiscal policy: provide targeted

and sustainable fiscal support

Provide more targeted fiscal support to sectors and
households affected by the pandemic.

Partially implemented. Both entity governments
provided additional fiscal support to affected sectors.

Develop comprehensive plans to reduce liabilities of
the health and Public Enterprise (PE) sectors and
accelerate arrears clearance.

Not implemented. Comprehensive plans to reduce
liabilities and accelerate arrears clearance in the health
and PE sectors have not yet been developed by either
entity government.

Expand social assistance to support the most
vulnerable.

Not implemented. Several legislative changes for the
most vulnerable (child cash benefits and services for
the most vulnerable) are in the pipeline, but not yet
adopted.

Publish details of pandemic-related contracts while
naming the beneficial owners of the contract entities.

Not implemented. Entity governments published lists
of companies that received wage subsidies during the
lockdown, but details of pandemic-related
procurements were not made available.

Adopt a state law on public procurement in line with EU
recommendations.

Not implemented. Amendments to the public
procurement law were submitted to the BiH parliament
but have not been adopted.

Reduce the labor tax wedge by reducing social security
contribution rates, broadening the tax base, and
making personal income tax more progressive.

Partially implemented. The RS adopted amendments
to the personal income tax and social security
contribution laws which reduced the labor tax wedge.
The FBiH government has signaled its intention to
reduce the labor tax wedge, but legislation has not yet
been adopted.

Limit real wage growth below economic growth and
implement public administration reform.

Not implemented. Both entity governments have
announced salary increases that are not limited below
the rate of economic growth. Governments are working
on a countrywide PFM strategy, but the strategy has
not yet been agreed.

Bring current spending back to pre-pandemic levels
and reallocate resources to critical investments.

Partially implemented. Current spending declined,
largely reflecting less pandemic-related support. There
was, however, no reorientation of expenditure from
current to capital expenditure, and the execution of
investment plans remained low.

Improve fiscal policy coordination at all levels of
government.

Not implemented. The Fiscal Council rarely met, and
there was little coordination of fiscal policy across
different levels of government.

Currency Board arrangement and financial sector policies: preserve stability and support the economy

Strengthen the CBBH reserve requirement framework
by aligning the remuneration of FX reserves with their
opportunity cost.

Implemented. The CBBH introduced a new
remuneration rate of -60 bps on required reserves
linked to banks’ FX deposits.
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Intensify monitoring and require corrective measures,
including credible recapitalization plans for banks
under enhanced supervision.

Implemented. The RS Banking Agency intensified its
monitoring of banks under enhanced supervision and
called for recapitalization.

Refrain from imposing mandatory conversion of any
foreign-currency denominated loans into local currency

Implemented. No such mandatory conversion was
imposed.

Appoint qualified members to the FBiH Securities
Commission.

Implemented. The FBiH parliament appointed new
members to the Securities Commission, ending a two-
year stalemate.

Design an NPL action plan, including an out-of-court
framework.

Not implemented. The authorities have thus far not
designed an NPL action plan since the deterioration of
asset quality has not materialized as expected.

Adopt a new insolvency law in FBiH.

Implemented. The FBiH parliament adopted a new
insolvency law, harmonized with the insolvency laws in
the RS and Brcko District.

Improve the utilization of guarantee schemes by
increasing government risk coverage, streamlining
administrative procedures, and adopting a portfolio
approach.

Partially implemented. The FBiH authorities
introduced some changes to their guarantee scheme to
reduce administrative procedures.

Establish a Financial Stability Fund.

Not implemented. The authorities disagree over
whether a Financial Stability Fund should be
established at the state level or separately at the entity
level.

Hold quarterly meetings of the Standing Committee on
Financial Stability (SCFS) and define responsibilities for
cooperation in a comprehensive three-pillar Financial
Stability MOU (FSMOU).

Not implemented. The RS blockade of state
institutions prevented regular SCFS meetings, though
SCFS has recently met to discuss the resolution of two
Sberbank subsidiaries in BiH. The FSMOU has not been
concluded, owing to disagreements over the role that
the central bank should play in assessing risks to
financial stability.

The Deposit Insurance Agency (DIA) should move to
charging risk-based premia once the economy
recovers.

Not implemented. DIA expects to finalize, in 2022, a
methodology for charging risk-based premia. However,
it is debating whether to introduce risk-based premia
before reaching the target amount for the deposit
insurance fund.

Adopt new strategic statements to align development
banks’ missions with best international practices and
make them financially sustainable.

Implemented. Both entity strategic statements were
adopted as a first step toward strengthening
governance, supervision, and transparency of entity
development banks.

Structural policies: strengthen governance, improve competitiveness, and create job opportunities

Enhance transparency and oversight of PEs.

Partially implemented. Both entities and Brcko District
have taken steps to establish PE oversight units and
have started conducting basic financial analysis of key
PEs.

Adopt a state-level law on electricity and natural gas in
line with the EU third energy package.

Not implemented. The authorities have yet to
transpose the Energy Community’s core legal
framework.
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Adopt a new law on electronic identification and trust
services for electronic transactions to ensure further
alignment with existing EU legislation.

Not implemented. The authorities disagree over
whether the supervisor body for trust service providers
should reside at the state level, as required by EU
legislation, or at the entity level.

Request an IMF Governance Diagnostic Mission and
publish its results.

Not implemented. The RS authorities declined to
request an IMF Governance Diagnostic Mission in the
absence of a Fund-supported program.

Establish, at the CBBH, a country-wide registry of bank
accounts of private individuals.

Not implemented. The authorities disagree over
whether a registry of bank accounts of private
individuals should be maintained at the state or entity
level.

Expand affordable childcare, early education programs,
and flexible work arrangements to increase labor
participation.

Not implemented. This has not been implemented
systematically, especially the flexible work
arrangements for women.
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Annex ll. External Sector Assessment

The external position of BiH was stronger than medium-term fundamentals and desirable policy
settings based on estimated data. International reserve coverage is broadly adequate, owing to an
export-driven declining current account deficit and strong financial inflows in 2021, including the
extraordinary official reserve inflows (SDR allocation and EU macro-financial assistance). That said, the
recent boom in exports could prove transitory as the war in Ukraine adds to supply-chain constraints
on intermediate inputs necessary for manufacturing and reduces external demand from Europe in the
short term. In the medium term there is ample room for economic policies and investments tailored
toward more integration with the EU and diversifying some supply-chains from Asia to BiH, including
increasing public investments in infrastructure and connectivity. Structural reforms and improved
governance can attract private investment and new industries, a valuable resource for building on the
transitory gains in export-oriented industries and moving toward higher value-added manufacturing
exports. Rising prices and deteriorating external demand from the war in Ukraine are expected to
weaken the BiH external position in 2022.

A. Current Account Assessment

1. The current account deficit has narrowed moderately in 2021, largely reflecting a
declining trade deficit. Staff estimates that the current account deficit decreased to 2.1 percent of
GDP from 3.8 percent in 2020, slightly above the 2.8 percent deficit in 2019. This reflects a narrowing
of the trade balance by about 1.7 percent of GDP and higher net remittances by nearly 0.8 percent
of GDP. The increase in goods and services exports has therefore been more than enough to offset
the increase in imports to more than 56 percent of GDP, from less than 49 percent in 2020, following
a rebound in domestic demand.

Cumulative Change in Exports and Imports
(Percent of 2009 GDP)

-40 45

Trade balance (Percent of GDP, LHS)

Current Account and Components
(Percent of GDP)

35 Current account (percent of GDP, LHS)
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2015-2021
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Sources: Authorities and IMF staff calculations. Sources: Authorities and IMF staff calculations.
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2. The current account and trade deficits in 2021 were well below historical averages and
followed the pre-pandemic trend. The improvement in the trade balance since 2017 was a result
of both higher exports (of goods and services) and lower imports. Following a contraction in 2020,
tourism exports have rebounded in 2021 to continue the pre-pandemic trend of rising service
exports. Goods exports have also contributed to the lower trade deficit in 2021, as BiH stood to gain
from worldwide supply chain shortages through increased participation in the EU supply chains.
While staff expects an increased participation in the EU supply chains over the medium term, goods
exports growth to the EU should decline as supply chain constraints due to the war in Ukraine limit
the availability of intermediate inputs and hamper manufacturing in 2022. Finally, transfers have
returned to the pre-pandemic trend in 2021, and are expected to increase in the medium term, but
will likely see a drop in 2022 due to the war's toll on the world and EU economy.

3. The composition of the export growth relied more on raw materials in 2021 than prior
to the pandemic. The decade prior to the pandemic, from 2009 to 2019, saw substantial growth in
goods exports driven by more complex industries, such as manufacturing goods and machinery and
mechanical appliances. While goods export growth from 2019 to 2021 saw a similar increase in
machinery and mechanical appliances, it was heavily driven by the growth in the value of raw
materials exports used in manufacturing, such as base metals.

Decomposition of the Change in Goods Exports, 2009-19

Decomposition of the Change in Goods Exports, 2019-21
(Percent of total)

(Percent of total)
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20% 8%
Sources: BIH Agency for Statistics and IMF staff calculations.
B. Capital and Financial Accounts
4. Net private capital inflows continued in 2021, on the back of rising FDI and portfolio

investment, and medium-term liabilities. FDI was mainly driven by reinvested earnings of banks,
as in 2020, while portfolio investment mostly comprised the foreign holdings of the RS’s EUR 300
million Eurobond issuance. Additionally, the one-off SDR allocation has substantially added to
medium-term liabilities of the general government. In 2022, staff projects moderately lower financial
inflows, declining short and medium-term liabilities, and stable expected project loan disbursements
yet with rising uncertainties about future disbursements. While staff expects declining portfolio
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investment, a continued trend of bank reinvested earnings is expected to drive FDI following a
strong GDP growth rebound in 2021.

C. Foreign Asset and Liability Trajectory

5. The improving current account since 2017, and especially in 2021, continues to
improve the Net International Investment Position (NIIP).

Net International Investment Position Banks: International Investment Position

(Percent of GDP) (percent of GDP)
140 0 mLiabilities EAssets —Net Assets
W Assets, Currency and deposits  E&Assets, Reserve assets 14
100 [TIAssets, Other M Liabilities, FDI -10
[Liabilities, Loans mLiabilities, Other 10

EZLiabilities, Currency and deposits —NIIP (RHS)
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20

6
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2

-40
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Sources: Authorities and IMF staff calculations.

NIIP has improved substantially since 2017, by more than 30 percent of GDP, coinciding with a
declining current account deficit over the same period. While NIIP deteriorated slightly in 2020, it
has improved in 2021 as reserve assets increased, while loan and other liabilities decreased. The
banks’ net position has also improved by the end of 2021, mainly due to a reduction in bank
liabilities while bank assets remained fairly stable. These improvements are expected to slow in 2022
following an expected deterioration in the current account deficit.

D. Real Exchange Rate (EBA-lite Assessment)

6. The real effective exchange rate (REER) is estimated to have depreciated in
2021 relative to 2020, while the NEER Real and Nominal Effective Exchange Rates
continued to appreciate. The (Dec-2016=100)

depreciation in REER is mostly due to the :zz
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Sources: IMF and IMF staff calculations.
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7. The external position is stronger than medium-term fundamentals and desirable
policies based on the EBA-lite current account and REER models.

o Current account (CA) model: The multilaterally consistent and cyclically-adjusted CA norm
is -3.9 percent of GDP. The norm incorporates a policy gap of 3.6 percent of GDP resulting
primarily from fiscal policy (2.9 percent), change in reserves (-0.4 percent), and private sector
credit level and growth (0.5 percent) vis-a-vis their medium-term objectives. This implies a current
account gap of 2.7 percent of GDP, or a REER undervaluation of 8.1 percent.

* REER model: The model estimates a REER gap of -4.2 percent—a modest undervaluation. This
includes an adjustment for desired policies to the estimated REER norm of around -2 percent;
absent policy gaps vis-a-vis the desired levels and the rest of the world, the undervaluation would
have been smaller (-2.2 percent REER gap). The policy gap is the sum of the product of the
differences between actual and desired values of policy variables and corresponding model
coefficients. The main components of the policy gap include the private credit growth estimated
at -0.9 percent and private credit level at -0.7 percent.

Bosnia and Herzegovina: Model Estimates for 2021 (in percent of GDP)
CA model REER model
CA-Actual -2.1
Cyclical contributions (from model) (-) -0.2
Covid-19 adjustor (+) 1/ 0.6
Additional temporary/statistical factors (+) 0.0
Natural disasters and conflicts (-) -0.1
Adjusted CA -1.2
CA Norm (from model) 2/ -3.9
Adjustments to the norm (+) 0.0
Adjusted CA Norm -3.9
CA Gap 2.7 1.4
o/w Relative policy gap 3.6
Elasticity -0.33
REER Gap (in percent) -8.1 4.2
1/ Additional cyclical adjustment to account for the temporary impact of the pandemic on tourism.
2/ Cyclically adjusted, including multilateral consistency adjustments.
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E. Reserve Adequacy

8. The official reserve coverage is above the 100 percent minimum threshold using the
IMF’s reserve ARA metric. Gross international reserves are estimated at 8.1 billion euros at end-
2021, covering about 8.4 months of prospective imports of goods and services, 51.9 percent of
broad money, and 243 percent of short-term debt at remaining maturity as of end-2021. According
to the traditional IMF reserve adequacy metric, the reserve coverage is estimated at 126.7 percent,
above the minimum suggested level of 100 percent. Despite extraordinary official reserve inflows,
namely the SDR allocation (SDR 255 million) and the first disbursement of the EU Macro-Financial
Assistance (Euro 125 million), this coverage increased only slightly relative to 2020."

Reserve Adequacy Ratios for Bosnia and Herzegovina, 2021 1/

Minimum Gross

threshold reserves
Reserve/STD (percent)2/ 100 243.3
Reserve/Months of prospective import goods and services 3/ 3 85
Reserve/Broad money (percent) 4/ - 51.9
Reserves/ARA metric (percent) 5/ 100 126.7
Reserves/Adjusted ARA metric (percent) 5/ 100 123.8

1/ Based on Latest IIP data from the second quarter of 2021.

2/ Suggested threshold for adequacy: 100 percent.

3/ Suggested range for adequacy: 3-6 months.

4/ Suggested threshold for adequacy: 20 percent.

5/ Suggested range for adequacy: 100-150 percent, depending on tolerance of exchange rate

swings.

9. Although the coverage of reserves is above the minimum requirement, there are

vulnerabilities related to the high level of volatility of banks’ excess reserves at the CBBH.
Banks' excess reserves comprise more
than 50 percent of total bank reserves

Level of Required and Excess Reserves

and have been growing at a faster rate (KM Billion)

than required reserves (38 percent 8 BmExcess Reserves 20
. ElReserve Requirement

Compared to9 percent In 2021, RR ratio - maturity of up to one year (RHS) 16

—RR ratio- maturity of over one year (RHS)

respectively). Given the high level and
volatility of excess reserves, largely
depending on the euro area interest rate
environment, building higher reserve
buffers over time and when conditions
allow would help better mitigate future
shocks and strengthen the stability of the R P R ey
currency board arrangement (Annex V).

B

P D D A
&

a N
g

' According to the adjusted ARA metric, tailored to address currency board arrangement features, the reserve
coverage is estimated at 123.8 percent at end-2021. This metric is explained in the 2020 Article IV (Country Report
No. 2021/043).
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Annex lll. Risk Assessment Matrix:

(Scale—high, medium, or low)

electoral reform
leading to delayed
or contested

elections

Heightened political uncertainty
Limited capacity for policy
implementation and reforms, and
weakening economic prospects

Delayed or canceled financing from
international financial institutions

Reduced investor confidence,
weighing on growth and raising
financing costs

Accelerated emigration

Possible constitutional crisis,
leading to political and economic
instability

Source of Risks Relative Impact If Realized Recommended Policy
Likelihood Response
Country-specific
Further concrete Low/ High Refrain from dismantling
steps toward Further fragmentation of the economic institutions at the
) ) economy state level, which is
diemantling state Diminished prospects for structural inconsistent with the
institutions and/or reforms prosp authorities’ objective to join
setting up parallel , the EU
Regression on the EU path S
entlty |nst|tut|0ns . . EXp|OI‘e avenues to minimize
Delayed or canceled financing from economic disruptions and
international financial institutions preserve gains from state
Reduced investor confidence, institutions, pending
weighing on growth and raising resolution of political
financing costs disagreements
Accelerated emigration
Possibility of further economic
sanctions from the international
community
RS withdrawal from the Indirect Tax
Authority would result in revenue
losses and could affect the timely
servicing of BiH's external debt
Failed efforts at Low/ Aim to minimize economic

disruptions and preserve
macroeconomic stability,
including by preserving the
role of state institutions

Continue implementing
domestically financed capital
projects

' The Risk Assessment Matrix (RAM) shows events that could materially alter the baseline path (the scenario most
likely to materialize in the view of IMF staff). The relative likelihood of risks listed is staff's subjective assessment of
the risks surrounding the baseline ("low" is meant to indicate a probability below 10 percent, "medium" a probability
between 10 and 30 percent, and "high" a probability of 30 percent or more). The RAM reflects staff views on the
source of risks at the time of discussions with the authorities.
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Global
Russia’s invasion of High High Reinstate fiscal support to
Ukraine leads to Lower BiH exports to Europe and protect vulnerable
. remittance inflows from Europe businesses and households
escalation of . . .
] due to the economic slowdown in Scale up public sector
sanctions and other Europe investment
disruptions Higher inflation due to extended Strengthen financial sector
supply chain disruptions and higher supervision and monitoring
commodity price.s, to further Accelerate structural reforms
dampen domestic demand and to improve public spending
growth prospects efficiency, enhance
Lower access to market financing governance and
and higher financing costs transparency, and encourage
private sector investment
Rising and volatile High Adopt temporary, targeted

food and energy

prices

Deterioration of terms of trade and
dampening of domestic
consumption

Rising risks of second round effects

support measures to protect
vulnerable households

Avoid permanent measures,
including permanent
increases in the public sector
wage bill and pensions

Avoid any changes to the
single VAT rate system, and
consider/extend the
temporary suspension of
fuel excises

Outbreaks of lethal
and highly
contagious Covid-19

variants

Deteriorating health conditions and
increased uncertainty about the
course of the pandemic

Decline in the demand for exports,
particularly of services

Slumping of foreign direct
investment and remittances flows

Reduced access to market
financing and higher financing
costs

Reinstate fiscal support to
protect vulnerable
businesses and households

Scale up support to the
health sector

Strengthen financial sector
supervision and monitoring

Accelerate structural reforms

De-anchoring of
inflation
expectations in
advanced European

economies

Rising domestic inflation given
close trade ties with Europe and
exchange rate peg within the
currency board arrangement
framework

Rising interest rates and higher
debt service costs, including for
public sector debt

Higher Euroization and more
persistent inflation

Increase support to
vulnerable households

Improve transparency/
targeting of social policies
Avoid permanent measures,
including increases in the
already high public sector
wage bill and pensions

Strengthen financial sector
supervision and monitoring
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Annex IV. Public Debt Sustainability Analysis

The updated DSA indicates that Bosnia and Herzegovina’s government debt remains low and
sustainable.” However, alternative scenarios and stress tests suggest debt sustainability risks under
some adverse scenarios, particularly a real GDP growth shock. The higher capital spending scenario
shows that there is room for more absorption of IFl financing for growth-enhancing projects, with
limited impact on debt dynamics and financing needs.

A. Public Sector DSA

1. The assumptions are fully in line with the macroeconomic framework baseline.
Following a deficit in 2022, the fiscal position is expected to return to positive territory already

in 2023 and remain in surplus throughout the projection period. A gradual increase in the average
maturity (four years) of domestic debt is also assumed. Financing reflects the favorable long-term
financial terms of IFl financing currently provided by the EU (Macro-Financial Assistance), EBRD, and
EIB, together with the use of the 2021 SDR allocation by the IMF. The MFA financing and SDR
allocation have been used to finance the entities’ budgets, while EBRD and EIB loans have continued
financing regional infrastructure projects within the Western Balkan Investment Framework (WBIF).
There is no IFI budgetary financing assumed for the entire projection period.

2. Debt profiles. Given the sizable IFl financing in recent years, a large share of the debt has
long-term maturity and is denominated in foreign currency (largely euro). The share of foreign-
currency denominated debt has increased overtime, supported by the “Berlin process” political
commitment (2014), which called for a substantial increase in resources managed by the WBIF. This
led to a greater involvement of the EBRD and EIB in financing regional infrastructures, including the
so-called Corridor Vc (the highway corridor connecting BiH to Croatia and Serbia).

3. Debt dynamics have deteriorated due to the pandemic, but debt is expected to remain
contained in the medium term. Following an increase in 2020-21 (to 36.7 percent of GDP),
government debt is expected to continue to decline in the near term and remain below 35 percent of
GDP in the medium term. This profile largely reflects the recovery from the pandemic-induced
output contraction and fiscal deficit. Moreover, lower amounts of externally financed capital
spending due to capacity constraints helped prevent a higher accumulation of public debt. However,
domestic and external “imputed®” public debt of the two entities are on a diverging path, with the RS
debt growing at a fast rate given the less favorable fiscal position.

" For data availability reasons, like in the 2020 Article IV consultation, this analysis covers general government debt without arrears
and with incomplete public enterprise (PE) coverage. The authorities are working on producing consolidated public debt numbers,
but this could take a few years. Given the sizable arrears, including them would raise measured debt levels somewhat but would not
materially affect the underlying primary fiscal deficits. Therefore, the dynamics of the DSA for the entire public sector would be
similar, even though debt levels would be somewhat higher.

2 IFls and the EU have been providing financing at the BiH state, including by requesting state guarantees. This financing is then
provided to government entities to on-lend.
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4. External financing will continue to be contracted with IFls, largely EBRD and EIB, and
bilateral agencies in the form of project loans. At this stage, the RS authorities are planning to
only roll-over the two bullet 5-year Eurobonds expiring in 2023 and 2026 with similar issuances, but
the foreign jurisdictions where they will be placed remain unknown. The baseline assumes the full
roll-over of these Eurobonds. If a rollover is not feasible, a combination of additional domestic and
IFl financing may become necessary under the current fiscal stance.

5. Domestic debt is expected to remain financed primarily by banks, and to some extent by
insurance companies for longer maturity bonds. The authorities’ plan is to continue to extend the
average maturity, but this requires an even higher share of the euro-denominated debt and/or with
euro clause. The recent EU decision on the equivalence of capital requirements applied to EU-based
credit institutions might help the subsidiaries of EU banks expand their exposure to entity
governments securities. However, this heavily depends on the banks' risk management and the share
of sovereign debt securities in their portfolio.

B. Scenarios and Shocks

6. The baseline is consistent with subdued growth and fiscal consolidation in the medium
term amid exceptionally high uncertainty and limited structural reforms. Following the sharp
rebound in 2021, real GDP growth is projected to stabilize at around potential levels (3 percent) over
the medium-term. Further, the primary balance is expected to remain in positive territory throughout
the projection period (on average 1.2 percent of GDP). This will lead to a debt-to-GDP ratio of about
32 percent by 2027. Of course, a slowdown of the EU economy could lead to a lower GDP growth in
the BiH, through both trade and financial links, while higher gross financing needs could pose some
refinancing risks. However, as stressed above, the recent EU decision on the equivalence of EU banks
capital requirements could possibly generate additional room for the absorption of domestic
securities. EBRD/EIB financing for regional infrastructures will continue to be provided at favorable
conditions, even though at a slower pace given recent domestic political tensions.

’

7. Under the historical and constant primary balance scenarios, the debt-to-GDP ratio is
projected to remain high. The paths of debt and gross financing needs would deviate from the
baseline, largely due to less favorable GDP growth and weaker fiscal position (smaller primary
surplus). The debt ratio would be reaching 40 percent of GDP by the end of the projection period.
Under the constant primary deficit scenario, the debt-to-GDP ratio is expected to increase, but by
somewhat less than under the historical scenario.

8. The higher capital spending scenario underscores how debt remains sustainable when
IFI financing is used to address infrastructure gaps. Assuming larger capital spending—additional
0.5 percent of GDP per year compared to the baseline, financed by EBRD/EIB—the debt burden is
expected to remain below 35 percent,? given the substantial growth dividend stemming from key

3 A multiplier of 1 is assumed for the increased capital spending.
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infrastructure projects. The debt profile will mirror the baseline, with only a marginal increase in the
debt-to-GDP ratio despite higher capital spending.

9. Stress tests suggest that real GDP growth shocks have the largest impact on debt
indicators. An adverse shock to growth, whereby real GDP contracts by 2.7 percentage points* in
2023-24, will generate an increase in debt, which will go above 40 percent of GDP in the medium
term, with government gross financing needs jumping to 7.5 percent of GDP in 2024, before
declining to 6 by 2027. This scenario, however, is based on historical GDP growth which, as noted
above, has been characterized by high volatility, and going forward the probability of shocks of
similar magnitude is unlikely. Stress tests based on standardized primary balance, real interest, and
exchange rate shocks reveal slight deterioration of debt dynamics relative to the baseline. The
combined macro-fiscal shock would generate a rapid increase in debt (to 44 percent of GDP in 2024)
and gross financing needs (to about 8-8.5 percent of GDP in 2024 and the medium term).

C. Baseline and Realism of Projections

10. The baseline projects fiscal surplus over the medium term. The baseline is underpinned
by the following assumptions: (i) the real GDP growth is expected to slow down to 2.4 and

2.3 percent in 2022 and 2023, while remaining at 3 percent over the medium term; (ii) headline
inflation is projected to reach 6.7 percent in 2022, due to imported inflation for food and fuel prices,
before gradually decelerating to about 2.2 percent in the medium term; and (iii) the fiscal surplus is
projected to return to surplus in 2023 (0.6 percent of GDP) and stabilize at this level in the medium
term. The baseline includes a somewhat less favorable external disbursement profile, largely from
WBIF partners (EU, EIB and EBRD), for the implementation of regional capital projects.

11. Forecast error analysis suggests no systemic bias in historical forecasts of real GDP
growth and inflation. The analysis shows small forecast errors for GDP growth rate and inflation,
while a negative bias in forecasting the primary balance.

D. Conclusions

12. The recent external crises (pandemic and war in Ukraine) have shown that a prudent
fiscal policy during “good times” can help counter shocks and support spending in human and
physical capital. The BiH entered the pandemic with a strong fiscal position—e.g., fiscal surplus and
low public debt—which helped to mitigate the impact of the pandemic. The level of public debt is
expected to remain below 35 percent of GDP and gross financing needs reach 4.2 percent of GDP

by 2027. The primary surplus is expected to reach 1.3 percent of GDP in 2023 and further improve to
1.5 percent of GDP by 2027. However, despite the current low level, debt sustainability largely
depends on sound debt management and continued progress on institutional and structural issues,
which would help unlock the economy’s growth potential and reduce its vulnerability to shocks.

4 This is equal to one (1) standard deviation shock.
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13. Efforts to improve public debt management should continue. Notwithstanding positive
progress to date, the medium-term debt management strategy should aim at further improvements.
Regarding domestic debt, it should aim to strike a balance between further lengthening the average
maturity of securities, a higher share of KM-denominated debt, and reduced interest payments in the
medium term. Creating a functioning secondary market for securities would help achieve these
objectives and allow banks to manage the existing large liquidity. The strategy should also continue
to assess the mix of external, largely IFl lending, and domestic financing with a view to maintaining
overall macroeconomic stability. Therefore, high-cost and short-maturity external borrowing,
including Eurobonds, is strongly discouraged.
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MNominal gross public debt

Public gross financing needs

Real GDP growth (in percent)
Inflation (GDP deflator, in percent)
Mominal GDP growth (in percent)

Effective interestrate (in percent) Y

(in percent of GDP unless otherwise indicated)

Debt, Economic and Market Indicators

Actual Projections
2013-2019 %7 2020 2021 2022 2023 2024 2025 2026 2027
404 365 367 345 323 307 302 313 323
3.7 77 2.2 2.9 2.1 3.0 3.0 3.3 42
2.8 -3.1 7.1 2.4 23 3.0 3.0 3.0 3.0
1.3 0.2 1.7 6.7 33 26 24 23 22
4.4 -29 8.0 9.3 56 57 5.5 53 53
2.0 2.2 2.0 1.7 1.7 2.0 24 25

Contribution to Changes in Public Debt

Annex Figure IV.1. Bosnia and Herzegovina: Public Sector Debt Sustainability Analysis (DSA)
Baseline Scenario

As of December 31, 2021
Sovereign Spreads

EMEBIG (bp) 3/

5Y CDS (bp)

Ratings
Moody's
S&Ps
Ftch

N/A

N/A

Foreign Local

B3 B3
B B
B B

Primary deficit

Bl Exchange rate depreciation

Source: IMF staff,

2/ Based on available data.

3/ Long-term bond spread over German bonds,

1/ Public sector is defined as general government.

EReal GDP growth
[ Other debt-creating flows
===(_hange in gross public sector debt

7/ The exchange rate contribution is derived fromthe numerator in footnote 5 as ae(1+1).

4/ Defined as interest payments divided by debt stock (exduding guarantees) at the end of previous year.
5/ Derived as [{r - {1+ g) - g + ae(1+r)]/(1+g+m+gm))times previous period debt ratio, with r = interestrate; m = growth rate of GDP deflator; g = real GDP growth rate;

ElReal interest rate
CResidual

6/ The real interest rate confribution is derived from the numerator in footnote 5 as r - m(1+g) andthe real growth contribution as -g.

8/ Includes asset changes and interest revenues (if any). For projections, incdudes exchange rate changes during the projection period.

a = share of foreign-currency denominated debt; and e = nominal exchange rate depreciation (measured by increase in local currency value of U.S. dollar].

3/ Assumes that key variables (real GDP growth, real interest rate, and other identified debt-creating flows) remain at the level of the last projection year.

Actual Projections
2013-2019 2020 2021 2022 2023 2024 2025 2026 2027 cumulative debt-stabilizing
Change in gross public sector debt -1.4 4.0 0.1 -2.2  -22 16 -06 1.1 0.9 -4.4 primary
ldentified debt-creating flows -1.1 35 -18 -27  -26 25 24 24 24 -14.8 balance *
Primary deficit -0.9 39 -1.5 -0 -3 14 15 -16 0 -15 -74 -0.8
Primary (noninterest) revenue and grants42.7 413 424 415 423 423 423 424 424 2532
Primary (noninterest) expenditure 41.8 452 41.0 414 410 409 408 409 409 2458
Automatic debt dynamics = ) -0.2 -04  -03 26 -13 0 -1 -1.0  -08 -08 -7.6
Interest rate/growth differential & -0.9 1.7 -2.3 26 -13 0 -1 -1.0  -08 -08 -7.6
Of which: real interestrate 0.2 0.7 0.1 1.7 -05 02 -0 0.0 0.1 -2.5
Of which: real GDP growih -1.1 1.0 -24 -0 -07 -09 -09 -09 -09 -5.1
Exchange rate depreciation 7 0.8 -2.2 2.0
Other identified debt-creating flows 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
General Govt - Financing - Privatization 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Contingent liabilities 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Residual, including asset changes & -03 0.5 1.9 0.5 04 0.9 1.9 3.5 3.3 10.5
12 15
Debt-Creating Flows projection —
{in percent of GDP) 10
5
2 0
3 S
-10
-8
-15
-13 -20
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 cumulative
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Annex Figure IV.2. Bosnia and Herzegovina: Public DSA Composition of Public Debt and
Alternative Scenarios

(in percent of GDP unless otherwise indicated)
Composition of Public Debt

By Maturity By Currency
(in percent of GDP) (in percent of GDP)
60 W Medium and long-term 60 W Local currency-denominated
50 ™ Short-term 50 ™ Foreign currency-denominated
40 40
30 30

20
20
10 10

0
0 2015 2017 2019 2021 2023 2025 2027

2015 2017 2019 2021 2023 2025 2027

Alternative Scenarios

Baseline sssssssss Historical s wen s Constant Primary Balance

Higher capital spending/GDP growth rate
e Real Bxchange Rate Shock

Public Gross Financing Needs

Gross Nominal Public Debt (in percent of GDP)

(in percent of GDP) 10
9

46
8
a1 7
36 6

Py

31 5
4

26
3
21 2
16 1

projection —=
11 0
2020 2021 2022 2023 2024 2025 2026 2027 2020 2021 2022 2023 2024 2025 2026 2027

Underlying Assumptions

(in percent)

Baseline Scenario 2022 2023 2024 2025 2026 2027 Historical Scenario 2022 2023 2024 2025 2026 2027
Real GOP growth 24 23 3.0 3.0 30 30 Real GDP growth 24 23 23 23 23 23
Inflation 67 23 2.6 2.4 23 2z Inflation &7 23 26 24 2.3 2z
Primary Balance 01 13 14 15 16 15 Primary Balance 01 oz oz oz oz oz
Effactive interast rate 17 17 2.0 2.z 24 25 Effactive interast mte 17 17 2z 26 2.0 23

Constant Primary Balance Scenario

Real GDP growth 24 23 3.0 3.0 30 30
Inflation 67 33 26 24 23 22
Primary Balance 01 01 01 01 01 01
Effective interest rate 17 17 20 22 24 25
Higher capital spending/GDF growth rate Real Exchange Rate Shock
Real GDP growth 24 22 3.5 3.5 35 35 Real GDP growth 24 23 30 30 3.0 30
Inflation - 33 2.6 2.4 23 22 Inflation 67 T2 25 24 2.3 22
Primary Balance 01 02 0.9 1.0 1.1 10 Primary Balance o1 13 14 15 1.6 15
Effective interest rate 17 17 2.0 2.3 25 26 Effective interest mate 17 20 20 23 2.5 26

Source: IMF staff.
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Gross Nominal Public Debt
(in percent of GDP)

Gross Nominal Public Debt
(in percent of GDP)

Annex Figure IV.3. Bosnia and Herzegovina: Public DSA Stress Tests

e B 3 52| iNE
Real GDP Growth Shock

e B 352l iNE
Higher capital spending/GDP growth rate

Macro-Fiscal Stress Tests

Primary Balance Shock

-------- Real Exchange Rate Shock

Gross Nominal Public Debt
(in percent of Revenue)
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2
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Additional Stress Tests

= = =Combined Macro-Fiscal Shock

Gross Nominal Public Debt
(in percent of Revenue)
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20 60
10 40

] 20

2022 2023 2024 2025 2026 2027 2022 2023 2024 2025 2026 2027

Underlying Assumptions
(in percent)

Primary Balance Shock 2022 2023 2024 2025 2026 2027 Real GDP Growth Shock
Real GDP growth 24 23 30 30 30 3.0 Real GDP growth
Inflation 6.7 33 26 24 23 2.2 Inflation
Primary balance 01 02 03 1.5 16 1.5 Primary balance
Effective interest rate 17 17 20 22 24 25 Effective interest rate

Real Interest Rate Shock Real Exchange Rate Shock
Real GDP growth 24 23 30 30 30 3.0 Real GDP growth
Inflation 6.7 33 26 24 23 2.2 Inflation
Primary balance 01 13 14 1.5 16 1.5 Primary balance
Effective interest rate 17 17 22 28 34 3.8 Effective interest rate

Combined Shock
Real GDP growth 24 -0.5 03 30 30 3.0
Inflation 6.7 19 12 24 23 2.2
Primary balance 01 -04 -2 1.5 16 1.5
Effective interest rate 17 20 24 32 37 41

— — Real Interest Rate Shock

Public Gross Financing Needs
(in percent of GDP)
15

e

12022

2023

2024 2025 2026

Public Gross Financing Needs
(in percent of GDP)

15

13

11

2027

_12022 2023 2024 2025 2026 2027
2022 2023 2024 2025 2026 2027
24 -05 03 3.0 30 3.0
6.7 19 12 24 23 22
01 -04 -21 1.5 16 1.5
17 1.7 20 24 25 26
24 23 30 3.0 30 3.0
6.7 7.8 26 24 23 22
01 1.3 14 1.5 16 1.5
17 20 20 23 25 26

Source: IMF staff.
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Annex Figure IV.4. Bosnia and Herzegovina: Public DSA Realism of Baseline Assumptions

Forecast Track Record, versus all countries

Real GDP Growth Primary Balance Inflation (Deflator)

(in percent, actud-projection) {in percent of GDP, actual-projection) {in percent, actus -projection)
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Bosnia and Herzegovina - Public DSA Risk Assessment

Contingent
Liability shock

Debt level

Contingent

. 2
Gross financing needs Liability Shock

Public Debt
Held by Non-
Residents

Debt profile */

Source: IMF staff.
1/ The cell is highlighted in green if debt burden benchmark of 70% is not exceeded under the specific shock or baseline, yellow if exceeded under specific shock but not
baseline, red if benchmark is exceeded under baseline, white if stress test is not relevant.

2/ The cell is highlighted in green if gross financing needs benchmark of 15% is not exceeded under the specific shock or baseline, yellow if exceeded under specific
shock but not baseline, red if benchmark is exceeded under baseline, white if stress test is not relevant.

3/ The cell is highlighted in green if country value is less than the lower risk-assessment benchmark, red if country value exceeds the upper risk-assessment benchmark,
yellow if country value is between the lower and upper risk-assessment benchmarks. If data are unavailable or indicator is not relevant, cell is white.
Lower and upper risk-assessment benchmarks are:

200 and 600 basis points for bond spreads; 5 and 15 percent of GDP for external financing requirement; 0.5 and 1 percent for change in the share of short-term debt; 15
and 45 percent for the public debt held by non-residents; and 20 and 60 percent for the share of foreign-currency denominated debt.
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Annex V. Assessing the Resilience of the Currency Board'

This annex provides an assessment of the Central Bank of Bosnia and Herzegovina profitability
(breakeven policy rate and policy space) and Currency Board Arrangement coverage ratio under
various scenarios of ECB policy rate hikes and capital outflows for 2022.

A. Background

1. The BiH Currency Board Arrangement (CBA) follows an “orthodox” approach.? There is
a 100 percent required coverage of specified monetary liabilities by net foreign exchange (FX)
reserves. Monetary liabilities to be covered are currency ———
in circulation issued by the Central Bank of Bosnia and 1001 7=~ 105% threshold

Herzegovina (CBBH), commercial banks' deposits at the _— N[ V
CBBH, and BiH central government deposits.® The

domestic currency (KM) is pegged to the Euro (1.95583 07
KM per Euro). The overarching objective of the CBA is 106% |
to ensure monetary stability, which requires fiscal
discipline and does not allow for independent monetary
policy. Since late 2021, the CBBH coverage ratio has
been mostly below the 105 percent (indicative) threshold, which is considered the minimum to
preserve a comfortable buffer above the hard 100 percent limit.

percentage

105% == === = e e

2012 2014 2016 2018 2020 2022

2. The CBBH's profitability and coverage ratio have been declining in recent years as its
balance sheet has expanded. CBBH balance sheet has grown at a rate of 8.5 percent on average
per year, which is more than double the country’s GDP

F0.2%

growth rate (3.5 percent on average per year) over the 5] k e veserves e (0t
last decade, owing to a search for yield of foreign-owned

banks in the euro area, after the euro zone money market
moved into negative interest rate territory. CBBH's returns
on FX assets have been declining amid the negative R N .
interest rates in the euro area, against the fixed
remuneration of zero percent on currency in circulation,
which accounts for 40 percent of the balance sheet. The

r0.0%

2
n
k=3

Mil of KM

4
Y
®

o = CBBH Cash Flow

T T T T T T T T T
2014 2015 2016 2017 2018 2019 2020 2021 2022

percentage

sizeable capital inflows in recent years (see increases of

' Prepared by Cecilia Melo Fernandes (MCMCO), Giuseppe Cipollone, and Yuan “Monica” Gao Rollinson (MCMCO),
The authors benefited from insightful contributions from Darryl King and Romain Lafarguette (MCMCO).

2 According to Art. 1 of CBBH law: “There is hereby established a Central Bank of Bosnia and Herzegovina, ... will be
headed by a Governing Board and it may not extend credit by creating money, operating in this respect as a currency
board.” Furthermore, Art. 74h states that: “"currency board" for the purposes of this Law means an operational rule
for issuing domestic currency, whereby domestic currency is issued only against purchases of convertible foreign
exchange with full backing by net foreign exchange reserves.”

3 Among currency boards, BiH is the only case currently where central government deposits are included in monetary
liabilities to be covered.
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“excess bank reserves” in Figure V.1) generated additional interest income as CBBH fully aligned its
remuneration rate of excess reserves (the effective domestic interest rate in BiH) to the ECB facility rate
in 2019 (-0.5 percent). However, this was still insufficient to compensate for the loss of interest
income on FX assets. As a result, CBBH's cash flows, i.e., net profit of the central bank, has been
steadily declining in recent years, with a sharp drop in 2019. If the CBBH were to make losses, the
coverage ratio could fall further below the 105 percent threshold and its capital position could be
undermined.

3. This annex assesses the resilience of the CBA. It assesses various scenarios for increases in
international interest rates and the consequent impact on the coverage ratio of the CBA. It also
estimates the degree to which domestic interest rates can rise while retaining a net positive cash
flow* of the CBBH. More specifically, it assesses by how much the country risk premium can
deteriorate while keeping the CBA viable. Another relevant approach is to estimate the capital flows
balancing rate (CFBR) under the “equilibrium stance”, which is the level of the effective domestic
interest rate that would result in zero net capital flows in equilibrium. However, estimating the CFBR
is challenging, due to the absence of an observable relationship between the country risk premium
and capital flows, resulting from: (i) fragmented financial markets with scarce or non-existent
wholesale funding; and (ii) underdeveloped debt instruments and stock markets, operating
separately in the two entities and with different liquidity conditions.

Annex Figure V.1 Recent Developments of CBBH’s Balance Sheet and Income Statement
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4 Cash flows are used as a proxy for CBBH's net profit.
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B. The Resilience of the BiH Currency Board Arrangement

4. A resilient CBA has sufficient FX reserves and room to adjust interest rates (i.e., policy
space) to accommodate shocks. When facing an economic or a financial shock, a resilient currency
board should be able to: 1) adjust its remuneration rates to meet its policy goals while preserving its
profitability and capital, and 2) ensure the full convertibility of the anchor currency into domestic
currency and vice-versa on demand and unlimitedly by retaining sufficient FX reserves. In the case of
BiH, these are essential conditions for the CBBH to pursue its objective of “achieving and
maintaining the stability of the domestic currency by issuing it according to the rule known as a
currency board.”> While profitability is not considered an objective per se, it does have a direct
impact on the coverage ratio.

5. The resilience of the CBA is assessed through scenario-based analyses of the CBBH's
profitability and coverage ratio. In the current environment of high inflation, the ECB may soon
tighten the monetary policy rate, which would come at a time when the full impact of the new
reserves requirement (RR) framework (introduced in June/December 2021) is uncertain.® An increase
in the ECB policy rate would generate higher income from the net FX assets. It would also increase
interest expenses, as the domestic remuneration rate on excess reserves would have to be increased
by the same magnitude, assuming unchanged country risk premium. Adjustments in ECB policy rate
are likely better anticipated—because of ECB communications and expectations built into the yield
curve—while changes in the country risk premium, and the associated impact on capital flows, are
considerably harder to predict because of geopolitical uncertainties.

6. Increases in ECB'’s policy rate will have different valuation and size impacts on the
CBBH's profitability and the coverage ratio. In the short run, an increase in the ECB policy rate
(and an associated upward shift in the yield curve) would result in revaluation losses of FX assets’,
ceteris paribus, reducing the coverage ratio (the negative short run valuation effect). However, once
revalued, income will accrue at a higher rate while the proceeds from maturing investments will also
be reinvested similarly at a higher rate, with positive impact on cashflows and the coverage ratio
over the longer run (the positive longer run valuation effect). When capital outflows are triggered by
the ECB policy rate hike (e.g., a decline in excess reserves on the liability side), CBBH's FX reserves on
the asset side decline by the same amount (the size effect). The size effect has always a positive
impact on the coverage ratio because the ratio is bounded by 100 percent. The size effect has a
negative (positive) impact on the breakeven policy rate when the remuneration rate on excess
reserves is negative (positive), due to a loss of interest income (a reduction of interest expense) from
capital outflows.

> See Art. 2 of the Law on the Central Bank.

6 Required reserves on banks’ domestic currency liabilities continue to be remunerated at zero percent, while
required reserves on banks’ foreign currency liabilities are remunerated at -60 bps from June 2021. Excess reserves,
regardless of the currency denomination of related bank liabilities, are remunerated at -75 bps from January 2022.

7 Approximately 70 percent of the foreign assets in the CBBH's balance sheet consist of FX securities.
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C. Methodology
Derivation of the Breakeven Policy Rate

7. The resilience of the CBBH currency board is assessed under various scenarios of ECB
policy rates and capital outflows. The primary aim is to provide projections of the CBBH cash
flows and coverage ratios under various scenarios, combining no or potential increases of the ECB
policy rates with capital outflows of different magnitude. In each scenario, the breakeven policy rates
(the maximum remuneration rate on excess reserves required to ensure zero cash flows) and
available policy space (by how much the CBBH can change its remuneration rates on excess reserves
without deteriorating profitability) are derived.

8. The reverse stress test methodology is used to estimate the “breakeven policy rate”. As
stated above, the breakeven policy rate is the maximum remuneration rate on excess reserves at
which cash flow (net profit) equals zero. When this threshold is exceeded, net profit is negative.
According to the CBBH income statement, in cash flow equation (1), net profit is defined as the sum
of net income (gross income minus gross expense) for four categories: (i) interest, (ii) fee and
commission, (ii) other operating activities, (iv) adjustment of expected credit provisions — with the
net interest income being the largest component. Based on the CBBH balance sheet structure, net
interest income is the difference between interest income of net foreign assets holding (B* x r*),
and interest expense from the required reserves (VR X 1), excess reserves (VE X ryg), and central
government deposit (G X 1), as illustrated in Table V.1 below. By setting net profit equal to zero and
substituting the breakeven rate for the remuneration rate on excess reserves (rBE = 1) in the cash
flow equation (1), the equation of the breakeven policy rate is derived as shown in (2).

Annex Table V.1. Bosnia and Herzegovina CBBH Balance Sheet Items and Yields

Assets Liabilities

Net Foreign Assets (B*), r* Currency in Circulation (CiC), 0

Required Reserves (VR), 1

Excess Reserves (VE), 1y

Central Government Deposit (G), 7

Capital (C), 0

(1) Cash flow equation:

Netprofit= B*X1r*— (WVRXryg +VEX1ryp+GX15) + A
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(2) Breakeven policy rate equation:

— B*x r* —VRXTVR—GXTG A
rBE =

VE VE

Where A represents other items that include (i) net income of fee and commissions, (i) net income
of other operating activities, (iii) adjustment of expected credit provisions. The average ratio of
% for 2018-21 is -0.32 percent, therefore it has a minor impact on the net profit.

Scenarios and Assumptions

9. The three scenarios for ECB policy rate are based on assessments of the current euro
area inflationary and macroeconomic environment. They are: (i) unchanged ECB facility rate at
the current level® (-0.5 percent) until the end of the year—assuming that the ECB will not tighten
monetary policy using interest rates this year amid fading inflationary supply shocks and high
macroeconomic uncertainty; (ii) a gradual increase, of 25 bps in June and another 25 bps in
September 2022; ° (iii) a more rapid increase, of 50 bps in June and another 50 bps in

September 2022. In both (ii) and (iii), a parallel shift in the yield curve is assumed, while keeping
unchanged spreads across different securities. It is important to highlight that these are somewhat
conservative assumptions, as in reality the CBBH might benefit from different spreads and a steeper
yield curve.

10. Three scenarios for capital outflows were developed using the pre-expansion CBBH
balance sheet size as reference. The scenarios are: (i) no capital outflows; (ii) mild capital outflows:
a linear reduction from the current level (as of February 2022) to the mid-point of the
“pre-expansion” level by December 2022, implying a total reduction of 21 percent;° (iii) severe
capital outflows: a linear reduction from the current level to the “pre-expansion” level by December
2022, implying a total reduction of 46 percent.

11. The model assumes an unchanged structure of the FX portfolio. The maturing securities
are assumed to be reinvested to keep the portfolio duration unchanged, while the revaluation
effects are based on the assumption of a parallel shift up in the yields curve equal to the change in
the ECB policy rate. In addition, a full pass-through of any ECB policy rate hike to the return of CBBH
net FX assets is assumed. For example, a 25 bps increase in the ECB policy rate implies an increase of

8 As of April 15, 2022.

9 The assumptions do not take into consideration the official ECB forward guidance on the increase of interest rates:
“Any adjustments to the key ECB interest rates will take place sometime after the end of the Governing Council’s net
purchases under the APP and will be gradual.”(see
https://www.ecb.europa.eu/press/pressconf/shared/pdf/ecb.ds220310~c4c5a52570.en.pdf). The purpose is to
consider more extreme scenarios.

10 Excess reserves decline from KM 4.09 bn to 3.22 bn. The “pre-expansion” level is defined as the average level of
excess reserves during Dec 2012-15, prior to the expansion in 2016.

" Excess reserves drop from KM 4.09 bn to 2.21 bn.
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25 bps on the returns of the net foreign assets, as well as an increase of 25 bps of the remuneration
ON excess reserves.

D. Results
Coverage Ratio

12. The coverage ratio deteriorates as the ECB policy rate increases, but it improves as
capital outflows take place. The coverage ratio exhibits two distinct growth patterns (Figure V.2):
(i) it increases linearly due to the size effect of monthly capital outflows when the ECB policy rate
remains unchanged; (ii) it deteriorates over time with a downward stair-step pattern when the ECB
policy rate increases. In contrast to the short run valuation effect of the ECB policy rate hike, which
results in immediate fair value losses on FX securities, the long run valuation effect generates higher
profitability through reinvestment in securities with higher yields. Combining the size and (short and
long run) valuation effects, the coverage ratio first improves slightly, then deteriorates, and then
improves again (pink, red, and purple lines). By contrast, in the absence of capital outflows, the
coverage ratio declines after each ECB rate hike without improving overtime (brown line).

Annex Figure V.2. Projection Results: Coverage Ratios, Cash Flows, and Breakeven Policy
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13. The lowest coverage ratio (“peak pressure point") would be reached in September
2022 (Table V.2).’2 The peak pressure points are generated by the immediate revaluation losses of
FX assets stemming from the ECB policy rate hikes assumed in the third quarter (September 2022).
The coverage ratio is predicted to reach the lowest level of 103 percent in September 2022, should
the ECB raise its policy rate by 100 bps (in two steps of 50 bps) with no capital outflows. However, it
will marginally drop to 104.2 percent under the assumption of a 50 bps (in two steps of 25 bps)
increase of the ECB policy rate and severe capital outflows.

Annex Table V.2. Projection Results Under all Scenarios

No capital outflows Mild capital outflows Severe capital outflows

excess reserves remain excess reserves reduce to excess reserves reduce to
4.09 Bil of KM (as of Feb 2022) | 3.22 Bil of KM (in Dec 2022) 2.21 Bil of KM (in Dec 2022)

Coverage Policy Coverage Policy Coverage Policy
ratio space ratio space ratio space

Current ECB policy rate (as of March 2022)
1046% {| 017% 1047% | 0.14% 1048% | 0.10%
BT 1046% | 017% 104.8% | 0.11% 105.0% i  0.00%

B2 1046% | 0417% 1049% || o007% [H052% | -0.16%

ECB policy rate +25bps in June and Sept 2022

1042% 1] 0.85% 1043% | | 0.87% 1044% 1] 0.90%
B2 1038% I 151% 104.0% I 167% 1042% I 1.93%
BT 1038% I 151% 104.1% I A177% 1045% I 2.32%

ECB policy rate +50bps in June and Sept 2022

103.8% E 151% 103.9% I 159% 104.0% B 169%
IETETE P 0310% 0 2.82% 103.2% 103.4%
T2 030% 0 I 2.82% 103.3% I 3.43% 103.7% {0 4.75%

Policy Space

14. Higher ECB policy rate improves both cash flows and breakeven policy rates, while
capital outflows have varying effects depending on the ECB policy rate scenario. A higher ECB
policy rate leads to larger cash flows, higher breakeven policy rates, and therefore larger policy
space (Figure V.2). On the other hand, the impact of capital outflows differs depending on the ECB
policy rate scenarios (and the sign of the remuneration rate of excess reserves, which is assumed to
follow ECB policy rate changes). When capital outflows are triggered by ECB rate hikes, the increased
returns on net FX assets outweigh the interest income losses from capital outflows, (as stressed
above, the net FX assets decline by the same magnitude of capital outflows), leading to an improved
policy space. However, due to the current negative remuneration rates on excess reserves

(-0.75 percent), if the ECB policy rate remains unchanged while monthly capital outflows occur, there

12 End-September 2022, after the valuation and size effect take place.
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is a significant loss of interest income from capital outflow when returns on net FX assets do not
improve—hence cash flow and policy space deteriorate.

15. The combined scenario of ECB policy rate hikes and severe capital outflows yields the
largest policy space (4.75 percent). This scenario assumes a cumulative increase of 100 bps in the
ECB policy rate combined with severe capital outflows, yielding a policy space amounting to

4.75 percent by December 2022 (space between pink line and blue dashed line, Figure V.2). This
implies that the CBBH could increase its corresponding remuneration rate of excess reserves (e.g.,
0.25 percent as of December 2022) by 475 bps while retaining positive cash flows.

16. The combined scenario of no ECB rate hike and severe capital outflows generates the
lowest policy space (-0.16 percent). Under the assumption of severe capital outflows, an
unchanged ECB policy rate (-0.50 percent) and remuneration rates on excess reserves at current
levels (-0.75 percent) would lead to a decline in cash flows, as a result of diminished returns on net
FX assets as well as a loss of interest income from capital outflows, leading to a deteriorated policy
space.

E. Policy Implications

17. The CBBH should institutionalize procedures for periodic stress testing of its balance
sheet. To strengthen the assessment of the currency board resilience, the BIH should refine the risk-
based model for projecting its balance sheet. It should also institutionalize procedures for assessing
scenarios and producing risk-based projections to provide an early warning of potential
vulnerabilities.

18. A review of the investment guidelines for the foreign exchange reserves should be
motivated by the results of the stress-testing of CBBH balance sheet. The risk-based stress test
of the CBBH balance sheet will provide the scenarios when the resilience is most at risk. Such results
allow for the portfolio to be optimized to mitigate the risks. The investment guidelines should be
revised to incorporate the optimization. While ordinarily central banks review their investment
guidelines about every four years, given the critical nature of the investment policy to a CBA,
investment guidelines in BIH could be reviewed more frequently, perhaps every two years.
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Annex VI. An Overview of the Health Sector

1. The health system in Bosnia and Herzegovina (BiH) is extremely fragmented and
complex. In the Federation of Bosnia and Herzegovina (FBiH), it comprises 11 ministries,

11 insurance funds, 11 health institutes, 18 hospitals, 80 primary health care centers, and various
other institutions at the entity, cantonal, and municipal levels. In the Republika Srpska (RS), it is run
primarily by the central government and consists of one ministry, one insurance fund, an institute of
public health, a university clinical center, 12 hospitals, 55 primary health care institutions (at the
municipal level), and 6 health institutes. Brcko District has a department of health, one insurance
fund, one hospital, and one primary health care institution. There is a medicines agency at the state
level, but its authority has been recently challenged by the RS government.

2. BiH's health indicators are in line with regional peers but fall well short of the EU
average (Figure 1). Total health expenditures per capita in BiH is $1,378, slightly higher than the
average in Western Balkans but just one third of the EU average. Healthy life expectancy, at

67.2 years, is in line with Western Balkans but below 70 in the EU. When it comes to infant deaths,
hospital beds, nurses and midwives, and physicians per capita, BiH lags far behind the EU, and trails
some regional peers.

Annex Figure VI.1. Health System Indicators and Health Efficiency
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3. All citizens who have registered their employment status (employed, unemployed,

pensioner, disabled, etc.) have the right to free (or nearly free) health care. Those registered
pay nothing, or a small percentage of the actual cost of the service provided, depending on the
service. Health insurance coverage is the same for everyone, without limits on the number of
services used or the total cost, regardless of individual contributions.” Registered insureds make up

" However, for the FBiH, the scope of rights to health care varies between cantons.
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about 87 percent of the FBiH population and 80 percent of the RS population, of which, in both
entities, 69 percent are active contributors and 31 percent are members of their families.

4. The health sector is financed by social security contributions, government transfers,
and health care institutions’ own income. Contributions are made by: (i) employees,?

(i) voluntarily insured persons, (iii) farmers, (iv) pensioners (pension fund), (v) foreign insureds, and
(vi) unemployed persons (unemployment fund, only in the FBiH). Budget transfers help cover the
cost of insuring those who do not contribute to the system, such as unemployed persons (only in
the RS), disabled war veterans, and refugees. Health care institutions also generate their own income
through donations and participation fees. Donations are mostly in kind, in the form of equipment,
while participation fees are paid by patients in cash when receiving services. In 2020, contributions
amounted to 7.4 percent of FBiH GDP and 5.1 percent of RS GDP, whereas budget transfers,
donations, and participation fees amounted to 2.5 percent of FBiH GDP and 1.0 percent of RS GDP.

5. The composition of insureds is not favorable to the long-term sustainability of the
health sector. Unemployed insureds and pensioners account for around half of total insureds but
contribute nothing and around 6 percent of average costs, respectively. Only employees and foreign
insured contribute enough to cover their costs, but jointly they represent less than half of all insured.

6. Payments from the RS Health Insurance Fund are not sufficient to cover the
expenditures of health institutions, resulting in ever-growing losses. The Health Insurance Fund
collects social security contributions, together with government transfers, and makes payments to
health institutions for services rendered. However, total expenditures of health institutions regularly
exceed payments received from the Health Insurance Fund, resulting in accumulated losses of

KM 527.6 million. The bulk of these losses are in the hospitals. The Health Insurance Fund itself has
been running surpluses for several years. In the FBiH, the accumulated net loss of public health
institutions is much lower and amounts to around KM 83 million.

7. Arrears in the health sector are large. Total liabilities of the BiH health sector are

KM 1.5 billion, of which around KM 512 million are in arrears. Most of these arrears consist of unpaid
taxes and social security contributions owed by health institutions—mainly hospitals. Other liabilities
include long-term loans (14 percent of total liabilities) and debt to suppliers (21 percent). Moreover,
health institutions are illiquid.®> Without government intervention or changes in the level and
structure of their revenues and expenditures, health institutions are not always able to make timely
debt payments. To contain further growth in liabilities, the FBiH Parliament has recently adopted a
Law on Financial Consolidation and Restructuring of Public Health Institutions, based on which the
FBiH budget will allocate a total of KM 225 million in 2022-24 to pay outstanding liabilities of public
health institutions.

2 |n practice, employers make contribution payments on behalf of their employees. These payments are deducted
from employees’ gross salary.

3 Health institutions have an average liquidity ratio (i.e., the ratio of current assets to current liabilities) of 0.44. This
ratio should be at least 1, and preferably higher, depending on the structure and liquidity of current assets.
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BOSNIA AND HERZEGOVINA

FUND RELATIONS

(As of April 30, 2022)

Membership Status: Joined December 14, 1992; Article XIV

General Resources Account:

Quota

Fund holdings of currency

Reserve Tranche Position

SDR Department:

Net cumulative allocation
Holdings

Outstanding Purchases and Loans:

Emergency Assistance
Extended Arrangements
1/ Emergency Assistance may include ENDA, EPCA, and RFI

Latest Financial Arrangements:

Date of Expiration
Type Arrangement Date
EFF Sep 07, 2016 April 19, 2020
Stand-By Sep 26, 2012 Jun 30, 2015
Stand-By Jul 08, 2009 Jul 07, 2012
Outright Loans:

Date of Date
Type Commitment Drawn
RFI Apr 20, 2020 Apr 22, 2020

Projected Payments to Fund
(SDR Million; based on existing use of resources and present holdings of SDRs):
Forthcoming

2022 2023
Principal 10.57 87.44
Charges/Interest 5.27 7.21
Total 15.84 94.65

Implementation of HIPC Initiative: Not Applicable
Implementation of Multilateral Debt Relief Initiative (MDRI): Not Applicable
Implementation of Catastrophe Containment and Relief (CCR): Not Applicable

2 INTERNATIONAL MONETARY FUND

SDR Million
265.2

641.27

0.36

SDR Million

415.07
2.08

SDR Million

265.20
110.97

Amount Approved
(SDR Million)
443.04

558.03

1,014.60

Percent Quota
100.00

241.81
0.14

Percent Allocation
100.00

0.50

Percent Quota

100.00
41.84

Amount Drawn
(SDR Million)
126.83

422.75

338.20

Amount Approved Amount Drawn

(SDR Millions) (SDR Millions)
265.20 265.20

2024 2025
153.74 87.44
5.27 3.12

159.01 90.56

2026
21.14
2.46

23.60


http://www.imf.org/external/np/fin/tad/exquota.aspx?memberKey1=227&date1key=2011-04-30
http://www.imf.org/external/np/fin/tad/exportal.aspx?memberKey1=227&date1key=2011-04-30&category=CURRHLD
http://www.imf.org/external/np/fin/tad/exportal.aspx?memberKey1=227&date1key=2011-04-30&category=RT
http://www.imf.org/external/np/fin/tad/exportal.aspx?memberKey1=227&date1key=2011-04-30&category=SDRNET
http://www.imf.org/external/np/fin/tad/exportal.aspx?memberKey1=227&date1key=2011-04-30&category=SDRNET
http://www.imf.org/external/np/fin/tad/extarr2.aspx?memberKey1=227&date1key=2011-04-30
http://www.imf.org/external/np/fin/tad/extarr2.aspx?memberKey1=227&date1key=2011-04-30
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Safeguards Assessment

A virtual safeguard assessment mission was conducted during November 2-13, 2020 in connection
with the RFI arrangement approved by the IMF Executive Board on April 20, 2020. The 2021 update
safeguards assessment found that the central bank of Bosnia and Herzegovina (CBBH) continues to
maintain robust safeguards and the legal framework is broadly aligned with leading practices and
provides for institutional and financial autonomy. The CBBH has since implemented most of the
recommendations in the Safeguards Assessment Report (March 1, 2021), including the adoption of a
code of ethics to strengthen the framework for avoidance and management of conflicts of interest;
improvements of internal practices to modernize the risk management function; amending the Audit
Committee charter to enhance its scope, authority, and modalities in line with leading practices; and
updating internal audit procedures in line with international standards. Further, the CBBH has
adopted the selection and rotation policy for external auditors, is working on revising its bylaws to
clarify the role and modalities of the Management Board, and plans to undergo an external cyber
security assessment in 2022. The CBBH continues to publish its audited financial statements, as
required by the safeguards policy.

Exchange Rate Arrangements

Bosnia and Herzegovina (BiH)'s exchange rate arrangement is a currency board. The currency of BiH
is the convertible marka (KM), introduced on August 11, 1997. On September 5, 2002, the Parliament
of BiH approved an amendment to the CBBH law that changed the peg of the KM from the
Deutsche Mark to the Euro under a currency board arrangement. The KM is pegged to the euro at
KM 1 = Euro 0.5113. BiH has not accepted the obligations under Article VIII Sections 2, 3, and 4 and
therefore avails itself of the transitional arrangements under Article XIV. BiH no longer maintains
restrictions under the transitional provisions of Article XIV. It maintains restrictions on the
transferability of balances and interest accrued on frozen foreign-currency deposits, subject to Fund
jurisdiction under Article VIIl. An Article VIII mission by LEG and MCM took place in October 2012 to
address pending Article VIl issues. The mission proposed a method to eliminate the exchange
restrictions in place at the time. The authorities confirmed that no changes have been introduced in
the foreign exchange system since the 2020 Article IV consultation. They also confirmed their
willingness to formally accept the Article VIII obligations.

FSAP and ROSC Assessment

An FSAP mission took place in November 2014; and the Executive Board discussed the Financial
System Stability Assessment in June 2015 (IMF Country Report No. 15/164). The authorities
approved publishing the FSSA and all technical notes. A data ROSC mission was held in
November 2007 and the ROSC Data Module was published in February 2008 (IMF Country Report
No. 08/43).
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Last Article IV Consultation

The last Article IV consultation was concluded on February 24, 2021 (IMF Country Report No. 21/43).

Resident Representative

The IMF has had a resident representative office in Bosnia and Herzegovina since 1996. Mr. Andrew
Jewell assumed the position of resident representative in August 2019.

Bosnia and Herzegovina: Technical Assistance 2019-2022

Department

Timing

Purpose

FAD

February 5-18, 2019
April 15-25, 2019
June 5-12, 2019

June 24-July 5, 2019
June 25-July 9, 2019
September 10-23, 2019
October 15-28, 2019

November 20-December 3, 2019

November 25-December 6, 2019
November 26-December 9, 2019
December 4-16, 2019

January 15-28, 2020

February 12, 2020

February 13-24, 2020

June 3-November 30, 2020
November 1-December 18, 2020
January 11-March 12, 2021
March 15-April 16, 2021

June 22-September 14, 2021
July 7-September 15, 2021

July 16-December 20, 2021
August 31-October 15, 2021

September 6-17, 2021

October 5-November 2, 2021
December 20, 2021-February 28, 2022

RSTA Enhancing Compliance Risk Management Capacity
RS Developing PFM Strategy

FBiH Scoping Mission on Assessing the New Veterans’
Law and Other Social Assistance Programs

FBiH Improving Audit Efficiency—Audit Manual

Brcko District (BD) IT Modernization

RS TADAT

ITA Reforming Human Resource Management and
Customs Administration

ITA Further Enhancing Customs Compliance Risk
Management

ITA Improving Audit Efficiency-Audit Manual

RSTA Enhancing Arrears Management Capacity

FBiH Strengthening Oversight of PE in FBiH

RSTA Further Developing Compliance Risk Management
Capacity

BD Strengthening Oversight of PEs in Brcko District

RS Strengthening Oversight of PEs in Republika Srpska
BiH PFM Strategy

BiH Revenue Administration

FBiH Reform Progress Review

ITA Enhancing Tax Audit Efficiency—Audit Manual

ITA Developing Compliance Risk Management Capacity
RSTA Developing Compliance Risk Management Capacity
PFM Strategy

ITA, FBIHTA, RSTA, BD Developing Data Exchange
Capacity

BD Strengthening Oversight of Public Entities in Br¢ko
District

ITA Enhancing Tax Investigation

ITA Further Developing Customs Compliance Risk
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Feb 28-March 4, 2022
March 16-25, 2022

Management Capacity
Regional PFM Workshop for Southeast Europe

Public Enterprises in Brcko District: Financial Oversight and

Budget Transparency
MCM January 16-25, 2019 Implementation of a New Reserve Requirement
Framework
March 25-April 5, 2019 Strengthening Banking Supervision
June 17-28, 2019 Strengthening Banking Supervision
November 4-15, 2019 RS Government Debt Management
November 18-26, 2019 FBiH Cash Management
April 19-30, 2021 Preparing for IFRS 17
December 13-16, 2021 BiH Strengthening the Prudential Supervision and
Oversight of Retail Payments
STA January 14-18, 2019 GFS
February 12-18, 2019 GFS
February 18-22, 2019 GFS
April 9-11, 2019 GFS Workshops in FBiH
December 9-13, 2019 Balance of Payments
April 12-7, 2021 Strengthening ESS Under IPA 2017 Multi-Country
Program in Western Balkan
ICD March 11-15, 2019 Financial Programing and Policies

April 2021-April 2022

Establishing a macro projection and policy analysis

framework in CBBH
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IMF-WORLD BANK GROUP COLLABORATION

The WBG and the Fund country teams in Bosnia and Herzegovina (BiH) maintain close collaboration,
coordinate the two institutions’ activities and plans, and harmonize policy recommendations.

Key Areas of World Bank Involvement

World Bank’s Country Partnership Framework (CPF) for BiH for the period 2016-2020 was approved
in December 2015 in support of reforms in three areas: (1) increasing public sector efficiency and
effectiveness; (2) creating conditions for accelerated private sector growth; and (3) building
resilience to natural shocks. The CPF included a crosscutting theme of inclusion that informs the
choice and design of specific interventions under the strategy, to ensure that reforms are socially
sustainable, and that vulnerable groups are not left behind as new opportunities open. The CPF was
prepared on the basis of extensive consultations with a range of stakeholders at all levels of
government and in civil society, academia, private sector and international community. It reflects a
consensus of stakeholders on the reform process and a shared understanding of development
priorities and challenges facing the country. The new CPF for FY 22-26 is under preparation. The
program based on the Systematic Country Diagnostic (SCD) update (June 2020) and the emerging
impact of COVID19 identifies three Higher Level Outcomes (HLO) that will guide the WBG's
engagement even beyond this CPF cycle. HLO1 aims at increased inclusive private sector
employment, HLO2 aims to focus on addressing key service delivery gap through improved quality
and efficiency of health and water services. Finally, to reduce the risks of climate change impacts
and protecting the natural capital, the CPF will promote green growth under HLO 3 through
investments in reducing air pollution and better use of BiH natural resources. All three HLOs and
supporting CPF objectives mutually reinforce each other.

The current portfolio of Bank-supported operations in BiH consists of 10 projects totaling

$584.05 million. Areas of support include energy efficiency, real estate registration, water sector
modernization, health sector improvement, road infrastructure modernization, MSME support,
response to COVID-19 pandemic, agriculture and competitiveness and railways restructuring in RS.

Current projects Project Objective

amount
(US$ million)

BiH Emergency COVID-19 36.20 Financing of supplies and equipment for
healthcare and social protection programs
for 48,000 families

BiH Firm Recovery and 65.30 Financing to companies affected by the

Support pandemic and companies underserved by
the financial sector
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Energy Efficiency 63.99 Refurbishment of schools and hospitals to
improve service and reduce energy
consumption

Real Estate Registration 56.36 Improve public service delivery

FBiH Road 64.60 Renovation of 42 kms of roads and

Sector Modernization 3 tunnels and new construction of 38 kms
of roads and 2 tunnels

Sava and Drina River 32.60 Improve flood protection and enhance

Corridors Integrated transboundary water cooperation

Development Program’

RS Railways Restructuring 60.60 Enhance the financial sustainability and
improve competitiveness of the railways
company

Agriculture Resilience and 68.50 Enhance the competitiveness of agriculture

Competitiveness sector through assistance to producers

Water Supply and Sanitation 60.90 Improve the sustainability and quality of

Modernization water supply and sanitation

Health Systems Improvement 75.00 Enhance the capacity of the healthcare
sector and quality of service through
investment

TOTAL 584.05

In addition to the ongoing program, the following operations are currently under preparation:

Projects under preparation Indicative Objective
amount
(US$ million)

Healthcare Sector Reform 75.00 Support a first package of reforms to enhance

Development Policy Operation 1 the financial sustainability of the healthcare
sector

Healthcare Sector Reform 75.00 Support a second package of reforms to

Development Policy Operation 2 enhance the financial sustainability of the
healthcare sector

Forest Economy Development 50.00 Support the better use of natural resources to
sustainably create better jobs and economic
growth

Air Quality Improvement 50.00 Support the improvement of air quality in
major cities

' This is a regional program. The Program covers five riparian countries of the Sava and Drina rivers: Slovenia, Croatia,
BiH, Serbia, and Montenegro, that collectively aspire to consolidate economic growth and enhance their prosperity.
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Employment Support 2 45.28 Support to newly unemployed people,
matching of employers to job seekers,
support to employers and training

Just Transition (PROPOSED) TBC Support in transitioning away from the coal to
an affordable, reliable and clean energy
system

Solid Waste (PROPOSED) TBC Enhance the better management of the solid
waste

TOTAL 295.28

Key Areas of IFC Involvement

Since the beginning of operations in BiH, IFC's cumulative commitments reached US$539 million
(including US$161.1 million mobilized). In the last strategy cycle IFC invested US$104 million
through country and regional initiatives. Investments in the country are constrained by low demand
in the financial sector because of banks’ excess liquidity; limited progress on key structural reforms
to unlock the potential of the private investments; and a complex political environment that has
weighed on the economy, business climate, and investor sentiments. In addition to lending activities,
IFC's main impact in BiH has been delivered through a strong advisory program aimed at promoting
an enabling environment, and providing much needed support for reforms, and institutional
capacity building in critical areas. Main areas of AS support include insolvency, NPL resolution, ESG
standardization, investment climate, FDI promotion, trade facilitation, renewable energy and energy
efficiency, and access to finance. A new IFC 3.0 Country Strategy has been discussed with
Management in March 2021. IFC is expected to continue facilitating a shift of the country’s growth
model from public-led to private-led, from consumption to investment, from import to export,
through fostering competitiveness, connectivity, and climate resilience. IFC's ability to enable the
Three Shifts will be highly conditional on the likelihood of reforms. Reasons for hope include the EU
accession agenda (Economic-Investment Plan, Green Deal), increased emergency created by
COVID19 and strong alignment between multilateral and bilateral political and development
partners.
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W STATISTICAL ISSUES

(As of May 10, 2022)
I. Assessment of Data Adequacy for Surveillance

* General: Data provision has some shortcomings but is broadly adequate for surveillance. The
accuracy, timeliness, and publication of economic statistics have improved, but weaknesses in
national accounts, government finance, and balance of payment statistics need to be addressed.

e Real Sector: Bosnia and Herzegovina (BiH) has made efforts to improve the real sector statistics.
The country has benefited from extensive technical support from the IMF and the European
Union. Efforts have been made into closing the gap between the production- and expenditure-
based GDP estimates and improving coverage of GDP, mainly with an ongoing review of the
calculations of the non-observed economic activities (NOE). Country-level annual GDP by
production is compiled using the bottom-up method as a sum of the estimates from entities
and the district. Full consistency between regional and country-level GDP is achieved this way.
Outstanding issues are the need for further improvements to the annual and quarterly
compilation of GDP by expenditure and production approach at the country level. The annual
Labor Force Survey follows international methodological standards and provides data for the
country and the entities since 2006. Quarterly Labor Force Survey results have been made
available starting from end-2020.

e Price Statistics: A consumer price index (CPI) is released monthly within four weeks of the
reference period. The CPl weights have been derived from the 2015 Household Budget Survey
since January 2018, with an update planned for next year. Prices are collected from outlets in
12 major urban centers throughout the country. Monthly producer price indices (PPI) and
industrial production indices are available for industrial activities, with weights based on the
2015 survey of establishments.

o External Sector Statistics: Balance of payments statistics (BoP) and International Investment
Position (IIP) statistics are compiled on a quarterly basis by the central bank of BiH (CBBH), in
line with the sixth edition of the Balance of Payments Manual (BPM6). The compilation of formal
remittances relies on the International Transaction Reporting System and Money Transfer
Organizations data while compilation of the informal component of remittances relies on
estimates supported by Household Budget Survey results. The Direct Investment component is
one of the most important areas where data could be improved in the external sector statistics
compilation. Additional efforts should also be invested on External Debt Statistics (EDS). EDS
data is included in the IIP but not reported to the World Bank-IMF Quarterly External Debt
Statistics database. Moreover, no information is currently available on BiH's future external debt
payments schedule by sector.
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Government Finance Statistics: The CBBH compiles government finance statistics (GFS) broadly
in accordance with the definitions and concepts of the Government Finance Statistics

Manual 2074. While the institutional coverage of the GFS is broadly consistent with international
guidelines, its scope does not cover all extrabudgetary units of the general government.
Transactions are recorded on a mixed accrual/cash basis." BiH compiles and reports quarterly
public sector debt statistics for the general government. Improvements have been made to the
quality of the GFS prepared by the ministries of finance for Republika Srpska and Federation of
BiH.

Monetary and Financial Statistics: The CBBH reports monetary accounts to the IMF on a
countrywide and entity basis, in Standardized Report Forms of the Monetary and Financial
Statistics Manual. The CBBH extended the coverage of its financial sector statistics to encompass
approximately 105 Other Financial Institutions. Other Financial Institutions statistics (investment
funds, insurance companies, microcredit institutions, leasing companies, brokerage houses, and
stock exchanges) are compiled on a quarterly basis. The CBBH reports data on several indicators
of the Financial Access Survey, including the two indicators (commercial bank branches per
100,000 adults and ATMs per 100,000 adults) adopted by the UN to monitor Target 8.10 of the
Sustainable Development Goals.

Financial Sector Surveillance: The CBBH regularly reports quarterly Financial Soundness
Indicators (FSIs) to the IMF for publication. Currently, the CBBH reports 17 core and 7 additional
FSls for deposit-takers.

Il. Data Standards and Quality

BiH participates to the IMF's Enhanced General Data Dissemination System (e-GDDS) and
established a National Summary Data Page, a data portal for official macroeconomic and
financial statistics, on July 10, 2018.

T At the state level, some earmarked revenues are not recorded until the corresponding expenditure takes place. In
the Federation, expenditures are not entered into the Treasury payment system if there are no available funds to pay
them out or if obligations exceed the budgeted amounts.
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Table 1. Bosnia and Herzegovina: Table of Common Indicators Required for Surveillance
(As of May 10, 2022)

Date of latest Date received Frequency Frequency of Frequency
observation of Reporting® of
Data® publication®

Exchange Rates 05/10/22 05/10/22 D
International Reserve Assets and Reserve Liabilities of 03/2022 04/2022 M M M
the Monetary Authorities’
Reserve/Base Money 03/2022 04/2022 M M M
Broad Money 03/2022 04/2022 M M M
Central Bank Balance Sheet 03/2022 04/2022 M M M
Consolidated Balance Sheet of the Banking System 03/2022 04/2022 M M M
Interest Rates? 03/2022 04/2022 M M M
Consumer Price Index 03/2022 04/2022 M M M
Revenue, Expenditure, Balance and Composition of Q4/2021 04/2022 Q Q Q
Financing® — General Government*
Revenue, Expenditure, Balance and Composition of Q4/2021 03/2022 Q Q Q
Financing® - Central Government
Stocks of Central Government and Central Government- Q4/2021 03/2022 Q Q Q
Guaranteed Debt®
External Current Account Balance Q4/2021 03/2022 Q Q Q
Exports and Imports of Goods and Services 03/2022 04/2022 M M M
GDP/GNP Q4/2021 03/2022 Q Q Q
Gross External Debt Q4/2021 03/2022 Q Q Q
International Investment Position Q4/2021 03/2022 Q Q Q

"Includes reserve assets pledged or otherwise encumbered as well as net derivative positions.
2Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills, notes and bonds.

3 Foreign, domestic bank, and domestic nonbank financing.

4The general government consists of entities’ general governments (entities’ central governments, cantons, municipalities and EBFs), IBIH and BD general government”.

% Including currency and maturity composition.

% Daily (D); weekly (W); monthly (M); quarterly (Q); annually (A); irregular (I); and not available (NA).
y y y q y y g
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Statement by Luc Dresse, Alternate Executive Director for Bosnia and
Herzegovina and Tsvetan Manchev, Advisor to Executive Director
June 3, 2022

On behalf of the authorities of Bosnia and Herzegovina, we would like to thank the staff team, led by
Ms. lancu, for the report and constructive discussions during the mission, including for the in-person
consultations in Banja Luka and Sarajevo. The authorities highly value the Fund’s engagement,
particularly in this difficult post-pandemic environment with global inflation surging, also exacerbated
by the war in Ukraine. They also thank the IMF for the 2020 RFI support and 2021 SDR allocation, as
well as for the wide-ranging technical assistance provided to Bosnia and Herzegovina over the years.

The authorities consent to the publication of the Article IV report. They broadly agree with the
staff appraisal and will consider staff's recommendations when designing and implementing future

reforms to address the challenges faced by the economy.

Recent Economic Developments, Outlook, and Risks

Despite the severe toll imposed by the COVID-19 pandemic, Bosnia and Herzegovina’s
economy rebounded strongly in 2021. However, the vaccination rate continues to lag behind the
rest of Europe and the uncertainty about the course of the pandemic and vaccine supply and
distribution pose challenges. The authorities are aware of the need to enhance the social safety nets
to allow a better targeted and timely social assistance going forward, especially given the rising
inflationary pressures. The authorities’ immediate priority remains with financial and TA support from
development partners to address low liquidity and efficiency, high indebtedness, and arrears of
healthcare institutions, and to conduct a situational analysis of Bosnia and Herzegovina’s social
protection system, including social assistance programs.

Challenges to put the economy on a higher and more sustainable medium-term growth path
remain. Real GDP growth in 2022 decelerates and the current account deficit is expected to be
higher compared to peers, due to continued supply chains disruptions and surging global commodity
prices because of Bosnia and Herzegovina’s geographical position, regional uncertainty, the
slowdown in the EU (its largest trade partner), and the relatively small domestic market. High
unemployment, especially among youth, persists despite policy support and measures to preserve
jobs and human resource capacity. High unemployment together with continuous emigration further
constrains economic restructuring, and could adversely affect long-term potential growth. Continued
sizable financial assistance from development partners will be needed to finance economic reforms
and strengthen economic potential.

The authorities are aware of the downside risks to growth, terms of trade, and the fiscal and debt
position. In the short-term, risks stem from global financing conditions, the pandemic, the withdrawal
of support measures, the adoption of the planned fiscal measures to mitigate the impact of inflation.
In the medium, they pertain to the capacity to implement the targeted social protection, and the
progress of structural reforms to strengthen the business environment and address climate risk.



Fiscal Policy and Public Finance Management (PFM)

The authorities agree with staff that credible medium-term fiscal consolidation and prudent
debt management are essential to support the currency board arrangement and maintain financial
stability. The 2022-24 Global Fiscal Framework, adopted end-March, is consistent with staff's
projections. It envisages the governments of both entities to implement a gradual fiscal consolidation
starting from 2023, achieve a moderate primary surplus by 2024, and sustainably keep public debt
below 40 percent of GDP. Although conservative, the 2022 fiscal policy is largely swayed by rising
social demands in response to increasing inflationary pressures.

The authorities are well-aware of the key role of stable government revenues for fiscal
sustainability, especially in the current highly uncertain global market environment. They are
committed to continuing the PFM reforms with assistance from development partners, aiming to
improve both domestic revenue mobilization and expenditure efficiency. The authorities welcome
further discussions with staff ahead of the parliamentary election in October to optimize the
administrative cost and avoid distortions to the tax system. The governments of both entities have
recently established public enterprise central oversight units and, together with development partners,
continue their work on establishing appropriate frameworks to assess and manage fiscal risks. At the
current juncture, the authorities allow the automatic stabilizers to operate freely to mitigate the impact
of rising inflation. If needed, they stand ready to deploy a range of available measures to cushion the
impact of high inflation and alleviate poverty. Going forward, the authorities are committed to
collaborating with development partners to strengthen the social protection framework.

Despite the domestic political impasse, public investment climaxed during the pandemic.
However, the authorities are mindful that a successful transition to green energy will require phasing
out coal and exploiting Bosnia and Herzegovina’s ample wind and solar potential. While observing the
hard budget constraints, they are committed to realizing space for additional spending on
infrastructure and green investments to boost medium-term growth, preferably financed by IFls. The
authorities continue to engage with development partners to prepare new energy legislation, to help
strengthen the energy market, boost competition, and encourage private investment. Amendments to
the public procurement laws aimed to increase digitalization, transparency, accountability of
procedures, and in line with international best practices, hinge on the results of the October 2022
parliamentary elections. At that time, the authorities will reconsider adopting the country-wide PFM
strategy, following recent Fund recommendations.

Currency Board Arrangement (CBA) and Financial Stability

The CBA and the Central Bank of Bosnia and Herzegovina (CBBH) remain instrumental in
macroeconomic and financial stability. With the Fund’s technical assistance, the CBBH has further
strengthened its reserve requirement framework to guarantee its profitability in the low-for-long global
interest environment and to preserve a sustainable currency board coverage ratio. In cooperation with
the Fund, the CBBH will continue to adapt the risk-based model, to better assess and monitor the
resilience of the CBA, and to help promote a gradual de-euroization of the economy. Regular CBBH
macro- and credit analyses help banking supervisors to operationalize capital buffers, aimed to
enhance financial resilience.



The banking system remains well-capitalized and liquid, owing to sound prudential policies.
The authorities have appropriately decided not to extend the use of loan moratoria introduced at the
onset of the pandemic. Banking Supervisors recently introduced the Supervisory Review and
Evaluation Process (SREP) methodology, with technical assistance from IFls, which facilitates the
timely identification of impaired assets and provides more adequate corrective actions and
implementation timelines. This made the regulatory and supervisory framework in Bosnia and
Herzegovina equivalent to that applied in the EU. The enhanced coordination, information sharing,
and cooperation among the financial regulators at various levels allowed for a swift response to the
recent crisis with Sberbank subsidiaries in Bosnia and Herzegovina, and facilitated its proper
resolution. Given the recent changes in the banking structure, the authorities stand ready to further
strengthen systemic risk oversight and discuss ways to improve the bank resolution framework.

Macro-critical Structural Reforms

The authorities welcome staff’s view on structural policies to facilitate the transition to green
energy and digitalization and encourage private sector employment, to strengthen
competitiveness and growth. They agree that digital and greener transitions could generate the
needed welfare gains and new jobs in the long-term. The authorities concur with staff's analysis that
investments can boost growth potential and limit scarring from the pandemic. In particular, in a
financially constrained framework, they need more time to build necessary political and social
consensus, and improve institutional and legal frameworks, to help address corruption and AML/CFT
issues. At the current juncture, the authorities’ priority is to preserve energy security and safeguard
recent investments and local employment in the sector.
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