PAGE  

Problems of post-conflict society on it’s path towards SUSTAINABLE DEVELOPMENT: Lessons 
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Abstract

After the completion of aggression on Bosnia and Herzegovina (BiH), the international society (led by countries of European Union and USA) has realized the project of its' restoration and reconstruction. It is estimated that 10-12 billion US dollars were spent in this project from 1995 to 2000. Such high investments in such a short time interval were supposed to have as a result BiH established as on the position of sustainable and stable development. However, accomplished tasks clearly outline the inefficiency of the international community in enactment of the aforementioned project. It is estimated that only 40% to 50% of donated funds have actually reached final users. The rest was spent by foreigners with the goal of «financing the costs of donation», or costs of their implementation. 

Analyses of the effects that development programs had, conducted by local and foreign experts, imply us to conclude that BiH today is more closer to high-degree financial dependence rather than self-sustainability. According to some socio-economic indicators (the level of poverty, employment rate, etc.) the present situation is even more unfavorable than situation immediately after the end of war. Also, we mustn't neglect the fact that during the mentioned period, BiH was practically under «protectorate» of international community. 

The article will also deal with the analysis of the effects of international community in realization of projects of reconstruction of BiH society and especially of its' economy. We will also discuss overlaps of international community and local authorities in realization of this complex project. The achieved level of social development will be presented in brief outlines, which will mostly cover the present situation, but special attention will be paid to problems and obstacles on the path towards sustainable development. We will also briefly demonstrate the segments in which significant improvement was accomplished and which represent a good foundation for future development. At the end, we will give an estimate of our present position and perspective of Islamic banking in the context of financing the development of BiH. 

BiH represents a specific and complex case. In relatively short period, it was faced with the need for realization of triple transition. BiH is one of few countries in the world, which has received a significant foreign funding in short time. The international community, as an implementing agency, had serious flaws in their work. Local authorities as well. We are aware that some of the statements and opinions are given without some extensive elaboration (which was maybe desirable). The reason lies in an author's attempt to stimulate thinking about different topics they write about. The goal is not to look for the guilty ones, but to improve the system and prevent possible new mistakes. In spite of all limitations, we hope that BiH experience elaborated in this work will help both providers and users of foreign assistance, in avoiding mistakes and in accomplishing the best use out of received donations, all with the goal of achievement the preconditions for sustainable economic and social growth. All eventual comments and remarks are welcome.

1. Introduction

During the aggression on BiH, which lasted from April 1992 till December 1995, enormous human and material casualties were incurred. The estimates indicate that 258.000 people were killed or are missing, which is 5,9% of the population of BiH before the war
. More than half of those that were killed or are filed as missing were Bosnians (56,7%), more than a quarter a Serbs (26,8), Croats 11,5 and the rest 5%. Approximately half of the population from 1991
 were forced out of their homes or moved. The number of refugees has exceeded the figure of 1,2 million, half of which do not intend to return to country. The rest will potentially return, but this process is significantly delayed. Today it is clear that the aggression on BiH had a genocide character with basic goal of elimination of Bosnian and Croat population from the territories on which they lived. That was an attempt to destroy the multi-religion nature of Bosnian society, which was to be connected with «ethnically cleansed»
 territories of neighboring countries. Direct and indirect material damages and losses were estimated to be 100 billion US dollars. Non-material damages are far greater. It is perfectly clear that the international society could have stopped the aggression on BiH and reduced the damage and costs that were thereby created. Why they failed to do so will remain a topic for historical investigations and political debates. 

2. Bosnia and Herzegovina before the aggression

Prior to 1992, BiH was, according to all criteria, an averagely developed European country, with GNP 2450 US$ per capita. It was the only one of the republics of former Yugoslavia that had suffice in foreign trading in the amount close to half a billion US$. However, on the basis of subsequent analysis, it was determined that relatively high standard was more a consequence of financial indebtedness abroad than a reflection of actual strength of local economy. BiH was even then facing some serious transitional reforms. Aggression that followed has postponed that process and made it even more complex.

3. Aggression – what is the price of war?

On the basis of study conducted by The Open Society Fund BiH
, the costs of international community
 for stopping the war, repair of its' consequences, establishment of peace, restoration and reconstruction of BiH were estimated to range from 71 to 81 billion US$. Those were subdivided into several categories of expenses:

Table 1. Total estimation of war costs in BiH

In billions of US$

	Costs during war period (1992-1995) 

	Costs for BiH refugees in asylum countries 
	13–14

	Humanitarian aid in country (especially cities under siege) 
	5–6

	Costs of peace keeping operations of UN and NATO
	7-8

	Total 
	25-28

	Costs during period of peace process (1995-2000) 

	Costs for BiH refugees in asylum countries 
	7–8

	Humanitarian aid in country with development of preconditions for return       of refugees 
	7–8

	Costs of peace keeping operations (military and civilian component)
	17-19

	Costs and support to economic recovery of BiH
	10-12

	Costs of direct donations and different forms of direct assistance from Islamic countries
	5-6

	Total 
	46-51

	All:
	71-81


This estimate does not encompass expenses of neighboring countries that were financing military components of «their» people in BiH (Yugoslavia around 4 billion US$, Croatia around 2 billion US$), nor the help from Islamic countries and Bosnians living abroad (estimated at 4 – 5 billion US$).

According to this report, total costs of international community as a direct consequence of the aggression, during period 1992-2000 were between 81 and 92 billion US$. If we add to these expenses estimated value of direct and indirect material damages that BiH has suffered, than the amount of these expenses rises up to 181 or 192 billion US$. For comparison purposes, these costs represent 17-year GDP of BiH from 1990, or 40-year GDP of BiH from 2000. After reviewing these estimates, it is obvious that we are speaking about enormous expenses that could have been avoided had international community stopped the aggression on BiH in due time. Can we imagine what would have happened if those funds were invested in the country's development, development of the region or support in the struggle against poverty in the world. Can we call these actions taken by international community, economically rational? 

4. Transition – a dilemma: reconstruction or a change

After completion of the aggression, BiH was faced with a triple transition: from war to peace, from primary substantial international donation to sustainable development and from planed economy and single party system towards free market economy and democracy. However, the most important transition was to take place in the heads of the people. It is believed that «the key element for transfer to self-sustainability of the society and its development is the change in minds and ways of thinking among leaders and the population»
.  In that case, we shouldn’t be talking about «restoration and reconstruction» but about «change» in the consciousness among people who spent years building the feeling of «dependence» on the state, which was supposed to solve all their problems. After the aggression, even more dangerous syndrome appeared, which is manifested in the feeling of «dependence» on activities of international community, that is on help coming from abroad. Such attitude threatens to take the country definitely towards «dependent» instead of sustainable development. 

Donor help 

For projects of urgent repair and reconstruction, value of which was estimated to be close to 40 billion US$ by the BiH Government in 1996, only 5,3 billion US$ were procured, which represents a little bit more than 13%. The structure of promised donor help from the five donor conferences is given in table 2.

Table 2. Commitments at BiH Donor Conferences

In millions US$

	
	
	%

	Very Large Donors
	>500
	2,972
	56,0%

	EC
	
	1,243
	23,4%

	USA
	
	995
	18,8%

	World Bank
	
	734
	13,8%

	
	
	
	

	Largest Bilateral and IFIs
	100-500
	1,653
	31,2%

	Japan
	
	500
	9,4%

	Netherlands
	
	296
	5,6%

	Italy
	
	155
	2,9%

	Norway
	
	142
	2,7%

	Switzerland
	
	134
	2,5%

	Sweden
	
	116
	2,2%

	United Kingdom
	
	106
	2,0%

	IMF
	
	104
	2,0%

	EBRD
	
	100
	1,9%

	
	
	
	

	Other Large Bilateral
	50-100
	320
	6,0%

	Germany
	
	80
	1,5%

	Saudi Arabia
	
	75
	1,4%

	Canada
	
	62
	1,2%

	Spain
	
	53
	1,0%

	Iran
	
	50
	0,9%

	
	
	
	

	Other Sizeable Donors
	10-50
	301
	5,7%

	Turkey, France, Austria, Finland, Greece, Malaysia, Denmark, Slovenia, Belgium, Kuwait, Czech Republic, Ireland, Yugoslavia
	
	
	

	
	
	
	

	Other Countries & IFIs
	<10
	61
	1,1%

	
	
	
	

	Total Commitments at Five Donor Conferences:
	
	5,306
	100%


Source: Government of the Federation of BiH, Coordinating Board for Development and Reconstruction

Only official information on donor help that was promised on donor conferences is listed here, what doesn't mean that the actual help was not significantly greater. Part of the help, especially from Islamic countries is realized through direct bilateral arrangements. For example, The High Commission of Saudi Arabia donates to BiH annually around 60 million US$
, whereas the value of projects financed by the Islamic Development Bank, in the period 1995 – 2000, has almost reached the figure of 20 million US$. Here, we shouldn't forget the help provided by numerous NGOs, over 600 of which were active in BiH. 

Most of the donated help was directed towards reconstruction of destroyed or damaged infrastructure, and only small part was spent to support business sector, start the production and employment. 

Growth of economic activities followed by stagnation

Besides supporting repair of infrastructure (power supply, transport and water supply) and support of business sector, the international community has allocated funds in the amount of 1,2 billion US$ for projects such as: housing, support to social security, education, agriculture, development of state institutions and servicing of external debt. Great amount of help has brought about initiation and intensification of overall business activities in the country. Annual rate of realistic increase in GDP was 36,6% in 1997, and 9,9% in 1998 and 1999, and 5,9% and 5,6% in 2000 and 2001, respectively
. The estimates of IMF indicate the continual decline of realistic GDP in the coming years. Therefore, after the period of dynamic growth, there comes a phase of stagnation of realistic GDP. It is mostly caused by the reduction of financial help coming from the international community, insufficient degree of development of local economy, low level of direct foreign investments, and the influence of global world recession on BiH. It is obvious that local economy, which was supported by the international community for six years, is still to weak to handle the burden of future dynamic development by itself. The economy of the country today is mostly composed of medium sized companies that are still incapable of dealing with the tough international competition, both on foreign and local market. On the other side, due to slow privatization process, and lack of finances and foreign investors, restructuring of privatized enterprises has not commenced yet.

Effects of foreign aid

Donor aid had significant effects on all segments of BiH society. Its' economic influence is especially pronounced in the part of contributions to economic growth, employment, fiscal sustainability and payment transactions. The influence on economic growth was two-fold: 

· direct: through influence of realization of financed projects on consumption, savings, staff payments and employment, and 

· indirect: through received technical assistance with the goal of promotion of economic reforms, inflow of direct foreign investments and improvement of total economic activities with creation of preconditions for sustainable development.

The annual rate of increase in GDP in the first year after the war (1997) was in excess of 36%. If it weren’t for the donor help, BiH would have a negative rate of increase in GDP, which would be minus one (-1%)
. Only in year 2000, 3,2 billion US$ were spent in military and civilian sector. Of the entire budget for purchase of goods and services in BiH, 736 million US$, or 23%, were spent. That comprised 17,8% of annual GDP in BiH in year 2000
. 

Especially interesting are the estimates of the effects this help had on local consumption and employment.

Table 3. Summary International Community (IC) Projects Data (Year 2000)

In million US$

	
	
	Civilian
	Military
	Total

	Total IC Budgets
	
	667
	2,500
	3,167

	Of which Inflows to Bosnia
	
	422
	646
	1,068

	% Of Budgets Spent in BH
	
	63%
	26%
	34%

	
	
	
	
	

	Employment
	Number
	8,610
	21,850
	30,460

	     Nationals
	
	5,780
	3,000
	8,780

	     Internationals
	
	2,830
	18,850
	21,680


Source: USAID: International Community Downsizing in B&H, Assessment of Macroeconomic mpact, Sarajevo, November, 2001, p. 4.
According to information from table 3, the military part of the budget was almost four times higher than the civilian, and it comprised 78,9% of the total budget of international community in year 2000. Only a little bit more than one third (34%) of the total budget of international community has actually entered BiH. As for the employees, 28,8% were local staff and 71,2% were internationals. In the civilian part of the project, this ratio was more favorable and it amounted to two thirds. We need to remind here that the local staff was mostly used for logistic support of international staff in realization of projects, so their earnings were commensurate to their work engagement.

Staff salaries in infrastructure projects were 11%, and in projects of provision of technical assistance up to 80%. On average, salaries participated in the total project costs up to 28%, in civilian projects 45% and in military projects 23%. National staff employed in IC projects had salaries three or four times higher than employees in local firms or agencies. Besides, these employees were exempted from paying any local taxes or contributions, which increased their income even more. International staff, employed on implementation of projects in BiH was extremely well paid
. The information on revenues of international staff was ordinarily unavailable to public. The international civilian staff spent 34% of their revenues in BiH, and international military spent only 25%
.

According to the aforementioned United States Agency for International Development (USAID) study, the effects of international help on fiscal system were estimated to be around 222 million US$ (13%) of total budgetary revenues for 2000. We believe this to be an overestimate, because goods and services for such projects were usually exempted from taxes, customs and other duties, and local staff employed in international organizations was not required to pay local taxes and contributions to personal earnings, nor pension and health care security. 

The effect of this help on the balance of current transactions which was manifested through direct import financing of products and services for infrastructure rehabilitation and other means was estimated at 332 million US$, which is equivalent to 8% of GDP in 2000. 

At the end we can conclude that the effects of international help in all aspects of peace keeping, repair and reconstruction in BiH, were not adequate to funds invested. The costs of international community were enormously high, and the effects on BiH development as compared with the funds invested, were rather modest. Namely, «the question that needs to be answered is what caused the situation in which the country is fully dependent on international help, after receiving it for five years. In other words, this help has not prepared a country for sustainable development»
. Or, as said by entrepreneurs, «the implemented projects did not give satisfactory results, nor were they in accordance with actual developmental needs in BiH»
.
This practically confirms the thesis outlined in the study of Professor Chapra who says » the irony is that a substantial part of foreign aid is not used ultimately to increase the rate of capital accumulation and growth; it is used to finance private consumption, recurrent public expenditure, and the purchase of military hardware»
.

5. Causes or consequences

The price of capital

After peace was established, BiH economy was faced with a chronic lack of capital. Undeveloped local commercial banks, as well as high risks of distribution of funds, had as a consequence extremely expensive capital available for companies at the local market. The interest rates on borrowed funds were very high and they ranged from 2% to 4% per month. Companies or entrepreneurs who borrowed these funds under such circumstances had problems servicing their debts. Great number of those that used these funds for initiation of production would end up in bankruptcy, because of the burden of these debts. Some, however, used the funds to expand business in the gray or black market, and they would ordinarily experience a sudden expansion. 

The capital price of international developmental organizations (World Bank and USAID) was much more favorable, but was still too high and unfavorable for serious business production actions
. The presence of international financial institutions did not have a significant effect on reduction of high interest rates of local commercial banks. 

The end of «large ones» and development of small ones

Before the war, BiH had several large companies that were recognizable on foreign markets, where they were awarded contracts, and were competitive to even large multinational companies. Those companies were successful in the developing markets, and especially markets of those countries with which former Yugoslavia had special relations. They would appear on the world market usually as consortium, together with complementary companies of other republics of former Yugoslavia. War, destruction and isolation have caused partial or total collapse of the aforementioned companies. They suffered three extensive «hits»: «brain drain», loss of markets and loss of relations with complementary companies from states created through dissolution of former Yugoslavia. They also had an unfavorable structure with state as the dominant owner. The approach of the international community was clear – do not start with their restructuring, that is, withhold the financial support to state-owned enterprises. Today it is believed that some of them, in a short or medium term could have re-established their production, or establish a new one, and even appear at the world market. As a proof of this point we can use several large state-owned companies who, supported by the foreign loans, have accomplished quite good business results (bakeries, pharmaceutical companies, power supply companies, etc.). The goal of the international community was quick ownership transformation and privatization of state-owned enterprises, which, according to their opinion, could not have been realized if those companies were to re-establish production and export. In that way, once respectable companies were left to themselves until their collapse, and on their ruins, seed of micro, small and medium sized enterprises was planted (MSME sector). Many consider such approach by the international community to be a mistake.

The funds for the business sector were mostly directed towards support of development MSME sector. Such concept did not achieve expected results in the employment sphere or development of export production. Trade and construction companies, first ones because of enormous and uncontrolled import, and the latter because of infrastructure reconstruction projects and housing achieved a dynamic development.

Privatization

The representatives of the international community have helped in creation of the privatization model, which practically represented implementation of the model realized by international community in some countries of Central and Eastern Europe. In this case, not enough attention has been given to specificities of BiH as a post-conflict society. A so-called model of large-scale privatization has been adopted, and citizens were given certificates on different grounds with which they could have participated in the privatization process. The citizens were allowed to invest their certificates directly in purchase of enterprises, or in privatization investment funds, or use them for purchase of their apartments. The value of certificates was extremely low from the beginning. Their price on the black market ranged from 2% to 8% of their nominal value. The workers and management had no discounts in privatization, that is, purchase of «their» companies. That caused a lack of trust among employees and population as a whole, in privatization process. Due to complicated procedures and frequents changes of laws and accompanying regulations, the privatization process started to demonstrate a significant delay. By the end of 2001, four years after enactment, only one fourth of the scheduled state capital has been privatized. Public enterprises and large state companies with highest value of capital, are not privatized yet. The problem that is permanently present in privatization is manifested in lack of interest among potential buyers from abroad, who are reluctant to participate in the privatization of local companies.

Employment

Six years after establishment of peace, unemployment rate is rising. Unemployment is a consequence both of demobilization and privatization
 as well as slow growth of overall economic activities. At the end of the first quartile of 2002, there was 595 thousand people employed, and 420 thousand people were waiting employment on list at the Employment Bureau. This makes an unemployment rate to reach 41%, which is among highest unemployment rates in Europe. In the first quartile of 2002, the number of workers employed in BiH was lower by 3081 workers as compared with December 2001. In the same period, the number of unemployed persons is higher by 3916 or 1,5%
. It is obvious that present economic development has failed in absorbing unemployed persons, which today represents one of the largest state problems, not only from economic but also from social-political standpoint. Public surveys also confirm our belief that the public recognizes unemployment as one of the greatest problems. Almost one third of BiH population (32,8%) defines unemployment as the key problem. The perception of the aforementioned problem is different in different entities. In the Federation BiH, in April 2002, the problem has been awarded a primary significance (40,9%), whereas participants from the Republic of Srpska thought corruption is more significant problem than unemployment (28,5% vs. 20,6%)
.

Poverty

Having in mind that BiH, as a state has not yet defined the limits of social minimum, all these analyses are based on international standards. According to them, the line of existential minimum (extreme poverty) is defined by income at the level of 1US$/day, and the line of poverty income at the level of 4US$/day. According to conducted surveys
 in May, 2000, 30,9% of the BiH population lived below the line of existential minimum, in May 2001, the number was 36,4% and in April 2002 that percentage has been significantly reduced, and was 27,5%. The percentage of households living above the poverty line was 12,7%, 7,8% and 10,4% respectively. According to surveys from April 2002, the population sees its' social situation in a following manner: 46,6% of participants stated they are living «below average», 10,5% of which said they are living on the «limit of existence»; 45,8% said they live «average» and only 7,5% participants declared they live «above average». The state, poor by itself, is not capable to fulfill the needs of socially endangered and jeopardized categories of population. Approximately 16,4% of the population is receiving some sort of social aid, whereas 14,4% is receiving help from the relatives and friends living abroad
. On the basis of the aforementioned data, it is clear that BiH is seriously faced with the problem of poverty. The method of solving this problem represents a great challenge for BiH. However, only with a sustainable economic development, improvement of distribution system, strengthening of social institutions and funds, one can expect a serious progress in the task of extermination of poverty.

«Brain drain»

«Brain drain» represents one of the greatest damages incurred upon BiH during and after the aggression. Departure of great number of young intellectuals, managers and highly qualified persons from different branches represents an irreplaceable loss for the country. Only in the first two years after the aggression (1996 – 1998), it is estimated that 42.000 persons have emigrated, most of who were qualified workers and their families. Many of them moved to countries of Western Europe, USA, Canada and Australia. In their new countries they found a suitable work and they have no intentions of coming back to the country. This trend has slightly declined in the past, not because of improved situation in the country, but because imposed limitations by the Western countries. The importance of this problem is demonstrated by the results of the last surveys. Enormously high percentages of young persons (62%) have expressed a desire to leave the country
. «Brain drain» represents a great problem, which threatens to seriously hamper the creation of suppositions for sustainable development.

Foreign direct investment

Foreign direct investments (FDI) can represent a strong impetus for development and can be an integrating factor for the world economic operations. The experiences of numerous countries clearly show that countries, which directed FDIs into selected branches and areas, achieved more balanced development. Having in mind that BiH does not yet have an integrated development strategy, nor precisely defined developmental goals, direction of FDIs did not take place so far. The efforts in this area were mostly focused on promotion of preconditions for FDI, but not towards serious institutional transformation or formulation of specific policy towards foreign investors. A significant problem in this area is small and poor local market, legal instability which is in some cases undefined or incomplete, and in others too complex and complicated legislation. 

Table 4. Degree of registered FDIs in BiH in the period: 

May 1997 – December 2001

	Period
	US$

	May 1994 - 31.12.1997.
	39,563

	I-XII 1998
	55,750

	I-XII 1999
	154,067

	I-XII 2000
	147,214

	I-XII 2001
	130,172

	Total :
	526,765


Source: Ministry of foreign trade and economic relations BiH

The level of FDIs in the period May 1994 – December 2001 is rather modest and is totally 526,8 million US$. It is indicative that in the past three years, we are witnessing a reduction in annual level of FDI in BiH. Most FDIs came from Kuwait (210 million US$ or 19% of total FDI), Croatia (144 million US$ or 14%), Germany (108 million US$ or 9,8%) and Holland (95,8 million US$ or 8,6%)
. 

6. Flaws of international community

Without further elaboration, in the next paragraphs we will outline some of the most often noticed mistakes or flaws of the international community in enactment of the support policy and implementation of stabilization or repair projects in BiH. In this case, the emphasis will be on economic and social set, less on political actions.

· The existing support policies are not adjusted to local conditions and specificities. Those that were developed for other cultural-civilization conditions could not have provided expected results in BiH
,

· International community did not have a strategically devised plan on its goals in BiH. There was a characteristic lack of all-encompassing vision and efficient structures for its' enactment, that is, lack of consciousness on economic reform being a supposition for long-term stability
,

· The excessive bureaucracy and duplication of tasks, without firm leadership, mutual coordination and cooperation, burdened international organizations. There were also frequent conflicts among key personnel, and classical struggle for «territory», that is, jurisdiction. «Communication among agencies was very weak, so sometimes we were not aware that we are duplicating work»
,

· Internationals were usually employed on a short-term, with very modest relevant experience, usually very young or close to retirement. They were asked to make important decisions
,

· In time, international organizations would forget their goals in BiH. Opinion can be made that they were the goal for themselves, creating the structure most suitable for them. The question «how to make the best for BiH» was replaced with a question «how to make the best use for myself»,

· «Carrot and stick» strategy was used as a model of cooperation between international financial institutions (IMF and The World Bank) and local authorities, and in time, the carrot got smaller and stick predominated. That brought about an increase in frustration of local authorities that desired the least possible partnership in realization of joint projects,

· As a significant flaw, we can mention high project implementation costs, which would sometimes be as high as 50% to 60% of the total donation amounts. Also, without any effect on local development, many goods and services were acquired from the donor countries and those were reducing the value of aid by 25%
.

All these and other flaws of international community have resulted in «total absence of obvious improvement which would justify all the funds spent so far and have only increased the pressure which called for reduction in budgets and programs»
.

7. Flaws of local authorities – obstacles to development that need to be eliminated

Besides aforementioned flaws of international community, it is clear that the «local authorities are the most responsible for failure of international aid and support policies»
.  In the text, we would only like to outline some of them, which could be a serious obstacle and failure to future development. 

Huge and expensive administration 

The signing of the Dayton Peace Accords in Dayton, that is in Paris, in December, 1995 meant cessation of war and beginning of the process of repair and reconstruction of BiH. However, administrative solutions accepted by the peace agreement will later become one of the major obstacles in the entire process. Namely, the Dayton Peace Accords confirms the territory integrity of BiH as a state, but also legalizes two entities: Federation of BiH (which functions as a separate entity in which Bosnians and Croats occupy 51% of the territory) and Republic of Srpska (as the second entity, in which Serbs are a majority on 49% of the territory). With later arbitrary decision of the international community, the city of Brcko, which lies in the north of the country and has a strategic relevance for both entities, is given a «district» status. To complicate this situation even further, the Federation BiH was administratively split on ten cantons with relatively high administrative authorities, and then on municipalities as institutions of local authority, which exist in cantons and have relatively small administrative authorities. Created by the recipe of the international community, BiH today is a decentralized state with 14 parliaments, 14 governments, 10 governors, approximately 180 ministries and The Presidency composed of three members (one from each constitutive nation), which are rotated on a periodic basis on the position of the presiding. Besides this, international community appoints its' «high representative» for BiH as a protector or «ultimate authority» which enacts the decisions of the international community. This creates very complicated and expensive administrative structure in which we constantly see conflicts between global and local, between entities and the state, entities and the canton, canton and municipalities, with struggle of every single element trying to preserve their part in power or expand its' jurisdictions. In this way, creative energy, which should be directed towards development, is unnecessarily spent on settlement of conflicts between interests. Such structure is extremely expensive for a small country like BiH, and today represents a significant obstacle and obstruction to efforts aimed at sustainable development.

(Lack of) The rule of law 

Besides build up of institutions, return of refugees and economic reforms, the rule of law represents one of the four elementary tasks of international community in BiH. That understands establishment of efficient police, independent judicial system, efficient fight against corruption and protection of human rights on a broad basis. Also, the acceptance of BiH into the Council of Europe (in mid 2002) represents an important stimulus for the listed processes. Although on this plan, a significant funds and efforts have been invested «the results were, where they appeared, discouraging»
. The rule of law understands removal of incompetent or corrupted judges, elimination of influence of local and political authorities on all aspects of life, and placement of all participants of the market game into equal position. The rule of law will increase the trust among citizens into state and other authorities, and will promote justice and law as important principles, which will lead to creation of work energy, which will contribute to overall economic development.

Gray or black market 

When one looks at the employment rates, revenues of the population and consumer demands, one needs to bear in mind the effects of gray market, which significantly soften «the black tones of the above painted picture». For example, official unemployment rate is 41%. If the analysis encompasses the effects of «gray or black labor market», this rate declines and is around 25%
. Similar situation applies to revenues of the population which official statistics does not cover. The participation of the gray or black market in BiH economy is rather high. Studies conducted in RS found out that gray economy in 2000 has reached the figure of 51,2% of registered social product, that is, its' participation in the total economic activity amounts to 33,9%
. We believe that the degree of gray economy in Federation BiH is somewhat lower. Serious problem were also «porous» borders that enabled smuggling and import of goods without paying customs duties. So far, the borders and border crossings were controlled by the entity border services, which were linked to local and regional people of influence. Lately, establishment of institutions of state Border service, which now controls over 88% of state border, is solving this problem. Replacements of local border control by this state institution has significantly reduced the level of import of goods for the black market, and have increased the revenues from customs duties.

Besides some positive aspects, gray economy represents a serious problem for BiH economy. It keeps sharpening social inequalities through irregular distribution and enables a narrow part of the population to additionally increase their revenues, usually on the burden of those with lower income, thereby jeopardizing the functioning of legal economic system. In the period immediately after the war, the gray economy stimulated the dynamics of economic activities, but later started choking the legal economy and it represents an obstacle to economic development. With its negative effects it brings about the destruction of social and moral structure of society.

Corruption and «money laundry»

Although there are nor precise research in this area, it is general opinion that the level of corruption in BiH is rather high. It is present at all administrative levels and is manifested in part of state supplies, return of paid taxes and duties, appointments to government, extortion, bribery and all sorts of deceits. Corruption is widespread in the economy, mostly in state-owned enterprises and in their relations to private companies. It is also expressed in use of budgetary funds for financing of political parties, but also with use of funds for international aid
. Accusations for excessive use of authority, misuse of position is quite frequent. 

Besides corruption, great problem in BiH represents «money laundry». Numerous international experts have warned against «easy money laundry» in BiH
. Frauds that were discovered in four commercial banks imply us to believe that only in the first half of 2002, over 250 thousand US$ were «washed». Part of the explanation for such situation lies in the fact that the Law on money laundry in FBiH
, adopted in March 2000 has two shortcomings. First one defines «money laundry» not as a criminal offence but as an economic misbehavior with only financial penalties, and the second reason is that law does not stipulate siege of illegally acquired assets. Besides this, institutions that are dealing with that sort of criminal activities are still not adequately organized, trained or equipped with necessary means. All this threatens to jeopardize efforts put so far on stabilization of overall financial situation in the country and request decisive actions on their exposition and elimination.

Unfavorable business environment

Elimination of numerous administrative obstacles to business development represents a priority task. Complicated administrative procedures that make simple tasks such as registration of companies last months, with numerous (often unnecessary) forms, approvals and consonances, discourage local and foreign investors. Also the process of bankruptcy, or «bailing out of business» is extremely complicated and expensive. Tax system has been improved on several occasions in the past, but is still not at the level that can satisfy potential investors. Great number of taxes with high rates and complex accounting procedures complicate commercial business operations of companies. Although foreign companies do business following the same rules as local ones, which does not represent a sufficient stimulus for their massive presence in BiH. Efficient judicial procedures in the business sphere are not available yet, which unnecessarily prolongs the processing of economic offenses. Taxes and contributions on salaries are still high which reduces the competitiveness of local workers as compared with regional colleagues (especially Romania and Bulgaria). Many laws, decisions, regulations, and other accompanying legislation leave an impression of over-regulation and are reducing the chances of local and foreign investors to understand them and to get along with them. Some audit institutions are under direct political influence that creates a legal insecurity and demoralizes entrepreneurship. These are only some of the problems present in this area and they call for more elaborate engagement of local authorities with the goal of overcoming them.

8. Foundations of future development 

In the past period, in many areas, significant results have been accomplished, which can represent a solid basis for future development of BiH. In the text, we will mention only some of them. 

Financial system

Financial system in BiH in the period 1995 – 2001 was very simple, both by the number and type of financial institutions that were dealing with financial services. The foundation of monetary and financial system is the Central Bank of Bosnia and Herzegovina (CBBiH) and commercial banks in FBiH and RS. CBBiH was founded in August 1997, as a central institution for the entire BiH, whereas the currency of Bosnia and Herzegovina, convertible mark (KM) has been in use since June 1998. In mid 2002, two stock exchange offices started working (in Sarajevo and Banja Luka). The sale on these stock exchanges is rather modest.

Central bank and stable currency

Central Bank of Bosnia and Herzegovina maintains a monetary stability in accordance with the currency board arrangement (1 convertible Mark (KM) : 0,51129 Euro), which means that it issues a local currency with full coverage in available convertible foreign funds at a fixed exchange rate. Central Bank defines and controls enactment of BiH monetary policy, manages official foreign currency reserves realized through issuance of local currency, helps and supports payment and accounting systems. During period of 1997 – 2001, monetary policy, as defined by the Law on CBBiH and by its’ strategic plan, has been successfully applied and advanced. The most important results of such policy are the following:

· Continual maintenance of stability of KM as one of the key components in overall macro-economic trends;

· Maintenance of inflation rate at the level of 4% per year;

· Rigid application of the currency board arrangements, with emission of local currency exclusively with full coverage in available convertible foreign currencies;

· Establishment of banking operations standards in accordance with the praxis in developed market economies;

· Transfer of internal payment mechanisms from the state-owned Payment Bureau to commercial banks;

· Management of foreign reserves that CBBiH keeps with the goal of further investment of these funds into secure instruments with the best revenues;

As CBBiH does not provide loans to commercial banks, its’ credit policy is entirely based on the existing situation in the financial market, that is, in provision of loans for those activities which are able to make quick turnover of the received funds. As this can only (or mostly) be accomplished by trading and catering companies, other branches cannot adequately finance their working means, and especially technological modernization (replacement of fixed assets). That places those branches, with greatest number of employees before and after the war, in very difficult situation. The situation is somewhat eased by the existence of USAID and The World Bank mid-term credit lines, but those lines are still unfavorable for branches in which restructuring would last more than three years. 

BiH has accomplished excellent results as measured by the increase of monetary supply, foreign reserves and inflation rate (in 2001 inflation rate was 0,8%). To illustrate these results, we can use information on the growth rates of the following parameters in the period 1998 – 2001:

· Net foreign reserves of BiH were increased by 390%,

· Monetary supply (M1) was increased by over 500%,

· The average increase of retail prices was 4,5%


Public surveys
 have demonstrated that in 2001, CBBiH and its' leadership enjoy a high degree of confidence and trust among citizens. Over 77% of citizens believe in CBBiH, and over 75% believe in stability of Convertible Mark. 

Transformation of the internal payment mechanisms

The most important change in the financial system of BiH during 2001 was the reform of the system of internal payment mechanisms. From January 2001, internal payment mechanisms are conducted exclusively through commercial banks. The Payment Bureau has ceased to exist as a centralized state institution, responsible for tasks of internal payment mechanisms. Such radical change places BiH on the first place among all transition countries, judging from the speed of realization of this work. During 2000, necessary laws were adopted, which was crucial for creation of foundations for realization of this work. Of totally 49 commercial banks in BiH (December 2001), licenses for conduct of internal payment mechanisms were issued to 42 banks. All banks with licenses to conduct payment mechanism transactions are linked into a unique system through CBBiH. Transactions are done through two subsystems: subsystem of RTGS (real-time settlement) and subsystem of gyro clearing. 

Commercial banking

Basic characteristic of banking sector in BiH is great number of commercial banks as compared with economic potentials, modest credit potential due to low levels of founding capital and high risks, and adjustment of business standards with international standards. The process of adjustment of standards and strengthening of criteria, as well as liquidation of some state banks that were excessively burdened with collectable accounts, has influenced a reduction in the number of banks in BiH from 70 at the end of 1998, to 55 at the end of 1999 and 42 in June 2002. The Law on Banks, which increased the founding capital from 2,5 million KM to 5 million KM has been adopted in October 1998, subsequent changes increased minimal capital to 10 million KM, and later to 15 million KM by the end of 2002. The set of declarations that were designed with the goal of adjusting the standards with international banking standards has been adopted in December 1998. 

Positive trends in the banking system were noticed in the past few years, and are primarily reflected in significant increase of banking assets, increase of capital, deposits and approved loans. At the system level, an improvement of financial results has been accomplished, whereas in ownership structure of capital, foreign investors are taking the primacy.  

The tax system

Shortcomings of the tax system in BiH are numerous. The main objections would be that too much taxes are incurred on a too small basis, the tax system is burdensome, non-transparent and primitive, that there are too many taxes, which are too high and they are not adjusted at the level of BiH, which practically means that different tax systems are in force in different BiH entities (FBiH and RS)
. However, the reforms of the tax system and its' harmonization across BiH give us right to state that the tax system represents one of the foundations of the future development of BiH. Besides, preparations are conducted in BiH for introduction of modern tax system, which today represents a standard in the European Union – value added taxes (VAT). In accordance with the aforementioned tax system, taxes would be collected in every phase of sale process, which would enable more balanced and constant collection of revenues. That would enable introduction of the unique taxing system at the level of BiH as a unique economic entirety. The introduction of the aforementioned taxes is planned to occur by July 2003, although it is possible that it will be introduced before that deadline.

9. Islamic banking in Bosnia and Herzegovina

Present experiences

In the beginning of 2001, Bosnia Bank International (BBI), shareholding company, Sarajevo, has started its’ operations, as the only
 bank in Bosnia and Herzegovina, which operates on Islamic principles. The founding capital of the bank is: 47,5 million KM
, and its’ founders are Islamic Development Bank 45,46%, Dubai Islamic Bank 27,27% and Abu Dhabi Islamic Bank 27,27%. The founders want to profile the bank as a strong financial institution which will play a significant role in the development, not only BiH, but also the entire South-East European region. If the projections of its’ growth are realized, and if capital rises to its’ “authorized” limit (which is 300 million US$), then it will become the largest bank in BiH and one of the strongest banks in South-East Europe. Besides that, as viewed from the standpoint of BBI capital today, it represents one of the strongest banks, whose capital participates with 10,3% in the total capital of banking sector in BiH. After the period of initial adjustments, employment of personnel, and improvements of managerial structure, BBI is starting to develop its’ business activity on BiH market. 

The local Law on Banks, adopted under circumstances in which only conventional banks existed, does not respect specificities of Islamic interest-free model of business activities. However, the existing legislation does not create limitations for foundations or operations of Islamic Banks. In that regards, BBI has adjusted its’ basic goals to local conventional conditions and defined them as follows:

1. It will operate as an independent financial institution on BiH financial market, with all its' citizens, as well as with international financial markets, for its' account or the account of third parties, without interest rates.

2. It will take deposits, provide loans, invest and do other banking activities in country and abroad, in accordance with the law, international banking standards, rules of International Chamber of Commerce, which are in accordance with Shari[ah principles.

3. It will provide investment-banking activities directly or through financing or purchase of projects of other entities on fair grounds. By realization of this goal, the Bank will contribute in development of entrepreneurship and banking environment in Bosnia and Herzegovina.

4. It will establish and develop bridges for successful cooperation among local economic societies and banks with their traditional European and partners from Islamic countries (Countries that are members of the Organization of Islamic Conference), in the field of direct and portfolio financing of foreign trade and finances, banking and joint venture projects.

5. It will cooperate with other local or foreign banks, firms and organizations which accept the activities of the Bank and which can contribute to accomplishment of its' goals.

The Bank is obligated to undertake activities that are in accordance with the Law and business principles of Islamic banks (Shari[ah principles).

In Bosnian environment, where the entire banking system is based on traditional banking, the introduction of alternative business operations represents a challenge but also a pretty difficult task. This especially applies to relations between the Bank and its’ clients, but also with auditory and other state institutions which are “used” working only with conventional banking institutions (The Banking Agency provides control and supervision of banks, CBBiH, tax administration, etc.). There is no doubt there will be need for a great deal of patience and understanding on both sides, especially knowing that the existing Law on Banks does not respect the specificities of “interest-free” banking operations. On the other hand, the Bank will need to put a great effort explaining the specificities of its’ method of work, creating in that way an environment favorable for its’ market confirmation and good business position. Having in mind relatively modest knowledge from the area of Islamic economy, and Islamic banking in BiH, the Bank is expected to be a promoter of “new” banking concept. Its’ success, with Gods’ help, will represent a strong stimulus for foundation of other Islamic Banks, arrival of different Islamic financial institutions and investors from Islamic countries to the market, not only BiH market, but the entire South-East Europe market.

Chances of Islamic banking in Bosnia and Herzegovina

On the basis of analysis of present situation in BiH banking sector, actual needs for financial funds, and instruments of Islamic banking, we believe that BBI can find a good position in the segment of commercial-developmental banking. The existing commercial banks in BiH are mostly oriented towards financing of working capital of local companies that are still relatively high for serious business-developmental projects. They also do not provide a high-quality support to local export companies in their approach to foreign markets. In that regards, BiH lacks a true commercial-developmental and export-import bank which can provide a high-quality banking service to its' clients. BBI can establish quality relations with countries of the Islamic world both in the approach of our companies at their markets and approach of Islamic companies to our market, market of South-East Europe and European Union. We see an additional advantage in the fact that one of the founders is Islamic Development Bank, which is a leading development bank of the Islamic world. The experience of IsDB in realization of developmental projects for BBI and BiH can be of extreme importance.

10. Conclusion 

Irrational behavior of the international community was reflected in its' absence of will to prevent aggression on BiH. With such attitude, BiH has suffered an irreplaceable damage, whereas direct costs for the international community were estimated at 81 to 92 billion US$. The effects of huge foreign aid in all aspects of peace-keeping process, reparation of the consequences of aggression, reconstruction and development were not commensurate to invested funds. The costs for international community were extremely high, and the effects on BiH development, as compared with the funds invested, were dismal. In other words, this aid has not prepared a country for a sustainable development. In spite of triple transition through which Bosnian society is going through, the weakest results were accomplished in the segment of change in consciousness and ways of thinking of leaders and population as the key element for transition from dependable to sustainable development. The causes for such situation need to be sought for in flaws, both the ones made by international community as well as those of local authorities. Maybe it is too late to correct the mistakes made by the international community, but we have to try correcting our flaws. These flaws are reflected in huge and expensive administration, system in which the rule of law does not exist, the existence of the gray or black market, indecisive struggle against corruption and money laundry, and the absence of business environment for local and foreign investors. 

Islamic banking, with newly established BBI – Bosnia Bank International, SC, Sarajevo, which operates on the principles of interest – free model, represents an integral and stabilizing part of the financial system of BiH. We believe that BBI can build its' market position in BiH and in the region of South East Europe, by filling in the gap that exists between the need for capital that exists among companies, and which would be used for developmental and export – import purposes, and local commercial banks that are providing funds in the form of very unfavorable loans, guided mostly by their desire for short-term accumulation of capital.

At the end, the most important results of post-war development are accomplished in the financial sphere, for which we can easily say it is the foundation of future development of BiH. The importance of this segment is outlined in the study of the president of IsDB, Dr. Ahmad Mohamed Ali, where he says: «Financial stability is an important prerequisite for sustained economic growth and social development»
. We believe that through focusing its' efforts on stabilization of financial sector, BiH is placing a good foundations for its' future stable and sustainable development, in spite of all the problems that its' coming across.
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