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ACRONYMS AND TERMS

UNCTALx United Nations Conference on Trade and Developmeas estabBhed in1964 as a
permanent intergovernmental bodyt is the principabrganof the United Nation&eneralAssembly
dealing with trade investmentand development TKS 2 NHI Yy A &I ( A gakinie tie2 | f
trade, investmentand development opportunitie of developing countrieand assist them in their
efforts tointegrate into the world economgn an equitable basis

OECILy, Organisation for Economic @peration and Developmenwas establishedn 14 December
1960. 1t originated as theDrganisationfor European EconomicCooperation¢ OEESestablishedin
1948to help realiseand adminiser the Marshall Plan ofReconstrudion of Europeafter the World
War Il Later, its membershigvas extended to nofieuropearcountries and in1961it was reformed
into the Organisationfor Economic Coperation and DevelopmentAims achieve the highest
economic growthand employment raise standard of living in member countries while maintaining
financial balance contribute to the developmentof the world economy contribute to sound
economicexpansion in memberand nor-membersin the proces of theireconomicdevelopment
contribute to the expansion of worlttade on amultilateral non-discriminatory basisn accordance
with internationalobligations

WB ¢ The World Bakis aninternational organisation establishedin December1945, responsible
for providing financeandadvice to countriesn order to inceaseeconomicdevelopmentandreduce
poverty, andto protect internationalinvestmens. The headquarters are located Washingtonand
local offices exist ithi24 countries

IFCq International Finance Corporatiomemberof the World Bank Group
MIGACc Multilateral Investment Guarantee Agency

WTOc¢ World Trade Organizatiois aninternationalmultilateral organisationconceived to supervise
and liberalise international trade. The Organisationoriginated onl Januaryl995as a successor to
the General Agreement on Tariffs and Trag&ATT signed in1947 and still in force almost five
decades as a de fachoternationalorganisation

CEFTA Central European Free Trade Agreemisrdtrade agreementbetweenAlbanig Bosnia and
HerzegovinaMacedonia Moldova Serbiaand Montenegra Its former membersare Poland Czech
Republi¢ Slovakia Slovenia Hungaryand Croatiawhich have becomenembersof the European
Union

EFTA; European Free Trade Associatioomprisinglceland LiechtensteinNorwayand Switzerland

USAID¢ United States Agency for International Developméstan international development
agencyestablishedin 1961to provide assistance tmternational humanitaran organisatios and
coordinate economicand socialdevelopmentof other nations

GlZ ¢ German Society for International Cooperatiofierman: Deutsche Gesellschaft fir
Internationale Zusammenarbeit).

EPE EuropearExpertise Centre

SEE; South EasEuropeis a geographicalnd gegoolitical part of Europelocated in the eastern part
of the BalkansPeninsulaand on the coast of the Black SeEhis term is sometimes identified with
the Balkans which isnly a geographicalerm. The following seven states are mogbmmonly
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included in South Eadturope Albanig Bosnia and Herzegovin8ulgaria Macedonia Romania
Serbiaand Montenegra

NALED; NationalAlliance forLocal Economic DevelopmenSerbia

World Investment Report, UNCTAR Report by the United NationsConference on Trade and
Developmeniabout investmentsn the world(published once yea).

APIRBanjaLukag Agencyfor Intermediary ITandFinanciaServices
PKRS, Republic of Srpskahambe of Commerce
IRBRS Republic of SrpsKavestment Development Bank

GDP¢ gross domestic productGross domestic produds a result of production of goodand
serviceshy residents of theRepublic of Srpskeerritory. The main ategories in determinig the

gross domestic producare: grossvalue of output, intermediate consumptionand gross value

added which includes compensation for employe@®t taxeson productionand grossoperating

surplus/ mixed income Gross domestic produt market pricegepresents a sum of values added

by activity adjusted byfinancial intermediaion services(FISIM),less subsidiesand plus tax on
products Real gross domestic producis an indicator of the level and dynamics @fonomic
developmentwhich illustrateseconomic growth betweendifferent periods eliminating the impact
ofchangeinprices YR Al A& LINBaSyGdSR Ay LINB@A2dza &SI NDa

GCl ¢ Global Competitivenessindex is an indexof competitivenessof countries The index is
published once a year ithe World Economic Foru@a LJdzo The GlobalAChiyipetitiveness
Report.

Gll¢ Global Innovationndex
p/c ¢ per capita.

PPP¢ publicprivate partnership a form of cooperation between the publicand private sector,
implemented bypooling resources capital and professional knowledgen order to meet public
needs

SME¢ small and mediumsized enterprise®r companies other legal entitiesand entrepreneurs
which employ fewer thar250 workerson average per yeaare independent in their operatioand
generde total annualrevenue lower than BAN,000,0000r have thevalueof business assets of up
to BAM4,000,000

PUR S Republic of SrpskBax Administration

SWOT¢ is an acronym made up of four English wor@rengths; Weaknesses; Opportunities;
Threats. SVW@Tanalysisdentifies strengths weaknessesopportunitiesand threats for the purpose
of maximizing strengths minimiang weaknessestaking advantage obpportunities and avoidng
threatsor redudngtheir impact

Foreigninvestment ¢ is aninvestmentby a nonresident in a new or existing company in money
kind andrights.

Greenfieldinvestmentsg investmentsfrom the ground up creating a brand nemdustrial company

Brownfield investmentsg investmentsin an existingcompany
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1. INTRODUCTION

Foreign investmentsplay a significant role in theconomic development of developing and
transition countries since they enable an additionaource of capital under the conditions of
insufficient domestic accumulation They also enable the transfer of technologies and
entrepreneurialskills andthus affectthe growth ofcompetitivenessf the overalleconomy Under
the conditions ofinsufficientdomesticinvestmens, foreign investmentsncreaseemploymentof all
availableresources, their more efficent use and growth of productivity as well as more efficient
involvement of theeconomyinto globalflows of theworld economy

Changest the globaland regionalscales(oil price declineproblens relakd to Ukraine sandions
againstRussiaproblems related to the construction of the Southern Streawolatility of exchange
rates floods that happened in the regiprrefugee crisisand more @mplicated situations at
geopolitcal leve) have caused uncertaintsit the global level, which is reflected ats in constant
change in the estimates of GDP growth rate trendand foreign investmenttrends by the most
relevantworld financialorganisatiors. Suchtrends caused caution wittioreigninvestors, which has
resulted in a decliningvolume of foreign invesments With confidence restoration foreign
investmentswill also gradually grow

According to theWorld Investment Report 20150tal foreign investmentsn the world in2014
amounted toUS$1,230billion, down by16%from 2013.Developed countriesegisered a declinef

28%,while transition countriessaw adeclinein the amount 0f52%,which indicates thahegative
trendsin the global economyhave reflected the most otransition countries Suchtendences are
expected since transition countriesare nostly smalland open economies and therefore most
sensitive to thetrendsin the global economyUNCTAD Investment Trends Monitoof 20 January
2016 states that furtherdeclinein foreign investmentds expected in 2016 due to fragility tife

globaleconomy; volatility of globalfinancialmarkets, weak aggregatedemand growth deceleration
at some very large newarkets, andelevatedgeaolitical risks andregionaltensions

In sectoral terms foreign investmentsin the global services sector are growing faster than
investments ilfanufacturing The largesamountof foreign investmentsre thosein the extractive
industry and communications Renewableenergy is the sector of fastestgrowth of demand for
foreign investmentsn Europe

According to the d@a of the Central Bank of BiH, foreigmvestmentsin the Republic of Srpska
amount to BAM 379.1 milliom 2014, up from 2013when BAM152.6 million were generatedin
foreign investments

If we analyse the results éreign investmentsn the Republic o8rpskaby sector, we can ascertain
that efficiencyseekinginvestmens are present to a limited extenparticularly relative to the
region New efficiencyseekinggreenfieldinvestmentsand quality brownfield investments which
represent the fastest and cheapest way of investment implementatiobecause they are
implemented in the already existincgavailable production capacities (with all necessary
infrastructure), most commonly have the largest effecton the economicpolicy goals and relate
primarily to the economicrecoveryand new economicgrowth and employment The Republic of
Srpskashould increaseompetitivenessn attractingthe above forms oforeign investmentssince
suchinvestmens bring aboutjob creation strengthenexport performances enabke manufacturing
of productsof higher processing levednd therefore highemew valueadded strengthenvalue
chainsand involvement ofsmall and mediumsized enterprisesn the global value chainsbring



aboutthe transfer of technology entrepreneurshp andinnovationwhich increase productivifyand
therefore have a significant impact on GgMewth, economicdevelopmentand competitiveness

TheRepublic ofSrpskahas an advantage in thregectois which coincide with theegional demand
dynamicsand those are food processingagribusinesk textile sector, andwood processingectorg
particularly furniture manufacturing Attracting foreign investmentsto these sectois encourages
manufacturingwhich consequently increases tdevelopmentof the overal society.

The importanceof reviving investmens in the realsector and their impact on the economic
development are particularly emphasised by the European Commissiénd  fOrl industrial
renaissance in thEUafter the financialcrisis.

However in spte of theimportanceof foreign investmentsn manufacturing the Republic ofSrpska
should also strengthenattracting foreign investmentdo servicesand information-communication
technologes becausethe Republic of Srpskad A y @ anfth® §lob& ¥anonic flowsis almost
impossiblewithout a developedinformation-communicationtechnology sector. The Republic of
Srpska should pay particular attention to buildiggality knowledge and innovaton, because
knowledge and innovation representa basic factor of economicdevelopment Considering that
these activitiegequire a longerperiod, foreign investmentsn this sectorwould shorten that period
significantlyand at the same time enabl&ansferringentrepreneurialskills which are insufficiently
devebped The poces ofclustergation with the presencef foreign investmentsin segmentghat
are lackingfor an efficientinvolvementof smalt and mediumsized enterprisen the globalvalue
chains in a joint action with the scientific researatentres, would enable higher employmentof
young expertswhichwould reduce their outflonand make thecompaniesn the Republic of Srpska
more competitiveat the globalmarket

The Republic of Srpska should pay particular attentiotihécestablished investorsespeciallyunder
the conditions ofvolatility and uncertainty in the global economywhen foreign investorsare
decreasing theiactivities because reinvesting also anmportant factor of foreign investmentsand
an important source for longterm invegsing. The dobal reinvestmentrate is 7%, in developing
countries8%,in transition countriesl3% andit is much higher than idevelopedcountrieswhere it
amounts to 5%. The established investoralso represent aimportant factor in attracting foreign
investments because theare the promotors of thecountrieswhere theyinvesid.

By creating astimulative investment ambiangeeconomic reforms increasingknowledge and
innovation, clusteing the economy and increasng the volume of publicprivate parhership the
Republic ofSrpskacan become an attractivdestination forforeign investmentswhile at the same
time stimulatingdomesticinvestmenes.

1 Communication from the Commission to the European Parliament, the Council, the European Economic and
Social Committee and the Committee of the RegioR®r a European Industrial Renaissance, Brussels, 2014.



2. GLOBAIREGIONLAND REPUBLIC SRPSKFOREIGN INVESTMENTS

2.1. GlobalForeignnvestments
Totalglobalforeign investmentsn 2014 amounted to US$.,228billion, down by16%from 2013.

According toUNCTALstimates 2015 saw & increase irforeign investments at thgloballevel by
36% &bout USEL,700 billion) relative to 2014, which is the highest levalince the globakconomic
and financialcrisisof 200820092 The largestontribution to suchforeign investment trendén the
world was given by théleveloped countriegabout 55%)through a hike iimergersandacquisitions
which recorded B increaseof 61%year on yearDuring the same period,rgenfield investments
achieved anodestincreaseof 0.9%.

Tablel: Foreign direct investment flowia the world2012;2014 (n US$ billioh

World 1403 1467 1228 -16
Developed economies 679 697 499 -28
Europe 401 326 289 -11
EuropeanUnion 365 333 258 -23
North Ameria 209 301 146 -51
Developing economies 639 671 681 1
Africa 56 54 54 0
Latin Americaandthe Caribbean 178 186 159 -15
South America 144 126 121 -4
CentralAmerica 28 55 33 -40
Caribbean 6 5 5 0
Asiandeveloping economies 401 428 465 9
WesternAsia 48 45 43 -4
EastAsia 212 221 248 12
SouthAsia 32 36 41 14
Southeast Asia 108 126 133 6
Transition economies 85 100 48 -52

Source UNCTAD, Worldvestment Report 2015

It is evident from the above tabkbat the largesideclinein foreign investmentsn 2014 happened in
North Americatransition economiesind CentralAmerica

Concerningransition countries according to the available projectidngurther decline in foeign
investments is expecteédh 2015 However although a decline is expected at thgobal level,
estimates show that a mildncreasein foreign investmentshould happen itransition countriesn
2016and2017.

2 Considering that ata from the Global Investment Trends Monitor are based on estimates, we shall stick to
the analysis of the latest official data, published in the World Investment Repor2015

3UNCTAD, Global Investment Trends Monitor no 22 of 20 January 2016

4UNCTAM, World Investment Report 2015, New York and Geneva, 2015

4UNCTAD, World Investment Report 2015, New York and Geneva, 2015



According to the latesUNCTADsurveyof investment promotion agenes, the main objective of
investmentinitiativesare job creation followed by technologyransferand export promotion, while
the most important targesectois areinformationtechnologesandservicesfollowed by agriculture
and tourism.®

According to the aboveurvey developing andransition economies constitute half of th&4 most
interestingeconomies forforeign investmentsluring theperiodfrom 2014to 2016.

In analysinghe globalinvestment climateand factors with pcsitive and negativeimpacts onforeign
investment flowsin a mediumterm, the largestnumber ofthe surveyedransnational corporations
andinvestment promotion ageries deem thaforeign investment flowsvill be affected negatively
by the situation in theeconomes of theEuropeanUnion, as well as by the adoption @fusterity
policy measures rising trade protedionism and sovereign debtissues Gobal foreign investment
flows will suffernegativeimpact also from terroristhreats or investingrestrictions and adoption of
the appropriate measuresalthough investmentliberalisationand promotion are still dominating
nationalinvestmentpolicies

C2NBAIY hograistpcoreadngylotdtinvestment climatehas ledto a large number of

investois plaming to maintain the volumef foreign investmentsat the samdevel, looking from the
aspect ofshort and medium term Such expectedrends have also led to &hangein the way
investois enter foreign marketsThe largeshumber offoreigninvestois deemthat a special role in
the forthcoming periodconcerningoreign investmentswill be played bygreenfieldand brownfield

investmens as opposed tanergers and acquisitionshich dominated in 2014 About 45%o0f the

surveyedcompaniessaid thatbrownfieldinvestmentswould be ofparticular importancen 2015°

If we look at thesectoml structure of foreign investmentsn the world we can state that at the
globallevelin 2014relativeto 2013 investments in the primary sectgrew by41.8% investmens
in manufacturingby 13.7% and investmens in servicesdropped by 15.4% Thosetrends are
presented in the followingable:

Table2: Greenfieldinvestmensvalueby sectorin the world 20092014, in US$ million

Sector 2009 2010 2011 2012 2013 2014

Primary 121839 60584 75636 27110 29889 42390
Manufacturing 377578 432589 448285 285629 274874 312414
Services 474318 331654 355508 318019 402615 340773
Total 973735 824827 879429 630757 707378 695577

Source UNCTAPWorld Investment &ort 2015

5World Investment Report 2014, UNCTAD, New York and Geneva, 2014
8 UNCTAD, World Investment Prospects Survey @185, UN, Newofk and Geneva, 2013



Chart1: Sectos with the highestdemanddynamicsfrom the aspect oforeign investmentsn the
world by number of projects
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Chart3: Sectos withthe largestcapitalinvestmens (in US$ millioh
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From an aalyss of themotives of foreign investors when selecting thesite it can be concluded
that more than45%of foreign investmentsare motivated by access to domestitarket, and one
third by the proximity to market®r customers Anotherimportant motive for foreign investment
site selectionis regulationsi.e. business ambian¢@0.6%9 andskilled workforceavailability(17.799

Table3: Company mtiveswhen selecting foreign investmesite

Number of

Motive projects % of projects
Domesticmarket growth potential 840 454
Proximity to marketsor customers 611 33
Regulatdong/ business climate 380 20.6
Skilled workforce availability 328 17.7
Infrastructure and logistics 158 8.5
Industry cluster criticalmass 119 6.4
Attractivenesg quality of life 89 48
Investment promotion agencyr governmentsupport 75 4
Technologyand innovation 57 3.1
Lower costs 47 2.5
Other motive 194 105

SourcefDI Report 2014, DI Markets



The Republic ofSrpskahas a smalimarket and therefore also smallomestic marketgrowth
potentials howevera largeadvantageof the Republic of Srpskia itsgeographicaposition, because
it is located at the intersection afest-eastroadsandit borders withEUcountries

The poces of site selection seen throughinvestoQ &yes facilitates priority setting forpolicy
measures that need to be undertakeMIGA (Multilateral InvestmentGuarantee Agencyhas
elaborated a matrix fosite selectionand a checklist of sectocompetitivenesgolides whichcover
groups of motivesand individual motives and theirimportance for business servicesector and
manufacturing industry sector. Each factor marked criticaly important necessarily requires
conducting apolicy adequacytest and based on the resultddentifying where changes need to be
made

Table4: Siteselection matrixand sectorcompetitivenessolicy checklt

Access toustomers Limited Critical
Market access Access to suppliers Important Veryimportant
Durationandcosts of shipping Important Veryimportant
Tradeagreemens Veryimportant Veryimportant
Labour force; general Limited Critical
Skilledlabourforce Limited Critical
Technicahspect Important Veryimportant
Management Critical Veryimportant
Costs Important Veryimportant
Labourmarket E{lr;ge benefitgsodal welfare Important Veryimportant
availability
Productivity growth rate Critical Critical
Labour relation&unionisation Limited Veryimportant
?e?gglg;ﬁr;i termination) Important Important
Demograhy Limited Important

Number ofuniversity graduges
Technicalvocational training

Languageskills

Veryimportant
Important

Critical

Veryimportant
Veryimportant

Important



Avalilabilityof land Limited Critical

Availabilityof buildinggspaces Critical Veryimportant
SR e Real estate cstsandtaxes Important Important
Spatial planningnd permits Important Veryimportant
Ownershiprights Limited Important
Reliable supply with electricity Veryimportant ”
. . .y Critical
fuel, gas industiial water (electricity)
Reliabiliy of I Critical Veryimportant
telecommunicatiors
Costs of utilities Limited Veryimportant
Infrastructure Costs otelecommunicatiors Veryimportant Limited
Integrity of datatransfer Veryimportant Important
Qualityof roads Veryimportant Critical
Rallwayz;nd arcargo Limited Veryimportant
connections
Commercial air connections Critical Veryimportant
Stapé socialand political Veryimportant Critical
environment
Investorprotection Veryimportant Critical
Ease of doingusiness Veryimportant Veryimportant
Level of corruption Veryimportant Veryimportant
General business
conditions Intellectual property protection Critical Important
Grantsandincentives Important Important
Taxesandregime predictability ~Critical Veryimportant
Localavailability offunding Important Limited
Expert|§e O Veryimportant Veryimportant
promotion agency
. " Costs of livin Veryimportant Veryimportant
Living conditions Ving yimp yimp
Crimeandsafety Critical Veryimportant



Health care Critical Importart

Expatriate housing Critical Important
Internationalschools Critical Important
Culture sportandrecreation Veryimportant Important

When analysinghe motives for investment imanufacturingindustry, it is obviousfrom the above
table that the following factors are the most important fdoreign investorsaccess to customers
labour forceq general skilledlabour rce, productivity ¢ growth rate availabilityof land reliable
supply with electricity fuel, gasand industiial water, quality of roads stabk socialand political
environmentandinvestorprotection.

Whenanalysy 3 F 2 NB A JnfotivesyfadiBvasing MIbuiness services sector, the following
factorsare the most importantmanagementproductivity ¢ growth rate languageskills, availability

of buildings (space}, reliability of telecommunicatiors, commercial air connectiongntellectual
property protection taxes crime and safety, health care expatriate housingand international
schools

According to a survey of foreignvestment promotion agernies, it is estimaked that the largest
volume of foreign investmentscame from China from 2013 to 2013mong the developed
countries the largestforeign investmentsare from the USAGermany United KingdomNorthern
Ireland Jaan and France and among thaeleveloping countriefrom Indig Republicof Korea Russia
andUnited Arab Emirates

2.2. RegionaForeignnvestments; South EadEurope

Foreign investmentén transition countriesin South EasEuropein 2014amounted to US$,698
million, amild decline compared t@013when thevolumeof foreign investment flowsmounted to
US$4,740million.

Foreign investment flows South EasEuropeduring theperiod from 2008to 2014are given in the
following table

Table5: South East Europe foreigmvestment flowsrom 2008to 2014 (n US$ milliop

Bosnia and 1,002 250 406 496 351 283 564
Herzegovina

Serbia 2,955 2,896 1,686 4,932 1,299 2,053 1,996
Montenegro 960 1,527 760 558 620 447 497
Macedonia 586 201 213 479 143 335 348
Albania 974 996 1,051 876 855 1,266 1,093
Slovenia 1,947 -476 105 1,087 339 -144 1,564
Croatia 5,938 3,077 1,133 1,682 1,451 955 3451
Romania 13,909 4,665 3,041 2,363 3,199 3,602 3,234
Bulgaria 9,855 3,385 1,525 1,849 1,467 1,920 1,710

Source UNCTR, World Investment Report 2015



From theabove tablet is obvioughat almost nocountryreached thdevelof foreign investment®f
before the outbreak of theglobal financial criss in 2008. A significantincreasein the volume of
foreign investmentsn 2014compared t02013 was achieved hyBosnia and Herzegovin&roatia
and SloveniaMontenegroand Macedoniaachievedmild increags, while Serbia Albania Romania
andBulgariadropped

Chart4: Annualforeign investmentinflow in South EasEuropecountries(in US$ millionin
current pricesandat current exchange raje

6000
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1000 I I
I il L » I

2011 2012 2013
Source UNCTAD, 1April2016

Table6: Sectors wth the highest demand dynamidsem the aspect offirect foreigninvestmentsin
South EasEurope2011- 2015*

Sector No of New jobs average Capital investments
projects average(USDm)
Textiles 195 134 8.70
Food and tobacco 120 212 22.40
Consumeproducts 60 158 38.00
Automotive parts 54 506 26.20
Alternative renewableenergy 52 102 16830
Financiakervices 51 48 28.20
Transporation 46 63 28.80
Industrial machinery, equipment 45 114 12.50
and tools
Business services 43 45 7.30
Pharmaceuticagector 43 48 6.00
Other sectors 369 243 56.70
Total 1,078 183 38.70

Source fDi Intelligence The Financial Times Ltd
*dataconcernAlbaniag BiH Croatig Macedonia Montenegroand Serbia
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Chart5: Foreign investment flowin South East Euro#011-2015by job creation

New jobs (average)

Pharmaceutical sectd
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Alternative/renewable
energy

Source fDi Intelligence The Financial Times Ltd

Considering thathe strategic objectiveof the Republic of Srpski to increaseemployment and
that from thechartabove it is obvious that new jobs are created the most in the guatds sector, it
would be needed t@mnaly® this sector in particulato find the modek of itsdevelopmentand to
promote it in order to attractforeign investmentsbecausethe Republicof Srpskehas atechnical
culture, which developed throughrmsmanufacturingsince the prewar 80s of the last century

If we look atforeign investmentdn South East Europey number of projectdn the 20122015
period, we can state thathe largestnumber of projects was implementedn Serbia(402) and
Croatia(170),and thelowest in Albania(26) and Montenegro (27). During the same periqdL05
projects were implementeih BiH

Chart6: Totalnumber offoreign investmeniprojects by countryof South EasEurope2012
2015
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Source FDI MarketsApril 2016

In sectoral termsthe sectors of textileand food and tobacco received the mdsteign
investments looking from the aspect afumber ofprojects.
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Chart 7: Sectoraloverview of foreign investmentsn South EasEuropecountries by number of
projects
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Source FDI marketsApril 2016

The largestapital investmentsvere implemented in thesectorof alternative renewableenergy in
the amount ofUS$168.3 million - average

2.3. Republic of Srpskeoreignnvestments
According to the data of the Central Bank of BiH, t@aedign investmets in the Republic of Srpska
as of31 December2014,amountto BAM4,158.1 million’.

Table7: Republic of Srpska foreigmvestment2006¢2014, in BAM million

2006 133.1 3.27
2007 1,952.5 47.96
2008 302.1 7.42
2009 170.4 4.19
2010 205.1 5.04
2011 3725 9.15
2012 4036 9.91
2013 1526 3.75
2014 3791 9.31

SourceBiHMinistry of Foreign Trade and Economic Relatiand Central Bankf BiH

7 Data about direct foreign investments in the Republic of Srpska are monitored by means of several
instruments, each of them different in its nature and calendar of publication. Data of the Central Bank of BiH
relate to the flows andstock of foreign capital during given period, all in line with the methodological
standards and instructions of the International Monetary Fund (IMF) and Organisation for Economic Co
operation and Development (OECD). Data of commercial courts and ARJ&sack on formal registration of
foreign companies and their initial capital witklevantcourts, where it is estimated that they indicate the
levels lower than the real amounts of investment.

8 Data of commercialaurts of the Republic of Srpska
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From2006to 2014 foreign investmentsvere the largest ir2007in total amountof BAM1.95 billion
andincludedinvestmens in

- Tel&komunkacije Republike Srpsle BanjaLukag BAM1.27 billion (Serbig,

- Brod Oil Refinerg BAM328.9 million (Russia,

- a2 RNRAR G| hgBAM1GEMHlighSRUEsi

- EFTGroupStanari Mine and Thermal Power Pl&#&M208.5 million (United Kingdonf?.

Officialdata of the Central Bankf BiHabout foreign investmentsn the Republic of SrpsKar the
entire 2015will be availablein Septembel016

2.3.1. SectoralStructure ofForeign Investments in tHeepublic of Srpska
Analyss of sectoralstructure of foreign investmentds of exceptionaimportance because it not
only gives a layout ahvestment by sector but also embleseconomic policy makers to conceive a
policy to attract foreign investmentsto the sectos important for the fulfilment of economic
development objectives based on those data

Thefollowing tablegives aroverviewof registeredforeign investmentsn the Republic of Srpskay
sector activity (in accordance witlthe old activity classificatignfrom 1 January2006to 30 June
2010.

Table8: Republic of Srpska registerdéareign investmentdfrom 2006 to June2010 by sector(old
adivity classificatiop¢ in BAMthousand

January2006¢ June 2010 Share %
Telecommunications 1,279507 50.34
Manufacturing 807,015 31.75
Trade 222929 8.77
Banking 176,703 6.95
Services 16,439 0.65
Insurance 14,057 0.55
Transport 6,105 0.24
Tourism 4,171 0.16
Finance 2,523 0.10
Other investments(up to BAM100,000 14,081 0.55
Decrease in apital -1,956 -0.08
TOTAL 2541574 100

Source Republic of SrpsKelinistry of Economic Relations and Regional @oafion usng the data
of BiHMinistry of Foreign Trade and Economic Relations

From the table it is obvious thatthe largest portion of foreign investmentsare those in
telecommunicationsin the amount ofBAM 1.27 billion or 50.34%,mainly related to privatisation.

13



Industry sector takeshie next share in investments by swgh BAM 807 million or 31.75%, while
investmens intrade sector are ranked third witl222.9 million or 8.77%,the fourth largestshare is
in the bankingsectorwith BAM176.7 million or 6.95% (nosty relatedto privatisatior), and services
are ranked at the fifth position witii6.4 million or 0.65%. Foreign investmentsn privatisation
usually come due to the type abmpanybeingprivatised (demandfor resources, markets strategic
asset9 regardless of thequality of businessenvironment This is not about @ompetitive foreign
investment but rather aboutmarketseekingforeign investmentswvhich do not bringsignificant
spillovers

Considering that new activity classificatiowasadopted sectoral datasince2011 were processed
separately(in accordance withithe new activityclassificatiof. Commercial courtsare used a a
sourceof data for this analysis since they are the soleourcewhich enablesnonitoring sectoral
structure of foreign investmentgalthough it isestimated thatreal investmens are much highemas
supported also byentral Banklatafor the Republic of SrpskBAM205millionin 2010 BAM372.5
millionin 2011 BAM403.6 millionin 2012 andBAM152.6 millionin 2013 and BAM379.1 millionin
2014).

Table 9: Republic of Srpska registerddreign investmentsby sectofactivity 2011¢2015 (new
activity classification¢ in BAMthousand

Total %

2011 2012 2013 2014 2015 2011¢ share
2015

Mining and quarrying 906 68060 88317 106278 8,971 272532 5134

Trade 41,730 19,603 535 42156 203 104,227 19.63

Manufacturing

, 17,278 905 26,238 -1,958 24,105 66,568 1254
industry

Construction 17,230 2,546 2,690 1,090 3,210 26,766 5.04

Hectricity, gas steam
and air conditioning

. 5,342 3,379 9,809 1 -255 18,276 3.44
generation and
supply
Information and
. 613 1,783 11,076 398 36 13,906 2.62
communication
15198 -1,777 31,380 -34,161 10,640 2.00

Financialand
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insuranceactivities

Agriculture, forestry

_ 2,120 614 756 8 4,984 8,482 1.60
andfishing

Arts, entertainment

i 1,030 1,525 258 2,813 0.53
andrecreation

Water supply

sewerage waste

managementand 18 872 1,057 1 199 2,147 0.40
environment

remediation

Professional
scientificand 965 52 175 221 149 1,562 0.29
technicalactivities

Accommodationand
food preparingand 021
servingactivities, 63 6 15 1 1,009 1,094 '
hotel, restaurantand
catering services
Real estateactivities 6,072 -4,995 1 3 1,081 0.20
Transporttion and

P 3 678 2 135 637 012
storage 89
Administrative
supportandservice 206 30 4 4 3 247 0.05
activities
Education 2 1 0.2 3 0.00
Health c_are_ and socia 1 1 0.00
work activities
DT EEREE 2 -100 98  -001
activities
TOTAL 101,675 102826 136609 180971 8,803 530884 100.00

Sourcecommercial courtsf the Republic of Srpskand APIF

Looking gneraly, after exclusion ofrade, miningand construction it is evident that there is a&ery
low level of investmentby edablishing newcompanies(greenfield)aimed at achievingfficiency
Investmensin the Republic of Srpskeere implemented for the most part for the purpose of access
to market and resources Market-seeking foreigrninvestmentswere implemented in thesecbrs of
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telecommunicatiors, trade and construction while resourceseeking investmens were
implemented in mining ad mineralexploitation, and real estate

In a timeof need forforeign investmentss drivers of private sectatevelopment a policyto attract
foreign investmentdbecomes the main challeng€onsidering thaemploymentgrowth is one of the
priority objectives of theeconomicpolicy and that investmens by establishing a neasompanyg
greenfieldinvestments as well avrownfieldinvestmentsmost commonlyhave thelargesteffect on
employment it is necessary toontinuoudy work onthe measure to attract such forms dbreign
investments In addition tothe directimpacton employment there are also indirecteffects such as
growth of demandfor domesticinput materialsfor production process In this casethe quality of
benefits for domestic economy will be determinedmong otherfactors by the policy of the
investmenthost country, the capacityof domesticsuppliers to produce inputnaterials of required
quality, as well asthe type of foreign investmentIn order to increase theeffect of growth of
demandcaused byforeign investmentsat the domesticmarket, it would be necessary tanaly®
exportandimport by individualproduct

The Republic of Srpska should strengthen its efforts to attract efficiency-seeking foreign
investments Efficiencyseeking foreigrinvestmentswill maximisethe effects of innovation which
can trigger a significanbhet economicbenefit The Republic ofSrpskashould focus on regional
dynamics of demand fdioreign investmentsn the way to better emphasisattracting efficiency
seekingforeign investmentsn order to maximise value addetalance of paymentshare,and
employment

Alsq in the shortterm and medium-term period, options and policy measures should be considered
to maximisethe advantage of those types oforeign investmentghat the Republic ofSrpskais
already attracting In that @mntext, removal of limitations in the regional value chainin seveal
sectors canbe a significant opportunityfor the Republic of Srpskaand that means strengthening
the componentsand links between value chainswhere priority should be assigned to creating
conditions for domesticcompaniesto remove weaknessesand overcome shortcomingsin cases
wherethat is difficult to achievespecific types of foreign investments shoblgl targeted in order to
strengthenvalue chainand increasevalue addedRegardingresourceseekinginvestments in the
Republic of Srpskahe key policy challenges that need to be removed are distributionf mining
and mineral exploitation revenueand increaseof links and transferred effects onlocaleconomy.
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2.3.2. GeographicaDrigin ofForeign Investmenis the Republic of Srpska
Tablel0: Geographicabrigin of Republic of Srpskiareign investment20072015¢ in BAM

thousand
TOTAL
No COUNTRY 2007 2008 2009 2010 2011 2012 2013 2014 2015 20072015
1. Serbia 1284740 59803 51551 19399 66019 18748 15058 -38084 5,619 1,482,853
2. Russia 517,985 445 32 16 7,847 1 12 526,338
United 760 2,069 2 2,005 125334 103641 1,602 235413
< Kingdom
4. Netherlands 7272 16371 1,017 6,265 360 761 103771 4,914 140731
5.  Slovenia 13206 78486 26,524 1,295 -12499 2,638 21,908 3,077 -335 134,300
6.  Austria 23359 58382 5,076 7826 6066 2449 165 29,901 -15,337 117,887
7.  Cyprus 2562 9961 4,866 306 2,858 2 61,646 423 7,743 90,367
8. ltaly 12,747 35830 12,867 150 2,389 114 572 5,000 1,923 71,592
9. Croatia 15072 17,467 6,794 1,642 278 319 109 941 1,130 43752
Cayman 43163 43,163
10.
Islands
11. Switzerland 9248 2,169 1,303 3 4191 100 3 69 17,086
12. USA 4417 1,397 990 3,054 281 2 -6 169 1 10,305
13. Liechtenstein 6,496 1,966 8,462
14. Virgin Islands 1,990 1,959 1,862 1,051 1 6,863
15. Montenegro 845 3945 1,533 2 -165 0,001 625 52 6,837
Czech 107 20 3384 798 936 01 -255 4,990
16. Republic
17. Germany 572 50 38 581 84 1,008 412 1,448 4,193
18. Slovakia 1,757 1,647 20 2 2 0,4 65 3,492
19. Lithuania 3,002 1 235 3,238
20. lIsrael 1,288 1,302 2 2 0,5 2,593
21. Panama 1,990 240 21 2,251
22. UAE 694 694 0,001 300 1,688
23. Turkey 100 2 4 2 1,530 1,638
24. Ukraine 1,333 4 1,337
25. Luxembourg 118 631 2 29338 568 2 -29341 1,318
26. France 379 121 512 4 9 4 33 1,062
27. Ireland 2 862 18 0,7 883
28. Dominca 700 700
29. Norway 100 319 25 8 1 126 579
30. Portugal 500 500
31. Spain 300 4 304
32. Australa 2 2 263 15 282
33. Poland 98 -59 0,5 176 50 265
34. China 73 28 48 33 7 33 222
35. Denmark 8,865 6,947 3 -16 67,357  -99,886 -16,730
36. Iceland 2 166 -2,082 -1,914
37. Other 8006 2110 2415 62 64 63 -333 7 143 12,537
38. TOTAL 1952485 302075 122309 53624 101,675 102826 136609 180971 8,803 2,961,377
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Source BiHMinistry of Foreign Trade and Economic Relati(#307%2009) companies withcapital
exceedind3AM100,000and commercial courtsf the Republic of Srpskand APIR2010;2015)°

Serbian mvestmentsaccount foralmost one half ototal investments(50.07%)and are dominated
by investmentsin telecommunications The second place is occupied by investmdnisn Russia
(17.77%),where these in Brod Oil Refinenanda 2 RNA 6 | h dah bew&dd Aay tBeNbBost
important. TheUnited Kingdomis ranked third7.94%),where investments in the EF$tanari Mine
and Thermal Power Plantin be singled out abe largestinvestment the Netherlandsoccupies the
fourth place(4.75%),trade sector, and Sloveniathe fifth (4.53%)with severalinvestmentprojects
(metalindustry, bankingandtrade).

2.3.3. RegionaDistribution of Foreign Investmentsthin the Republic of Srpska
Foreign investmentsiave asignificant impacon the economicdevelopmentof individual area®f
the Republic of Srpskavhich is why it is necessamyhere possible to guide foreign investments by
various measures in order to achieve balancegionaldevelopmentand reducedispropotions in
the developmentof individual areasf the Republic of Srpska

Tablell: Number ofnewly regstered companieswith a foreign investmenélementin the Republic

of Srpsk&010;2015
Shareof the number of newly
Number ofnewly registeredcomparies in given
No Municipality/ City municipality/ city relative to the total

registeredcompanies number ofnewly registered

companies(%

1  City of Banjd.uka 294 37.12
2 Cityof. A2St—AYI 88 1111
3 [F14GF OA 46 5.80
4 DNJ RAOT 42 5.30
5  City ofTrebinje 25 3.15
6 City ofL & ( Bdrafe0 22 2.77
7  City ofPrijedor 19 2.39
8  City ofDoboj 19 2.39
9  City ofZzvornik 19 2.39
10 Derventa 18 2.27
11 Brod 14 1.76
12  Prnjavor 14 1.76
13 NoviGrad 14 1.76
14 ¢Saft Ao 12 151
15 #+AOS3INIR 10 1.26
16 a2RNAG I 10 1.26
17 ~A LR @2 10 1.26
18 Kozarskdubica 9 113
19 Pale 9 1.13
20 . At SOl 9 1.13
21 ~FYIFO 7 0.88
22  Srbac 6 0.75

9 Note: total amounts of investments are higher according to other sources (Central Bank), but commercial
courts and APIF are the only sowscé data that provide investment overview by country of investor.
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23 2StAYyLlO 6 0.75
24  Petrovo 5 0.63
25 Sokolac 5 0.63
26  Kostajnica 5 0.63
27 C26 1| 5 0.63
28 Nevesinje 5 0.63
29 ! At SOA 4 0.50
30 Lopare 4 0.50
31 a NJ 2@r&dA o 4 0.50
32 Srebrenica 4 0.50
33 Kotorx I N2 O 4 0.50
34  Ljubinje 3 0.37
35 . SN] 23A06A 3 0.37
36 Rudo 3 0.37
37 Vlasenica 2 0.25
38 Braunac 2 0.25
39 aAfAOA 1 0.12
40 +dzl 2al @t —S 1 0.12
41  h OiLbka 1 0.12
42  Gacko 1 0.12
43 ¢ 0k NJ 1 0.12
44 21 2yA6S 1 0.12
45  Osmaci 1 0.12
46 S5 NAYAO 1 0.12
47 Yy SO0Sg2 1 0.12
48 KrupanaUni 1 0.12
49 Rogatica 1 0.12
50 @ Stanari 1 0.12
TOMRAL 792 100.00

Sourcecommercial courtsf the Republic of Srpskand APIF

Three local selfjovernment unitdn the Republic of Srpskagistered428 new companieg54 04%):

294 companieg37.12%)in the cityof Banp Lika, 88 companieg1111%)in the cty of . A 2&ahd A Y
46 companieq5.80%)in the municipality of I { .0rhe@inber ofnewly registereccompanieswith

a foreign investmentlement in the remainingt7 municipalifes and cities'® of the Republic of
Srpskas 364 (4595%).Thisindicatesthe needto diversify the distribution of foreign investmentsn

the Republic of Srpskahich wouldresult ina reduction of differences in the economigowth
among regions

Considering thaBanjaLukarepresents theeconomicand financialcentre of the Republic & Srpska
the largestnumber of the newly registeredcompanieswith a foreign investment elemenvas
related preciselyto this city.

0 Total number of local setfovernment units in the Rriblic of Srpska is 6§57 municipalities and seven
cities).
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3. FACTORATTRACTINBOREIGN INVESTMENTH HE REPUBLIC OF
SRPSKA

3.1. Competitivenessf the Republic of Srpska
One of the keyreform fields n the Republic of Srpsk&conomicPolicy2016is stableeconomic
growth, which will be achievedhrough recoveryof the economyand improvement of business
climateand competitiveness

Competitivenes®f a country represents the ability ofhe countryto employ itsavailableresources

in order to achievdongterm sustainableand stablegrowth, i.e. to achieve the highest possible GDP
growth rate and provide betterstandardfor its citizensCompetitivenessepresents aetof polides
institutions and factors which affect thgroductivity of acountry, where productivity represensthe
levelof progresghat acountrycan achieve

Increasng competitivenessof a country depends on darge number offactors, where, under the
conditions of globalisation O 2 dzy (condbdditivenessincrease is closely connected with the
O 2 dzy doMpeflitienessmprovementin attractingforeign investments

There arenumerous analy®s of factors that affectthe competitivenessf a country. We will single
out only some E.g.ananalysiof factors!! that affectthe competitivenesof acountryandimpact of
changein thesefactors on thelevelof foreign investmentsn that country'2 showed that, concerning
macroeconomic variables, importance lies with the four asfollows. unit labour costs tax rate
membershipin the EuropeanUnion and technologicalsuperioity. Unit labour costs are very
important, because acountry that has 60% higher unit labour costs will have lowdoreign
investmentsby 25%.If a country lowers its overall corporatincometax rate by 10% that will lead
to aforeign investmentgrowth by 30%. Taxrate lowering is adirect measurethat a government
can undertake to attracforeign investmentsin the last decadealmost allcountries of Eatern
Europehave done spand Macedonian corporate incomeax rateis being constantly lowered since
2008.TheRepublic ofSrpskahas done a lotn thisrespect because thecorporate incometax rate
amounts to 10%andit is one of the lowestnot only inthe region but also inthe whole ofEurope
Membershipin the EuropeanUnion has the strongest effect omttracting foreign investments
because a mere announcement thatauntry will obtain membershipin the EuropeanUnionleads
to foreign investmengrowth by 7%6.

In addition to that also otherfactorsare important When it comes tcstarting business, the most
important factor are the costs of starting a busine#fsacountrylowers the costs of starting business
by 11%o0f the per capitaincome, that will lead © foreign investmengrowth by40%.

Also in obtaining construction permitdhe most important factor are the costs of obtaining
construction permits

Lowering the costs gfroperty registrationby 3%of the propertyvalue will lead ta30 times higher
investments

In payingtaxes, the most important factor is the number of payments Foreign investorsare
discouragé by bureaucracyso acountry with 15 payments per yeafLithuanig will have 30%
higherforeign investmentshan acountrywith 68 payments(Montenegrg.

U o W2@ $2WA G y2P0A0> 91aS 2F 52Ay3 .dzaAySaa yR Ly@gSa
2The analysis covered 28 countries of Eastern Europe and Central Asia and foresgménts from OECD
countries.
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In trading across bordershe most importantfactorsare thenumber ofdocuments to export, so a
country with 9 documents toexport (Uzbekistai will have about 37%lower foreign investments
than acountrywith 7 documents(Lithuana).

In resolving insolvency indicatoithe recoveryrate is important A wuntry with a recovery rate of
10%will have 46% moréoreign investments

Infrastructure also represents atimportant factor in attracting foreign investmentsif a country
increa®s the percentage of paved roads 1§% this will lead ¢ foreign investmengrowth by10%
of the GDR(Macedonig.

The analysisalso showed thaexistence of annvestment promotion agencis not asimportant as
expected becausenvestorsare mostcommorly well acquainted with thesituationin the country.
The level of education according to theanalysis is also an irrkevant factor, because all the
observedcountries haverelatively welleducatd populdions, but knowledgequality represents an
important factor in attractingforeign investments

According to OECD experts, general conditions for attracting foreign investments i.e.
competitivenesof acountryin attractingforeign investmentsare:

1. Creatnga stabke macroeconomicambiancewith a clearlydefinedinvestmentpolicy
for presentation at foreigmarkets

2. Providng a safe flexible and non-discriminatory legal frameworlvhile simplifying
administrative procedues for company establishmeahdoperation

3. Availableresourcesncludingdevelopedinfrastructureand humanpotential.

Table 12: Republic of Srpska 20D14 macroeconomidndicators 2015 estimates and 2016

projectiors'®
PRODUQDN METHOD 2011 2012 2013 2014 2015 2016
GDPin BAM million¢ nominal 8682 8585 8,761 8847 8873 9135
Population¢ in million 143 143 143 142 142 142
GDPper capita inBAM 6,073 6,006 6,146 6,225 6,256 6,454
GDP%growth, nominal 44% -1.1% 21% 1.0% 03% 2.9%
GDP%growth, real 08% -11% 19% 02% 14% 2.4%
Inflation ¢ annud rate 3.9% 21% 0.0% -1.2% -1% 0.5%
Averagenet wagesin BAM 809 818 808 825 833 842
Import in BAM million 4578 4,488 4558 4946 4575 4,777
Import growth, % 13.0% -2% 1.6% 85% -7.5% 4.4%
Exportin BAM million 2561 2375 2604 2692 2613 2,744
Export gowth, % 176% -7.3% 9.7% 34% -29% 5.0%
Import exportratio, % 559% 529% 57.1% 544% 57.1% 57.4%
Unemployment rate% 245% 256% 27.0% 257% 252% 24.7%

SourceRepublic of Srpsktatistics Institutg2011-2014),Republic of SrpskaMy A a U NB 2 F CA Y |y
estimate(2015)and projection(2016)

TheWorld Economic Forumdeems that for esustainableeconomic growtht is necessary to achieve
sustainable competitiveness becausepolicy makers businesmen and citizens are increasingly
aware of the need for theeconomicgrowth to be balanced by creatingpportunitiesand benefits
for all segmens of population while observing environmental principes The ®cial and
environmentaldimensions ofeconomymust beexaminedin full in every growthrand development

13 Republic of Srpska Economic Policy 2016
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plan. Althoughlinks between productivity, socialdevelopmentand environmental requirements are
complex the Forumis continwusly exploring how sustainabilityelates to competitivenessand
economicperformances

Indicatorsof a country@ competitivenesdn attracting foreign investmentsare important not only
for foreign investorsbut also for themakers of policyto attract foreign investments becausetheir
comparisorwith those of theother countries in the regioenables analysng own achievementsas
well as identifyjng shortcomingsandfinding measuregso remove them

The ompetitivenessof the Republic of Srpsk&an be bestexamined through the following
indicators: GlobalCompetitivenes#ndex ease of doing busine@sdex invegment reformindexand
businesgisk(indexof economicfreedomandcredit rating).

3.1.1. GlobalCompetitivenesindex
The Global Competitivenesdndex is published by theNorld Economic Forum within the Global
Competitivenes&Report*®

The Global Competitivenessindex for the Republic of Srpskaan only beanalysed through the
Global Competitivenesdndex for BiH considering thatthere are no specificeports prepared for
the entities. It is possible thatindividual indicesare more favourable in case dhe Republic of
Srpska both in this report and in the others where the Republic of Srpska is ngiresented
separately

Tablel3: GlobalCompetitivenessndexfor South East Europepuntries20152016
Rank2015;2016 (otal 140

Country . Total score
countries)
Albania 93 3.9
Bulgaria 54 4.3
Montenegro 70 4.2
Croatia 77 4.1
Macedonia 60 4.3
Romania 53 4.3
Serbia 94 3.9

Source Global @mpetitiveness Report 201816

In the 201%52016report, BiH is raked111", with the total score 08.7. Considering thaBosnia and
Herzegovinavas not ranked in the previougport, it is not possible to determine or compare the
changein position ofBosnia and Herzegovitrathe Global Competitiveness Index rankiisg

¥World Economic Forum, The Global Competitiveness Reporic2016 Geneva.

15 TheGlobal Competitiveness Index comprises 12 pillars of competitiveness categorized in three groups: 1)
basic factors, 2) efficiency enhancing factors and 3) innovation and sophistication factors. The World Economic
Forum defines the Global Competitiveness Index as an index determined by a set of institutions, policy being
conducted and factors that defintbe level of productivity in a country. The Index can be also interpreted as

an indicator of probability of a country's ability to have a sustainable economic growth. The value of the Global
Competitiveness Index ranges from 1 to 7.
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In the2015;2016report, year on yeaprogressvas achieved biromanigup six placey Albania(up
four place$ and Macedonia(up three place} SerbiaandBulgarial SLIJGi G KS f I &,@dé SI NA Q
year on year deterioration in position was ackee byMontenegro(downthree places).

An analyss ofthe twelve pillars of competitivenessi.e. observing them as three groups fattors
(basicfactors efficiencyfactorsandinnovation and sophisticatiofactors), can identify thelevels of
developmen of individual countries, i.e. whether they arefactor-driven economies efficiency-
driven economies or innovatiedriven economies.

Tablel4: Twelvepillarsof competitivenessn South East Europsountries
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Albania 37 36 40 60 47 43 40 32 34 30 37 28 3.9
BiH 32 31 43 60 38 37 34 33 36 31 33 28 3.7
Bulgaria 34 40 49 60 45 44 42 40 49 39 36 31 4.3
Montenegro 39 40 46 62 46 43 42 43 43 22 36 33 4.2
Croatia 36 46 42 58 46 40 38 36 46 36 37 31 4.1
Macedonia 4.1 38 51 56 48 46 41 41 42 29 39 34 4.3
Romania 37 36 54 55 45 43 41 40 46 46 37 32 4.3
Serbia 32 39 36 59 43 37 37 32 45 37 31 29 39

Source Global Compéiveness Report 2052016

From the aalysisof data given in thetable it is obviousthat Bosnia and Herzegovireas the most
favourable indicators concerningbadc factors (rank 95 and score 4.2) which arekey for factor
(resource driven economies By efficiency factors, BiH is ranked 112" (score 3.5). The most
unfavourableimpact on competitivenesss that of theinnovation and sophisticatioriactors (rank
120 and score 3.0) which arekey for innovaton-driven economiesi.e. the factors which affect
significantly the increase of competitiveness of an econamyer modern conditionsThe ndicator
of higher educationand training is relatively highand a comparson with theinnovaton factors
implies tha knowledge quality is insufficient The impact of those two element affects also
technologicaleadinessandfinancialmarketdevelopment

An analysisof individual factors within the pillars of competitivenesdndicatesthe areas in which
changes are necessary in order for them to contribute more significantly to the improvement of
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competitivenesf BiH and thereby also ofhe Republic of Srpsk&onsidering thathe application
of new technologes and innovaions is the most important factor of improvement of
competitivenessand thatforeign investmentsare an important factor of technology transferit is
evident thatBiHis ranked135" when it comes @ foreign investmentand technologytransfer, and
1039 by availability of latest technolodes. This situation would improve significantly iindividual
factors of businesssophistication pillar would benhanced The poblem of innovation and its
stronger impact on competitivenessincreasewould improve ifeducational systemguality were
better, sinceBiHis at the 136 place by educational systequality. By capacityfor innovation BiHis
at the 134" place and closely connected with that is alsiee O 2 dzy GdP&ciy® retain talent
(136" place andto attract talent (137" place). By improving the abovtactors, BiHandthereby also
the Republic ofSrpskawould gradually move away from d&actor-driven economy become an
efficiency-driven economyand then aninnovaton-driveneconomy

The Global Sustaable Competitiveness Indeis the Global Competitivenesdndex adjusted for
social and environmental sustainability indicators The Global Competitivenessindex shows
competitivenessn a shortand medium term while the Global Sustainable Competitivendsslex
showscompetitivenessn a long term

TheGlobalCompetitivenes$ndexis adjustedoy means ofwo groups ofindicators:

1. socialsustainabilityindicators
- accesgo basic needg¢sanitation drinking waterand healthcarg),
- sensitivity to shock@émployment, informal economyandsocial safety neprotection),
- socialcohesion(Ginicoefficient!s, socialmobility andyouth unemploymenj.

2. environmental sustainabilitindicators

- environmental protection policy (environmental protection regulationsnumber of
ratified international agreemens on environmental protectionand biosphere
protection),

- use of renewable sources (agricultual water intensity forest coverchangeand fish
stock overexploitatioh

- environmental degradatioflevel of particulate matte concentration CO2ntensityand
quality of the naturalenvironmen).

3.1.2. Ease of Doing Business Index
The easeof doing business indeis published by the World Bankithin the report on theease of
doing businesgDoing Business Report}. represents animportant indicator to foreign investors
when selectig the site becausea countryQ &  ilglaffédtssignificantlyforeigninvestoQd RS OA &A 2y
The latest publishedeport monitors conditions for doing business in tta¢al of 189 countries The
ease of oing businessndex for the Republic of Srpskia not monitored specifically within this
report, rather, indicatorsare monitored forBosnia and Herzegovin@here conditions for doing

18 The Gini coefficiens the most commonly used measure of dispersion, and it is used as a measure of
inequality in income, inequality in wealth dispersion or distribution among individual social groups. Its value
ranges between 0 and 1, where a low Gini coefficient represequsl distribution of income or wealth, and a
high Gini coefficient represestinequal distribution.
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business in Sarajevo are takenraference indicatorg. In the 2015 reort, BiHis ranked79" by the
overall score

Considering thathe Reportshows data forl89 countries a comparison otflata with those for the

countriesin the vicinityenablesexamiring the competitive positiorof the country, i.e. segments can
be examned in which thecountry is better, and in which it is worse than the vicinjtgnd thus

identifying the areas in whiclchangesneed to be made in order for theountry to obtain a

competitive advantageagainst the vicinity and therefore become moreattractive for foreign

investments

Tablel5: Ease of doing businessSouth East Europeountries2015
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BiH 79 175 171 119 97 42 66 154 28 66 38
Serbia 59 65 139 63 73 59 81 143 23 73 50
Bulgaria 38 52 51 100 63 28 14 88 20 52 48
Montenegro 46 59 91 163 779 7 36 64 42 43 36
Croatia 40 83 129 66 60 70 29 38 1 10 59
Macedonia 12 2 10 45 50 42 14 7 26 26 37
Romania 37 45 105 133 64 7 57 55 1 34 46
Albania 97 58 189 162 107 42 8 142 37 96 42

Source Doing Business Report 2016

BiH Serbia Montenegroand Macedoniaare the countries that regstered improvement in their
positions in the overalranking list relative to the previousreport, as follows BiH up three

places Serbiaup 9, Montenegro up one and Macedoniaup two places Deterioration in

positions was achieved [Bulgariaby two placees Croatiaby one and Albaniaby 35 places

In addition to theglobal Doing Businesseport, the World Bank Groumlso preparedDoing
Businesseports for otherlevek for2009and 2011, whichcoveredalsoBanjaLukacompared to
SarajevoDuring2011, in addition to Skopje BanjaLukawas declared aeformer city among22
citiesin South East Europevhich was contributed to byeform proceses in the fields of dealing
with construction permitsandstarting a business

The eport monitors and measuresreforms that affect doing business Bmall and medium
sized enterprise¢SMB through ten fields starting a businessbtaining construction permits
getting electricity, registeiing property, getting credit protection of minority investors, paying
taxes trading across borderenforcing contractsresolving insolvency closing a busines3he

17 The latest DB2016 report revised the data and methodology used in the previous DB report, sar¢here
discrepancies in rankings.

25



report also monitors laboumarket regulationin those segments that are not included in the
aggregatandicators

BiHregistered a year on year decline in almoBtfizlds except the field of getting electricity
where it moved ugdl 2 places(from the 1315 to the 119" place) andenforcing contracts where it
moved up one placdfrom the 67" to the 66" place, while the position of trading across
borders remaind unchangedSuch a positiofindicatesthe changesthat need to be made in
almost all covered fieldén order to improve thecompetitivenes®f BiH and by that also thaof
the Republic of Srpska

Analysisof indicators by field is very important for dessonrmakers because itenables

examinationof progressor deterioration not only by yearbut also in comparison with the
countries in the vicinity and by that provides guidelines as to tteegmens in which it is
necessary to makehangedn order to mprove thecompetitive positionof the country, and by

that also toincreasethe countryQ a I (i i NI @ieigdrivestantss T 2 NJ

The followingchart gives BiHindicatorsfor 2015:

Chart8: Ease of doing businessBiH2015
Starting a Business (175)

Resolving Insolvency (38)

Dealing with Construction Permits (171)

Enforcing Contracts (66) Getting Electricity (119)

Trading across Borders (28) Registering Property (97)

Paying Taxes (154) Getting Credit (42)

Protecting Minority Investors (66)

Source Doing Business Report 2016

If we analy® the field ofstarting a businessve can state thatBiH position in the ranking list
deterioratedby ten placegfrom the 165" place in2014to the 175" placein 2015.

The following table gives four segmens of starting a business fdiH countries in the vicinity
Europeand CentralAsia and OECD countries

Tablel6: Starting a business South East Europsountries(2015)

BiH 175 12.0 67.0 14.8 28.0
Serbia 65 6.0 120 6.6 0.0
Bulgaria 52 4.0 18.0 0.7 0.0
Montenegro 59 6.0 10.0 14 0.0
Croatia 83 7.0 12.0 3.3 26.6
Macedonia 2 1.0 1.0 0.1 0.0
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Romania 45 50 8.0 2.0 0.6

Albania 58 6.0 55 104 0.0
Europe and

CentralAsia 4.7 10.0 4.8 3.8
OECD 4.7 8.3 3.2 9.6

Source Doing Bisiness Report 2016

ThisBiHindicatorwas singled out in order to present also the fact that notrgtlorts monitor the
situation in entireBiH In case of théboing BusinesReport the situation is monitored only in one
city in the country, in the caseof BiHthat is Sarajevo The reality ofinvestmentsin the Republic of
Srpskan this area is more favourabl8tarting a businesgs BiHrequires12 proceduesand67 days
and the costsaamountto 14.8%of incomep/c. In the Republic of Srpskapon comgetion of the
business registration reform, starting a businesguires asignificantlylower number ofdays and
costs and time required to start a business have also been rednt@imum capitalcostsare BAM
1). The above indicates thimportanceof reforms in the area of starting businefisat have been
implemented by theRepublic ofSrpskalf only its own data were shownhé Republic ofSrpska
would be much better ranked.e. results of theeforms would show theeal situation of improve
busines environmentfor foreign investorsthan whendataare shown for the entir&iH

Out of the total of 189 countries by dealing with construction permits BiH is rankedl71%.
Obtaining aconstruction permitin BiHrequires15 proceduesand 179 days andthe costsamount
to 19.3%of the valueof the building The best ranked islacedonia where obtaining a construction
permit requires10 proceduesand 74 days and the costamountto 5.4%of buildingvalue Out of
all the countriesin the vicinity, the west ranked isAlbania(189" place). Concerningconstruction
permits, an evident improvement in ranking was achieve&bésgbia(up 39 place$. Serbiaadopted a
new Lawon Planning and Constructipwhose implementation started ot March 2014. The Law
enallesa jointprocedue of issue of construction permitn no more thar28 days

On 25 April 2013 he National Assemblpf the Republic of Srpskadopted the newLawon Spatial
Planning and Constructiprwhich simplified the actionsand procedures for permit obtaining
reduced the timesthe number ofstepsand documents required to obtain aonstruction permit
The newlaw hassignificantlychanged omabolishedeight formalities

Talking aboutgetting electricity, BiH is ranked119". The number of procecures for electricity
connection isB, and it takesl25days The waitingandfinal acceptance for external connection take
31ldays

The best ranked iBlacedonia(88),whereelectricity connection take$ proceduresand 97 days

Payingtaxes, i.e. tax polig/ in BiHis ranked154", where companies in BiH on average spend 420
hours on payingaxes On average, 45 tax payments are madamuallevel

3.1.3. Investment Reform Index
Creating a favourablimvestment ambiancés oflargeimportancefor attractingforeign investments
Theinvestmentreform index for thecountries of South EasEuropewas published ir2006 for the
first time, in an OECDpublication Since the publication of the issue, a significardgresshas been
achieved irreforming polidesandinstitutions which constitute a favourabEmbiancefor investing
The nvestmentreform index also shows theeforms that need to be implemented in various fields
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and which are ofundamentalimportancefor encouragement ofnvestments The conclusions and
recommendations obtained through amalysif the investmentreform index2016are'®;

1. Investmentpolicy and promotion - Newly adopted legislation provides for improved treatment of

foreign and domestic investors, improved access to industrial landbfeigh investors, decreased

barriers to foreign personnel movement and investment related capital transfers; strengthened
intellectual property rights legislation and enforcemeecommendationsfurther advance the
implementation of investment promotiorstrategies and investment promotion agency services

further develop the design and promotion of foreign investment incentive schestesngthen

practices for linking foreign investors with local supplienshance communication with potential

and estabkhed investors through a CRM mechanism and-siop shopsS I &S T2 NBA Iy Ay L
access to land, especially agricultural, by clearly defining land ownersigmsify intellectual

property rights awarenesgaising activities.

2. Trade policy and facilitation ¢ Improved integration into the world trading system through
increasednumber oftrade agreements and tariff reductigstrengthened institutional frameworks
through establishment of a single body to-calinate trade policy. Recommendations: further
reduce nontariff barriers to trade- especially in sanitary and phytosanitary measures; address
regulatory barriers to trade in services; strengthen trade policy formulation based on analysis and
impact evaluations

3. Educationand competences¢ Improved strategies on education quality and labour force
competenciesadvanced implementation of national qualifications framewogiksreased efforts to
draw up policy frameworks that support equity in educatidRecommendationsPrioritise the
teaching profesion through continued professional developmgentake vocational education and
training more attractive and relevant through increased-omeration and workbased learning
schemes further address drogut and early school leaving in policy measurksther develop
career guidance servicemcrease participation in lifelong learning

4. Researchdevelopmentand innovatiors ¢ Increased research and development expenditure
efficiency improved research and development policy framewgrkecognised internatinal
research and development amperation as a priority Recommendationsimprove research and
development policy governance through adopting dedicated innovation strategies, establishing
national level ceordination bodies, establishing national levmdies of co-ordination, setting up
independent implementing agencies and increasing policy monitoring and evaluatiorease
overall research and development expenditure and the number of researchen®aseprivate
sectorparticipation in research andevelopment through indirect instruments (i.e. tax, credits) and
direct measures (i.e. grants, matching grants, loaeagourage excellence through research and
development grant schemesfacilitate businesscademia collaboration in research and
developnent.

5. Digital society - Improved information society institutional and regulatory framework
establishment; introduced cybercrime legislation in national penal codes increased mandatory
information-communication technology standards for education; essdtdd ecommerce laws

6. Infrastructure- Improved physical infrastructure and reduced bottlenecks, increased number of
infrastructure projects; improved infrastructure regulation and governance; introduced road safety
strategies

8 OECD, CompetitivenesSouth East Europe: A Policy Outlook 2016
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7. Accesdo finance ¢ Developed institutional and regulatory frameworks underpinning access to
finance reformed banking finance frameworks facilitate access to finance; improved insolvency
laws RecommendationsFurther develop credit and collateral systems; ensure regular upgladf

credit register systems, moveable assets registers and cadastres; further develop venture capital to
provide new financing opportunities for innovative enterprises and clarify venture capital activity in
regulatory legislation; establish investmemadiness and financial literacy programmes targeting a
wide range of enterprisesmprove financial consumer protection

8. Tax policy Signeddouble taxation avoidance treaties between the countries of South East Europe
and EU countries; streamlined angbdernised filing and payment procedures; introduced transfer
pricing rules; improved tax analysis capacities

9. Competition policy¢ Established policies that prohibit anticompetitiveehaviair; formed

independent competition authoritielRecommendatios Develop guidelines for stakeholders on the
O2YLISGAGAZ2Y dzZiK2NAGASAQ SyYyF2NOSYSy( -opaddtiodi A OSaT
with government bodies; reinforce intreegional ceoperation on competition policy; strengthen the
enforcement reord of competition law

10. Employment plicy - Developed comprehensive employment strategies through consultative
processes; addressed structural unemployment, particularly youth unemployment in strategies
Recommendations further promote active labourmarket policies (e.g. youth employment
programmes, selémployment programmes, additional training opportunities for ldegn
unemployed etc.); increase and improve the infrastructure of public employment services; align
labour statistics with Eurostat mms; improve detection and enforcement measures in addressing
informal employment; develop a legislative framework for social businesses

BusinesfRisksaindProtection fromBusinesfRisks

Busines risks are risks that foreign investorstake into account wan making theinvestment
decision Reduction ofbusinessrisks leads to improvedompetitivenessof the Republic of Srpska
andthusalso toincrea®d attractivenesf the Republic of Srpskar foreign investment®.

Businessrisks are most commonlanalysed by means ofthe index of economic freedonand
O 2 dzy GrédBraiag.

The ndex of economic freedo® is published by Théleritage Foundationand The Wall Street
Journal. The high reputation enjoyed by The Heritage Foundation has a signifitdugnce on

investment decisionmaking byforeign investois. For 2015 the value of BiH index of economic
freedomamounts to 59, up 0.6 pointsyear on yearAmong thel78 ranked countries BiHis at the
97" place

The improvement of théndex of economic freedomwas affectedhe mostby improvements in half
of the total of ten factors, as follows government spendingabour freedom monetary and trade
freedomandfreedom from corruption Freedom from corruptionvas awardedaddtional 12 points,

¥ 002NRAYy3 G2 (GKS C2NbSaQ o0Sail O2dzyGNARSA F2N) odzaiySaa
Herzegovina is at the Y&lace.

20 The index of economic freedom covers indicators for ten indicatorsnbssifreedom, trade freedom, fiscal

freedom, government spending, monetary freedom, investment freedom, financial freedom, property rights,

freedom from corruption and labour freedom. The highest value of the index of economic freedomgs 100

index valued means that there is no economic freedom at all, and 100 means hlea¢ iis total economic

freedom.
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which is very sigificant Reforms that were implementeded to the improvement of thendex of
economic freedonduring the last five years 5, which is thebestadvancement thus far

The ndex of economic freedorfor Bosnia and Herzegovimgas published fothe firsttime in 1998
and until 2015 the value of this index had moved up by29.6 points, which is the secondargest
increasetaking into account altountries covered by thigndex Throughout the period from the
beginning of economic freedom monitorinBiHhasachieved an improvement in thiedexfor all 10
economicfreedomindicators, which is a signal sifjnificantprogress The areragevalueof the index
of economic freedonfor all countries in2015is60.4, and forcountriesin the region67.0.

An overview of the index of economic freedorfor BiHand countries in the vicinity igivenin the
followingtable:
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Tablel7: Index of economic freedorfor BiHand South East Europepuntries2015

Property
rights
Freedom from
corruption
Business
Monetary
Government
spending
Fiscalfreedom
Tradefreedom
Investment
Financial

BiH 97 590 20.0 42.0 535 63.4 84.0 273 829 87.2 70.0 60.0
Serbia 90 600 45.0 42.0 57.8 704 72.2 271 824 78.2 75.0 50.0
Bulgaria 55 668 30.0 41.0 68.5 76.6 83.2 64.5 911 88.0 65.0 60.0
Montenegro 66  64.7 40.0 44.0 771 775 79.7 36.7 92.6 84.8 65.0 50.0
Croatia 81 615 40.0 48.0 55.8 42.8 80.0 46.5 74.9 87.2 80.0 60.0
Macedonia 53 671 35.0 44.0 79.2 70.7 79.0 65.6 914 86.2 60.0 60.0
Romania 57 666 40.0 430 69.8 68.6 773 62.3 86.9 88.0 80.0 50.0
Albania 63 657 30.0 310 70.6 52.9 80.8 76.1 87.2 87.8 70.0 90.0
HongKong 1 89.6 90.0 75.0 1000 95.9 818 89.7 93.2 90.0 90.0 90.0

Sourcelndexof Economic Freedom 2015, Heritage Foundation and The Wall Street Journal
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If we analy® the data from the abee table, we can state thatBiH is still inthe group of mostly
economially unfreeecononies’, although it has moved up four placesthe rankinglist since the last
year(101).Property rightsare ranked the warst (20 points) ¢ the averagefor all countries of theregion

is 35 points. Investingfreedom is at thdevel of groupaverage(70.6).Considering thatnain objections
within thisindicatorin the Reportrelate to starting businesshe Republic ofSrpskavould undoubtedly
have betterindicators for this indicator, considering thata onestop shophas been introducednd a

series ofreforms hasbheen implemented in this area

| 2 dzy (chddit @ading definesthe countryQ & 3 Sy Switthinesdd\@BoRideia safanvestment
environmentand coversthe followingindicators: O 2 dzy” échddriidtatus transparencyin the capital

market, levels offoreign and domesticinvestments level of foreign currency reserveand O 2 dzy G NB Q&
ability to remain stablke despite political change The cedit rating of Bosna and Herzegovinas
monitored by two agenciesMoody's Investors Servicand Standard & Pods. As a result of their

analyse, on 11 March 2016 agencyStandard & Poor'sonfirmedBosnia and Herzegovi@asovereign

credit rating of B with a stabke outlook On 26 February2016 agencyMoody's Investors Service
confirmed thatBosnia and Herzegovi@asovereigreredit ratingwasB3/stablke outlook

Upon request of the Republic of SrpsRavernment agencyMoody's Investors Servi@ssigned a credit
rating to the Republic of SrpsKar the first time in Januarg015 andgraded itB3 with a stable outlook
On10February2016 Moody's Investors Serviamnfirmed thecredit ratingof the Republic of Srpskas
B3 with a stable outlook

Foreign InvestoiProtectionfrom Business Risks

Rights offoreign investors are definedand protected by the Constitutiorof the Republic of Srpska
Ownership rightsand other rights of aforeign investoracquired through an investment afpitalmay
not be lessened or denied bgw nor by any other legal act foreignperson is guaranteed the right to
conduct commercial or other businesstiviies,as well as the rights arising from such businessler
conditions which cannot be changed to his detriméfareigninvestors are guaainteed the freedom to
take the profitand the investedcapital out of the Republic The Lawon Foreign Investmentsf the
Republic of Srpskand the Lawon the Policy of Direct Foreign InvestmentBiHguarantee national
treatment to foreign investorsi.e. foreign investorshave the same rightand obligations as residents
foreign investors cannot be discriminated against in any fomoluding but not limited to foreign
Ay @S a2 NI seat edidéricy refigha d¢ the dtate of origin of investmen

C2NB A3y ixopgetScanng Nddaionadlded expropriated. If, however existence of apublic
intered is establishedthe property of a foreign investor can benationalised or expropriated, and
foreign investorsaare guaranteed the right to an gpopriate compensationThe compensation shall be
deemed appropriate if it iapposite effective and prompt.

As aprotection from investmentrisks, foreign investorsconcerned about profit transfer restrictions
expropriation war and civil disturbancesand denial of justice can take insurance against susks with
the Multilateral Investment Guarantee Agen@lGAG part of theWorld Bank Group

21 Countries with less than 50 points are economically repressed, from 50 to 60 points mostly economically unfree,
from 60 to 70 points moderately econoraity free, from 70 to 80 points mostly economically free, and above 80
points economically free countries.
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Wheninvesingin the Republic of Srpskavestors are offereg@rotectionfrom risks also by the political
riskinsuranceof the USOverseas Private Investment (OPIC).

Bosnia and Herzegovimas signed investment promotion and protectiagreements wittd1 countries

3.2. Competitivenessf Local SelGovernment Units

Local selgjovernment unitsare animportant factor in attractingforeign investmentsStrengtheninghe
competitivenesf local selfgovernment unitdirectly affectsstrengtheningof the competitivenesof
the Republic of Srpskdncreaseof competitivenessof local selfgovernment unitsis one of he
preconditions to attractnvestments

Based on theavailableempirical data, a set ofinvestment climatefactors at thelocal selfgovernment
levelcan be definedvhich determine thecapacityof citiesand municipaliies to attract new(but also to
keepthe establishellinvestors, regardless of their sizend countryof origin

For the needs o&nalysisof conditionality of the real investmerihflow by the degree of strength of
thesefactors, a wider set oindicators should be divided in two subsets it comprise

1. exogenoudactors(economicambianceelementswhich are completely defined by the decisions
at the centrallevelof government or by giveaxternal circumstancés

2. endogemusfactors(businessenvironmentcomponentsto a larger or smaller egnt dependent
on theactivitiesof the localadministrative bodies??

Local selgovernmentcapacitiesto attract investmentsare presented irthe followingchart
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Chart9: Capacitie®f local selfgovernment unitdo attractinvestments
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In order to improvethe competitivenessof the local segovernment units the Republic ofSrpska

912y2Y4a] A
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211t yAK

joined the BusinesBriendly Certification Project(BFCP. The certification of municipalifes with
businesdriendly environmentis an assessment afivestment climatein local sefgovernmentunits.

The poject coversBiH Serbia Macedoniaand Croatia In 2013, he Republic ofSrpa established a

al Y2 dzL.

national coordinaton network which consists of theMinistry of Economic Relations and Regional

Cooperation Ministry of Administrationand Local SelGovernment Republic of Srpsk&hamber of

Commerce Association of Local Authoritiesnd EDA DevelopmenAgency The Republic of Srpska
Chamber of Commercis a technicakecretariatof the Network The Network is a member of the
RegionaBusinesd-riendly Council dbouth EasEurope

23 BFC (Business Friendly Certificate) started as a pilot project in Serbia in 2007, launched by the National Alliance
for Local Economic Development (NAL&M)supported by the US Agency faternational Development (USAID).

In 2011, the project was expanded to South East Europe. The main donors of this project are: German Agency for
International Cooperation GlZ, Swiss Agency for Cooperation and Development and USAID Gold Project.
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To nvestors wishing to invest inSouth East Europea businessfriendly certificate seves as a
standardsed mechanisnfor assessingpcal conditions for doing businesmnd indicateswhichlocal self

government unitsin the regionhave the most favourabléenvesment climate The certificationof

municipaliiesrepresents aeform process wherebyrocedures are adjusted to thévestorin order to

make starting businesss simple as possibleocal seljovernment unitsmust meetabout 80 criteria

grouped in12 categories in order to obtainthe certificate

In the Republic of SrpskBFCcertificates were awarded tdrijedor(re-certificate), BanjaLuka. A 2 St A Y |
¢ S adndadNJ 2 Gradi Another 10 municipaliies are in various stages of certificatiod NI RA O |
Trebinje[ I 1,0 130 X, BoABrod . A f, Kodarskdubicg NoviGradandKotor+ | N2 O

In March 2015, thélinistry of Economic Relatiorend Regional Cooperatiphlinistry of Administration
and Local Selsovernment,and RSChamber of Commercergansed aninternational conference
entitled Competitivenessf Local GovernmentsHow to Draw Investmen®s The conference answered
the questiors about what certifiednunicipalitieswere best at and what madce them more favourable
for investmentthan othermunicipalities and also consideredpportunitiesfor cooperationamonglocal
selfgovernment unitsaimed at creating a favourablavestment dimate, promoting investmentsand
attractinginvestments

3.3. Competitivenessf Smal andMediumSized Enterprisesdinvolvement in

Global Value Chains

Observingand analysing the competitivenessof the Republic of Srpski inseparable from observing
and analysing thecompetitivenessat a micro level where under the conditions oglobalisationof the
world economy not only the competitivenessat the local level or within the economyas a whole is
important, but alsointernationalcompetitivenessf companies of the Republic of Srpsk#ncreasng the
competitivenessof the Republic of Srpskat the global marketcan only be achieved biyncreasng
international competitivenessof comparnes of the Republic of SrpskaStrengtheninginternational
competitiveness of comparies of the Republic of Srpskatrengthens also itscompetitivenessin
attractingforeign investments

Considering thathe structure of economic entitiesn the Republic of Srpskadominated bysmall and
mediumsized enterprisesnd entrepreneurs which constitute thetotal of 99.5996° of all economic
entities, the need is evident tancreasethe competitivenessof these economic entitieso that they
becomecompetitiveat the global markeandinvolved in theglobalvalue chainswhere invovement in
the globalvalue chaingdoes not imply onlyinvolvementby domesticcompanies but also byforeign
comparnes with theirinvestmensin the Republic of Srpska

24 Strategc approach to local economic development; administrative capacity to support businesses; cooperation
and direct communication with local businesses; efficient system for issuing construction permits; databases of
available locations, labour force, econonapplying marketing to promote investments; creditworthiness and
financial stability; promotion of employment and development of human resources; promotion of gurblate
partnerships; appropriate infrastructure and reliable utility services; transpaaad stimulating policy of local

fees, taxes and incentives, and use of information technologies.

25 Republic of Srpska strategy for the development of sraalll mediumsized enterprises 2018020¢ draft
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Foreign investmentsy SMEwould play dargerole not only in horizontalinking ofcompanes but also

in the vertica) especiallyif need is taken into account to export products of higher processing level with
higher new value added to thglobal markes. StrengtheningSME competitivenessand increasng
foreign investmentsin SMEwould dso lead toincreasng employment upgrading productquality,
increasng productivity and innovaton, transfering modern technology and improving
entrepreneurship

Looking at theemploymentin the SMEsector, it is obvious thahis sectorhas anmportant sharein the
employmentin the Republic of Srpskaecause75%of all the employedoersons are workingn this
sector. SMEgenerate 77.13%o0f businessevenueof all comparies, 7312%of salesrevenueat foreign
market, and 75 54%of total net profit of allcomparies?®

In order to improveSMEcompetitivenessthe Republic of Srpskestablishedthe SME Development
Agency’, and in2013adopted theLawon SME Developmefitwhich is harmonized with thprincipes
of the EUSMEact®.

A special importance fastrengtheningSMEcompetitivenesdies with strengtheningentrepreneurship
anddevelopngentrepreneurialinfrastructure

Entrepreneurshifds aninnovative process of creatig and developng businessenterprises oractivities
and creating businesssuccessat the market, while entrepreneurial infrastructure are spatial and
technical forms of support to entrepreneurshipdevelopment with a particular emphasis on SME
establishmentnd development®.

Entrepreneurialinfrastructure can beorgansed in the form ofa businesszone a technologypark, an
entrepreneurialincubator or a cluster.

According to theGlobalEntrepreneurship Monitofor BiH3! the largest group of entrepreneuis the
Republic of Srpskia agedbetween23 and 34, while in the Federation dBiHthey arebetween45 and
54, which is anexceptionaly favourableindicator for the Republic of Srpskdhe largesipercentage
among earlyentrepreneursare persons with a highdevelof education

Foreign investmentandoubtedlycontribute to the development of SMEcompetitivenessbecause they
enhance SMEnnovaton, which represents the basis for SMievelopment BiH has unfavourable
innovationindicators within the Global Competitivenesdndex because it is at the 108place among
148 countries Strengthening entrepreneurial infrastructure would significantly improve foreign
investments especiallyin the area ofbusinesszores technologyparksand clusters, becauseBiH and
the Republic oSrpskaas its partis at the 148 place by clustedevelopment.

Foreign investmentiave an importantole also in thanvolvementof companes fromthe Republic of
Srpskan the globalvalue chainsespeciallytaking into account thaBiH and also theRepublic ofSrpska
as its partis at the 138 place in theGlobal Competitiveness Index Bglue chairbreadth

26 Republic of Srpska strategy for the developmehsmalt and mediumsized enterprises 2018020¢ draft

27 Based on the Law on Encouragement of SME Development, Official Gazette of the Republic of Srpska, 23/09.
28 Law on SME Development, Official Gazette of the Republic of Srpska, 50/13.

29 Small Busings Act for Europe, European Commission.

30 aw on SME Development, Official Gazette of the Republic of Srpska, 50/13.

31 Global Entrepreneurship Monitor BiH, 2012.
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3.4. Innovaton as a Factor of Attracting Foreign Investments
Increag of competitivenessis closely connected withncrea® of productivity, and increag of
productivity is significanthinfluenced byinnovation. Analyses show thatecononieswhich havehigher
investments in researchand development and which are developingnformation-communication
technolodes are developing fastginnovation-driven economie$ and becoming morecompetitive at
the global maket. Under modernconditions ofglobalisation knowledge and innovatioare beconing a
leadingfactor in the developmentof eacheconomy Application ofnew scientific and technological
achievements leads to thdevelopmentof comparies, local selfgovermment units and therefore also
of the economyas a whole Considering thathe Republic ofSrpskadoes not havesufficientfunds for
largerinvestmentsin scientificresearchanincrea® in thevolumeof foreign investmentdeads also to a
transfer of scentific and technologicahchievements from theountriesof origin of foreigninvestos.
That way, possibility is created for theaomyof the Republic of Srpski graduallymove from the
efficiencydriveneconomyto an innovationrdriveneconomy i.e. to transit from the comparative tohe
competitive advantagesNaturally such adevelopmentrequiresincreasng investmentsin scientific
researchand based on that universities to become active participants in createwglopmentpolides
Allocations 6r scientific researclvorkin the Republic of Srpskae givenin the followingtable:

Tablel8: Grossdomesticexpenditures omesearchanddevelopment(in BAMthousand

2009 24,566 10,017 1,670 12,879 =
2010 20,779 8,520 2,019 10,091 142
2011 26,191 15,526 3,592 7,031 42
2012 34,297 27,430 1,946 4,875 46
2013 49,035 43541 924 4,464 106
2014 17,839 10,614 1,598 4,845 782

SourceStatistical YearbooR015,Republic of SrpsKatatistics Institute

Research and development expenditures weharplyreducedin 2014 by 63.6%year on yearOut of
the total 2014amount, the largestgrossdomesticresearch and development expenditures were those
for landandbuildings

The btal number ofcompanesduring the20122014 period wasl765.0ut of those 379 compares or
21.5% wereinnovaton active and1385 or 78.5% were noninnovative companiesQut of the total
number ofcomparies, 2590r 14.7%were technologichdinnovation-active (those are thecomparies that
introduced onlytechnologicalinnovatiors or technologcal and non-technologicalinnovatiors at the
same tim@, and 302 or 17.1% were nontechnologicalinnovation-active comparies Amongthe 379
technologicainnovaton-activecompanesthere were 230small 120mediumand 29 largecompanies

Incorporating innovation into production processincreases productivity, eae of involvement of
domesticcomparnes inthe globalvalue chain®f higher processing leveroducts, competitivenesgo
attract foreign investmentsemploymentand competitivenes®of the econony as a whole

Although during the observed peripavith the exception 0f2010 and 2014, there was a onstant
increasein investmentsin researchand development that is still insufficient especiallytaking into
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account thatdeveloped countriesire invesing much more(e.g. theNetherlands2.16%of GDR France
2.26%,United Kingdonl.72%,Germany2.92%,Canadal.73%,USA2.79%and Finland3.55%? and that

a minimum of 1% of GDPneeds to be invested for the results mfsearchand developmentto have a
signrificantinfluenceon investmentsandlead to accelerateéconomicdevelopment

Tendenaés at thegloballevel areaimed atincreasng business sectoallocations forinnovatiors, and
redudngthe shareof the state

By increasinginnovaton and applying sdentific and technologicalachievemens, and developng
information-communication technolodges, the Republic of Srpska will not only increase its
competitivenessn attractingforeign investmentsbut alsoincreasedomesticinvestments

The nnovation of BiH, and of the Republic of Srpskas its part, isbest illustrated by the Global
Innovation Index (GIIf2. The Gll consists of two sufindicesg the innovation input subndex and the
innovationoutput subrindex,while their ratio shovs innovationefficiengy.

TheGll,innovationinputs, innovationoutputs andinnovationefficiengy are givenin the followingtable:

32 http://data.worldbank.arg/indicator/GB.XPD.RSDV.GD.ZS

%3The Global Innovation Index is a composite indicator, which ranks countries by the ratio between innovation
opportunities (input) and innovation application (output). Innovation efficiency represents the ratio between the
two subindices: innovation input and innovation output.
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Tablel9: Global Innovatiorindex innovationinput, innovationoutput andinnovationefficiency2015

BiH 324 81 182 122 46.4 47 0.4 135 323 79
Serbia 359 67 312 59 418 70 0.7 55 365 63
Montenegro  37.0 59 36.5 40 459 50 0.8 29 412 41
Croatia 40.7 42 357 41 47.7 43 0.8 50 417 40
Macedonia  36.9 60 321 55 44.0 56 0.7 64 380 56
Bulgaria 40.7 44 38.2 35 46.1 49 0.8 21 422 39
Romania 381 55 324 52 44.0 57 0.7 58 38.2 54
Albania 305 94 20.3 112 412 73 0.5 129 30.7 87
Switzerland  64.8 1 68.6 1 68.0 2 1.0 2 68.3 1

Source Global Innovatiotndex2015, Cornell University, INSEAD and the World Intellectual Brapreyanization
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From he above tableit is obviousthat BiHis ranked79" out of 141in the Global Innovation Index
Compared t®2014 BiHhas moved up two places in the ranking.list

A comparison ofnnovationoutputs and innovationinputs showsinnovaion efficiencywhich indicates
the ratio betweeninnovationpotentials andinnovationpotentials use The \alue of thisindicatorfor BiH

is 0.4 andby thisindicators BiHis at the135" place The discrepancigetweeninnovationinputs, where

BiHis rarked 47", and innovationoutputs, where BiHis ranked122", indicatesthat BiHdid not useits

availableinnovationinputs, i.e. that universities with their researctapacitiesvere not fully involved in
the businessandindustrialsector.

All this indicates that the Republic of Srpskaasan increagd need forforeign investmentsbecause
foreign investmentsncrea® spillover ofesearchanddevelopmentresultsfrom othercountries as well
as technologyransfer, andenablefasterandmore efficientinvolvementin the globalvalue chains

We can find the reasons for such a rankind@dflif we analy® the pillarsin the output and inputsub-
indices®

The sib-indicesandpillarsof the Gllare givenin the followingtable

34Both subindices consist of 79 indicators, grouped into seven pillars, where each pillar is composed of three
indicators. The innovation input covers the following pillars: institutions (politiceirenment, regulatory

environment and business environment), human capital and research (education, tertiary education and research

and development), infrastructure (information and communication technologies, general infrastructure and
ecological sustairlity), market sophistication (credit, investment and trade and competition) and business
sophistication (labour force education, innovation linkages and knowledge absorption). The innovation output
covers the following pillars: knowledge and technologypaits (knowledge creation, knowledge impact and
knowledge diffusion) and creative outputs (intangible assets, creative goods and services and online creativity).
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Table20: Structureof the innovationinput subindex of theGlobal Innovatioindex ranking 2015

Country Institutions Humancapitalandresearch  Infrastructure Market sophistication Businessophistication
S
+— — +— — - (%] () >
- c T 25 & _s5wE € o S g c O c
ZEESESE 2 2 - 8E 2 S StoE L s P 5t P efsfids
£ 2EESEEE = S 8 §8& ¥ S 229¢c ¥ 3 7 &8 ¥ 58 %@ 285
T L5855 & 3 T g¢e g § fEog & O ¢ fEg § 83 2£ 82
xraozfgmz € i, 8 33 o S Z Fo T o = &2
c ¢ ¢ £ X o &) £ @ - © -
|_
BiH 71 92 50 81 38 13° 81 99 96 92 100 92 18 54 17 1 41 84 3 119
Serbia 64 70 49 83 64 99 42 58 56 60 71 34 90 67 72 111 95 92 119 45

Montenegro 47 51 48 38 49 33 23 7t 70 51 84 73 50 47 40 97 71 80 85 47
Crodia 41 39 47 52 47 15 51 54 50 53 92 16 68 84 69 53 50 36 94 49
Macedonia 55 77 55 15 55 5 78 93 94 88 126 60 46 46 75 35 62 64 66 59
Bulgaria 45 54 39 40 58 74 50 57 53 81 50 26 61 52 101 45 60 50 48 102
Romania 46 61 32 37 73 88 67 63 58 61 96 20 81 58 114 70 67 81 81 42
Albania 70 72 91 56 101 91 85 108 71 74 88 40 24 53 3 99 118 113 126 58

Switzerland 10 5 11 28 6 28 19 7 15 41 26 2 5 15 4 14 3 4 7 14
Source Global Innovatiotndex2015, Cornell University, INSEAD and the World Intellectual iBr@&pganization

35The indicator was calculated based on only one indicatdio between students and teach®in secondary schools. For other indicators (education costs as GDP %, ratio between government
expenditure per student in secondary schools as a percentage of GDP, school life expectancy in years and rankinges iPI8fadraj, maths and sciencigta are not available.
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Out of the fivepillars of the innovation input subindex, BiH2 &orst ranking is in the infrastructure
segment(96).

When analysng marketsophistication(47), the worst ranking is that of creditindicator, i.e. accesso
finance (54), although by thisindicator, BiH isahead d all countriesof the region This pillar includes
tariff rates accessto nonragricultural exportmarket and intensity of local competition The local
competitionintensitydataare not included because they wenet available

Thebusinesssophisticationsegment(41) shows that by of companes offering trainingBiHis at the
215 place However according toknowledgeabsorption,BiHis at the119" place which issignificantly
worse thanother countries in the vicinity This indicator includes also thandicator of net foreign
investment flowsas a%of GDPandby thatindicator, BiHis at the91% place

An analyss of structure of the innovation outputsubindex shows the level of use ofnnovation
potentials. Thisindexconsists of two pillarknowledge and technology outpugsdcreative outputs

Table21: Structureof the innovation outpussub-indexof the Global Innovatioindex ranking 2015
Knowledge and technology

Country outputs Creative outputs
2] [%2]
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© 2 (5} = £ 2 = © = =0 o
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BiH 89 105 63 86 135 137 112 49
Serbia 59 47 105 50 60 99 34 44
Montenegro 54 63 23 97 26 59 41 20
Croatia 44 48 34 78 39 61 29 43
Macedonia 69 73 54 63 46 52 47 50
Bulgaria 37 37 18 62 34 33 59 38
Romania 43 66 11 48 72 93 61 47
Albania 110 126 117 74 114 129 69 81
Switzerland 1 3 5 1 3 6 3 5

Source Global Innovatioindex2015, Cornell Uaersity, INSEAD and the Worldeliectual Property
Organization

3.5. EUMembershipas a Factoof Attracting Foreign Investments
TheRepublic ofSrpskas a smallnd openeconomyand preciselybecause othe smallmarket, there is
a need to enteregionalintegrations
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BiH and therefore also th&epublic oSrpskais amemberof CEFTA One of theobjectives ofCEFTAs
to improve the conditions for promotingnvestments and thereby alg foreign investments, by such
integration CEFTA ambershipimprovescountriesQ NB I R EWYm@rib&rship 2 NJ

TheEU nembershiphas two important implications concernirigreign investments

1. allowscountriesthat have smalinarkets to expand themFirmslocated in theEUhaveaccesdo
the entire EUmarket(500million peoplé),
2. EUmembershipis contingent uporpolitical, economicand legalstabiity®’.
The impact ofjoining the EU on foreign investmentscan be best examinedby analysingforeign
investmentsin countries beforeandafter the EUaccession

Table22: Foreign investments countries that joined theEUin 2004 20032007 (in US$ millioh

Czech

Republic 3,915 6,520 4,567 7,667 7,491
Hungary 5,670 5,146 7,850 8,784 9,550
Poland 10,501 14,786 14,265 15,669 18,776
Slovakia 2,969 4,720 9,108 9,032 5,485
Slovenia 561 1,966 476 657 1,037

Source UNCTR, World Investment Report 2014

Table23: Foreign investments countries that joined theEUin 2007, 2007¢2011(in US$million)

Romania 21,006 30,474 15,019 7,764 16,156

Bulgaria 7,695 11,231 4,780 3,680 5,300
Source UNCTR, World Investment Report 2014

From the abovdables, it is obviougthat after accession to th&U mostcountriessawa sharpincrease
in foreign investmentsandthat suchtrend continued in forthcoming yeardhe exception ar&omania
and Bulgariawhich joined theEUin 2007, but the positive trend of foreign investmentincrease was
disrupted due to the globalfinancial crisisof 2008. Under theinfluence of the globalfinancial crisis
there was asharpreductionin foreign investmentsn almost allcountries and this period was followed
by a sharpincreasen the competitionin attractingforeign investments

Membershp in the EUrequireslargeinvestmentsin infrastructure and suchnvestmentsenablebetter
businessnvironment whichincrea§ & O 2 doyhjjehiteRessn attractingforeign investments

36 CEFTA Central European Free Trade Agreement was signed in 1992. Considering that the Czech Republic,
Hungary, Poland, Slovenia and Slovakia joined the EU in 2004, the Agreement on Amendment of and Accession to
CEFTA was signad2006 by: Albania, BiH, Bulgaria, Montenegro, Croatia, Macedonia, Moldova, Romania and
Serbia. Bulgaria and Romania joined the EU in 2007, and Croatia in 2013.

37 Rajneesh Narula and Christian Bellak, EU Enlargement and Consequences for FDI Assistad Indus
Development, United Nations UniversigyMaastricht Economic and Social Research and Training Centre on
Innovation and Technology, 2008.

43



Impact of the EUnembershipon attracting foreign investmentss seen also in the improveglality of
institutions, which together with the implementation of necessagonomicreforms and availability of
funding from the EU funds, leads to amcreasenot only of theforeign but also of thedomestic
investments andtherefore also toemploymentgrowth.

When defining the directions alevelopmentin the field ofattracting foreign investments we deem
important to take into consideration also tretrategicdirections definedat the EU and regional levels
as well asrecommendations byinternational organisatios which form the basis foEU policies
particularlythose byUNCTAD, OE€@ndWorld Bank

Talking about theEU policy in this field, it isimportant to note the Europe 2020strategy
(Communication from the Comission Europe2020 a drategy for smart sustainableand inclusive
growth).

The goalsaand obligations arising from th&urope2020 strategy do not represenaddtional criteria or
economicobjectives for andidate countries orpotential candidates for EUmembership rather the
strategyitself represents gotential for EU membershigandidates and potential candidates, primarily
in guiding their reformprocessesThe documentemphasises thémportance of this programme for
candidate countriesand neighbouing countries which in a way serves asroadmap for acceleration
and compatibility of reform proceses in the futuranemberstates.

The elevarce of thestrategyfor other countries can be seen in various figldsovation employment
andskills, educafon, competitivenessdigital societyetc.

As a result of aspirations towardsost successful and simplategration of the countriesof South East
Europein the EU and increasng competitivenessof South EasEurope OECDOnitiated in 2010 the
preparatian of aSouth EasEuropeDevelopment Strategy untd02G° (SEEStrategy2020),whose main
objectives were derived from thEurope2020 development strategyl he Strategywas adoptedon 21
November2013 at a ministerial conferenceof the South East Europ@vestment Committee and it
coversa group of mutually connectedevelopmentpillars as follows

Integrated growth ¢ through the promotion of regionaland invesiment linkagesand policies that are
non-discriminatory, transparentand predictable

Smartgrowth ¢ by committing to innovatendcompete on valueddedrather thanlabourcosts

Sustainablegrowth ¢ by raising thelevel of competitiveness in theprivate sector, development of
infrastructureandencouraging greener and more energfficientgrowth

Inclusivegrowth ¢ by placing greater emphasis atevelopng skills, creating employmentjnclusive
participation in the laboumarket

Governance fogrowth ¢ by enhancing thecapacityof public administration tostrengthenthe rule of
law and reduce corruption in order to create a businegsendly environmentand delivery ofpublic

38 E.g. OECD; Policy Framework for Investment 2015.

39 Overall targets of the SEE 2020 Strategy are: increaseo8HtEas GDPer capitarelative to EU average from

36.4% (2010) to 44% (2020); boost total trade in goods and services from EUR 94.4 billion in 2010 to EUR 209.5
billion in 2020; reduce SEE countries trade deficit fraB17% (the average in 208010 perod) to-12.3% of GDP

in 2020; creation of one million new jobs in SEE countries by 2020. Key development pillars of the SEE Strategy are:
integrated growth, sustainable growth, inclusive growth and governance for growth.
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services necessary faeconomicdevelopment

Fulfilment of the objectives of the SBHEategyis aimed aincreasng competitivenesf the entire SEE
region where foreign invesnents should have an important role in achieving the targeté million
new jobs

In May 2015, thdrepublic of Srpsk@overnmentadopted its action plafor the implementationof the
South EasEurope2020Strategy which asserts the commitmaerftthe Republic of Srpsk#o regional
cooperationandregionalinitiativeswithin the mntext of the Euo-integration process of Western
Balkancountries which will further strengtherand supporteconomicmanagemenin the Republic of
Srpska

In the directions ofuture activitiesof the Republic of Srpskia the field ofattractingforeign
investments it will beimportantto bear in mind therendsin the EUandacts defining Etuhvestment
policy.*°

3.6. Clustes

In recent years, clusters represent anportant factor of economicdevelopment because theyenable
verticaland horizontallinking ofeconomic entitiesincreasng competitivenes®f economic entitiesand
therefore alsaincreasng competitivenes®f the overalleconomy

In the Republic of Srpska, the tertiusteris defined by theLawon the Developmenbf Smalt and
Medium-Sized Enterprisés

W dusteris a form ofentrepreneurialinfrastructuregathering in onegeographicabrea, interconnected
economic entitiesoperating in the sameakin or differentactivities and their speciaised supplies,
serviceproviders educationalandscientific researcinstitutions, agenéesand2 & K S NA Q ®

According toPorter, clustels representgeographic concentraions of interconnectedcomparies,
specialsed supplies, sewices providers firms from akin industies and linked institutions (e.g
universities agendes, tourism andtrade association which compete but also coopera®

Considering thaunder the conditions ofjlobal competitivenessthe competitivenessof an individual
countryis closely connected with theompetitivenes®f individualcompanes because competitiveness
increaseat micro levelincrea®s also theompetitivenessat macrolevel i.e. at thelevelof the economy
as a wholeunder the condition®f insufficientcapitalfor the developmentof smalt and mediumsized
enterpriseswhich are the drivers adevelopmentof aneconomy particularimportancelies withforeign
investmentsbecause theyenable more efficient SMEIinking, both inhorizontaland in vertical value
chains and therefore also an easi@mvolvementin the internationalvalue chainsForeign investments
can represent a catalyst in interconnectidgmesticcomparies into aclusterform of entrepreneurial
infrastructure by increasng efficiency and productivity, both for the cluster as a whole and for

40E g. COM (2014) 903 InvestmetarPfor Europe.

41 Law on the Development of Smaihd MediumSized Enterprises, Article 9, paragraph 4, Official Gazette of the
Republic of Srpska, 50/13.

42 M. Porter, Clusters and the New Economics of Competition, Harvard Business Review, NqReohaizr,

1998, p. 78.
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individual comparnes within the cluster. For that very reason, it is necessary, in addition to the
traditional way of cluster forming, i.e. creating linkdetween local consumers supplers, speciaised
institutions and competitorsand promotional activities to encourage the creation also thnsnational
clusters, i.e. to enablethe participation of foreign companes in clusterforming, which would
significantlyincreasethe levelof competitivenessof the overalleconomy

The pesenceof foreign investmentsespeciallythrough internationaly renownedcompanies raises
awareness of theegionglobaly and affectstechnologicadevelopmentof acountry, while transforming
the knowledgeand developing theskills of thelocallabour forcefor special fieldsand enabing easier
accessto foreign markets especiallyin view of the proximity of the EuropeanUnion market The
example of Irelandestillustrates theadvantage brought about bysch a way otlusterforming. By
building regional clusters with world class research and developniezignd has managedfrom an
undeveloped country dominated by agricultural productitmgncourageforeign investorso engagein
the activities of higher value added by promoting interdependence betweemdustry, institutes
government financingagendéesandregulatory authorities atregionallevel to create abusinesdriendly
ambianceand attract investos who invested in higkechnology comparies The nflow of foreign
investmentswas a consequence of thstrategic objective of Irishdevelopment¢ to develop high
technolodes which was implemented through thigish Industrial Developmenand Foreign Investment
Agency

In order forclustersto be emnomic development drivers, it is necessary to concelusterformation
well throughdetailed preparationsClusterinitiative includes threesegmens:

1. attractingforeign investments
2. regionaldevelopmentanddevelopmentof smalt and mediumsizedenterprisesand
3. scienceandinnovation®?

The Republic of Srpsk&overnmenthas recognised theémportance of clustes for the economic
developmentof the Republic of Srpskay adoptingthe Republic of Srpsk&luster Promotion and
DevelopmentProgramme prepared by theMinistry of Industry, Energy and Minindhe document
statesthe following

- the Republic of Srpskaas legapresumptions forclusterestablishment

- relevant government strategiesrecognise cluster benefits and need to support their
establishment

- owing to the assistance from theudgetthrough the FSAgency for Development @malt and
Medium-Sized Enterprisesix clusters were established duri2g07, and several other clusters were
establishedandoperational Experiences frorsluder practise are veryositiveandencouraging

- in addition to the officialy established(registered clusters, there are several associations
operatingin the Republic of Srpskehich hare preconditions to becomelusters

43 Orjan Solvell, Christian Ketels and Géran Lindqvist, The Cluster Initiative, Greenbook The Competitiveness
Institute, TCI, Gothenburg, 2003, p. 17
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The reason for adoption of th Programmdies in the fact thastimulating clusterdevelopmentis one of

the ways to improve thefficiencyof smalt and mediumad A 1 SR Sy (i S NLINAnddp&radonRS &St 2 L
i.e. to strengthen their competitivenessthrough their interconnectionsand cooperation Particular

importance lies with creatingnnovative clusters, which represent linkingeducation science and
productionaimed at acquiring new technologiegeating jobsandentering newmarkets. In connection

with this, the EuropeanUnion and countries in the vicinityare encouraging creation of innovative
clustersthrough their progranmes and support instruments The abovesupport is one of the most
commonmeasure forcompetitivenesstrengthening of this sector

Bearing in mind the aboveudterimportance the Progranme covers basic terntelated to clusters an

analysiof situation of clustedevelopmentpolicy in theEuropeanJnion countriesin the vicinityandin

the Republic oSrpska Supportmeasuresand their implementationplan were proposedbased on the
above

The neasuresin the Progranme cover cluster mapping (detailed analysisof cluster potentials),
strengtheningclusters and support institutions, financial support from available sources, promoting
clusters andnetworking cludersin the Republic of Srpskand cooperatirg with clustersin the vicinity

In accordance witlthe aboveProgramme, implementation of theVenetoRSproject started during the
2013;2014 period supported by theRepublic of Srpskaovernmentwith BAM600,000, and theproject

is being implemented by theRS SMEDevelopment AgencyThe srategic goal of the project is to
establish atransnational cluster which includespartner wood processingomparies fromthe Veneto
region and Republic of Srpskand possily comparies from the vicinity As of31 December2014, 38
companies wergoinedin the cluster. The dvelopmentresearchoffice ofwood clustermetwork RIKUD
was establishedon 12 September2014, which enabled introducing higher processing level in a
significantnumber ofcomparies with variousactivities

Within the Veneto project, a possibility is being considered to creatdusters in metal and textile
industries Specift project objectivesrelate to concludingmultiannual export agreementsand cluster
acces®n agreements manufacturingtrial quantity in accordance withthe defined technical and
technologicalrequirements of themarketand a complete delivery cyclesecuring stale financing for
future operation,and expanding to newnarkets under tke adopted model

Thefollowing clusters exigh the Republic of SrpskBrvoclusterPrijedor, DrvoKlasterBanjaLuka Drvo

GDNJ RNX¥@PI £ ST (i K $dlistri.diiBted Baajal kg SDEnergetski Kster Srbac Klaster

Metal BanjaLuka automobile repair shop tuster BanjaLukg Health RTD Clustérijedor, and¢ I £ FA 2|
0 SS 1SS LIS NE Treinfe@hicishad all gre@Bnptions growinto acluster.

The Health RTD ClustdPrijedor representsa cluster for strengtheningresearchand technological
developmentin the field of medicine and it comprisesFaculty ofMedicire BanjaLukg Faculty of
MedicineL & G BérafeRoFaculty ofElectrical Engineeringdinical CentreBanjaluka General Hospital
Prijedor, Europroject centre BanjaLuka PREDA&conomic development agendrijedor, Paroco BBanja
Luka

However in spite of thepositive experiencesrom cluster practise it is necessary to develogusters
further andto form clusters in othersectorsof the economy(e.g manufacturingindustry) in order to
maximise thesynergy effect of action by all participantSME both domestic and foreign, local
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authorities and governmen} and to enable clusters to become afactor in attracting foreign

investments where it is necessy for clusterforming and developmentto include researchand

developmenti.e. educationainstitutions (faculties institutes, etc), becauseknowledge, innovation and
entrepreneurship represent basic elements of competitivenaager modern conditions of market
globalisationf**

Regionalaccessto cluster building would have ammportant influence on a morebalancedregional
developmentof the Republic of Srpskand it would be based oromparative advantages ofindividual
areas

BiH and the Republic ofSrpskaas its part, are articipating ina Triple Helixmodel project, whose
purpose - clustetisation in change managementrepresentsa partnershipfor innovation between
research economy and administration Project goal is to create the foundation fosustainable
investmentsin innovation and in doing so to preserve tltmpetitive positionand employmentin the
existingor newly formed companies

3.7. BusinesandFree Zones
W husinesszore is a form ofentrepreneurialinfrastructure which representsa developed area fitted
with utilities, intended for a coordinatedand plamned use by a largaumber of economic entities
engaged ireconomicactivity(*®

There are 65 locationsnithe Republic of Srpskatended for business zones. Partially built
infrastructure (road, electricity, water supplyand seweragesystemup to and within the zong exists in
10 zores or 26%,and five businesszores have completénfrastructure up to the zone The types
conditions manners responsible partiesand necessaryactivities for the establishment ofbusiness
zores are regulated by the Rulebook conditionsand manners of business zone establishmé&nt

Establishment ofbusinesszores in the Republic of Srpskia within the competence ofocal self
government unitsThis process is lengttand requiressignificant funds for the preparation of required
documenation, construction ofinfrastructure and promotion of the zores, and this way odrgansing
businesslinking betweeneconomic entitieshas not had a significant impact on attracting foreign

4 The first ICT cluster academy was established in Novi Sad on 28 March 2014, asoéjastkfforts of the

' YAOGSNBEAGEeT 20t O2YYdzyAide YR AYOGSNYFGA2y It AyadAaiddzi,
needs of IT companies.

45 Implementation of the pilot project started on 1 January 2011 within the Regional Competisivénigiative

RCI, with the financial support of the European Commission and the Flemish Government. Project team comprises
representatives of BiH Ministry of Civil Affairs, representative®BCD, with the suppost the Republic of

Srpska Ministry oEcience and Technology, Republic of Srpska Chamber of Commerce, FBiH Ministry of Education
and Science, FBiH Chamber of Commerce, and with advisor role of the representatives of the University of Banja
Luka and University of Mostar. The cooperation waslgghed with the representatives of research institutes and
institutions and existing companies in the field of food.

46 Law on the Development of Smaihd MediumSized Enterprises, Official Gazette of the Republic of Srpska,
Article 9, paragraph 1, 5081

47 Official Gazette of the Republic of Srpska, 23/14.
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investrents thus far However in the forthcoming periodt is necessary toategorise thezones and to
support thedevelopmentof the zores that prove to be prospective

Many countries have recognised theimportance of free economic zores for their economic
devdopment Freeeconomiczones in theCzechRepubli¢ Hungaryand Slovakiaattract more than80%
of foreign investmeninflow. China has achieved igharpeconomicdevelopmentprecisely owing to
free economiczones® Irelandhas become théastestgrowing economyin Europeprecisely because it
based itseconomicdevelopmenton the developmentof free economiczones*® From 1987 until 2013
Irelandattracted 13 billion euros ininvestments Irish free economiczones weredesignbuilt asexport
and producton zones in theleast developedegionswith highestunemployment One of the most
successfufree economiczonesin the worldis the Dubai DMCC Free Zonehich has attracted more
than 10000investors, mainlyforeign andwhichemploys more thar85,000people Small and medium
sized enterprises account f@0%of allcomparies in thiszone.*

Thebasicconceptof free economiczores includeseveralspecifc characteristics

1. itis ageographicdy delimited areausually physically securged

2. it has a singlenanagementor administration

3. it offersbenefitsbased on physicébcationwithin the zoneg

4. it has a separate customs araadstreamlinedprocedures.

5. It operates under more liberddws than those prevailing in theountry.
Freeeconomiczones confer two man typesof benefits employmentgenerationand foreign exchange
earnings In addition to thedirect benefits free economiczones confer alsondirect benefits The drect
benefits are: foreign exchange earningsforeign direct investments employment gereration,
governmentrevenueandexportgrowth. The ndirectbenefitsare: skills upgradingtested field for wider
economicreforms, technologytransfer, export diversification enhancingtrade efficiencyof domestic
firms.5!

OECD guidelindsr economiczone development provide importantecommendationgo governmens
supportingeconomiczones and cover zone type selectionpolides, incentives legal and institutional
frameworksand physicaldevelopmentand management

Openingand develofng free economiczonesshouldbe one of themeasure for the Republic of Srpska
in view of thepositive experiences of &arge number ofcountries By following the examples of other
countries the Republic ofSrpskashould consider establishing onfree economiczone (for example
BanjaLukaairport), analyse its impact on increasimgnploymentand competitivenessof the country,
attracting foreign investmentsand overall economicdevelopment and based on thoseexperiences
conceive future approach tocreasng the number of free economiczones The selectionof location
and type of the free economiczone should be based on a carefully prepared econojugtifiability
analysis

48 The first Chinese free economic zones were established in the coastal area as experimental laboratories.
49 The first Irish free economic zone is Shannon airport. With time, this free economic asmgedwn into a large
complex of 240 ha accommodating 130 companies and employing 8000 people.

50DI Intelligence, Global Free Zones of the Year 20¥fHners

51 How do Special Economic Zones and Industrial Clusters Drive China Rapid Development, [loaglasgd, The
World Bank, 2011.
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3.8. PubliePrivate Partnership

Publicprivate partnership(PPR has an increasinglynportant role in attracting foreign investments
especiallyin developing countriesand transition countries because only goint action by public and
private sector can provide needed fundingnd appropriate technicaland managerial conditions for
projects in the fietls of infrastructure health and education OEC[2stimates that 7% of GDBhould be
allocated toinvestmens in infrastructue projects indeveloping countriesand that current allocations
amountto 3%.The discrepancy between tlavailableandthe necesaryfunding forcapital investments
can be successfully resolveg means oPPRrather than by taking loanat highinterest rate

Largeimportance was assigned té&®PPnot only bydevelopingand transition countries but also by
developed countriegparticularly after the globaleconomiccrisisof 2008.

PPHAnN the Republic of Srpskaregulated by thé.awon PubliePrivate Partnershi, which is defined as
a form of cooperationbetween the public and the private sector, established by poolingesources,
capital and expert knowledge for the purpose of fulfilment opublic needs Specific objectives to be
achieved through @ublicprivate partnershipare: contractingand implemening a number ofprojects
whose implementation will allow th@ublic partner to better fulfil their obligationsand to use public
revenues moreeffectively; creatingnew revenuesources, new infrastructureand new services; natural
marketallocation ofrisks betweenthe public and the private sector, creatingvalue addedby allocaing
resources, knowledgeand skills of the private and public sectors; increasng productivity, competition
and rational use of economiccapacites ofprivate and public entities and transparencyin selectingand
contracting PPPcan be in thefollowing fields air, road, river and railway transport, educationa)
cultural, sport, health, utility, information-communication and innovationentrepreneurial
infrastructure ecologicabnd solid wastemanagementandin other fields ofintereg for the Republic of
Srpskaandlocal sefgovernment units

Increasein the quality of fulfilling public needsincrease also thecompetitivenessof the Republic of
Srpskanot only at theRSlevel, but also at thelocallevel and as part of it also theompetitivenessof
the Republic of Srpskandlocal sefgovernment unitdgn attractingforeign investmentsTherefore,PPP
has a double impact on increasifayeign investmentvolume on the one handthrough partnershipin
PPPandon the other through impact on improvingvestment ambiance

A good mfrastructurerepresentsa veryimportant factor of investment ambiancenda precondition for
attracting foreign investmentsDuring thepreviousperiod, PPPin the Republic of Srpskaas mainly
implemented through concessiotiselatedto the useof natural resourcesf the Republic of Srpska

The previousPPP have significantly improved the servicesin tourism and health and such PPP
undoubtedlyrepresentan important factor of tourism and health sector development Health secta
PPP and achieving competitivenessin this segment cansignificantly improve health tourism
development byincreasng the number offoreignnationals coming tasetheseservicesn the Republic
of Srpska

52 Law on Publi®rivate Partnership of the Republic of Srpska, Official Gazette of the Republic of Srpska, 59 of 2

July 2009, Article 2.
53 Law on Concessions of the Republic of Srpska (Official Gazette of the Repulpiikaf 59/13).
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