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“Are free zones in BiH really free?”

How to improve the attractiveness of BiH free zones
to foreign direct investments?

Azra Pilavdzi¢ and Emir Skopljak

BiH and drop in FDI

High external trade deficit amounting to slightly
less than 7 billion BAM in 2013 and an export
import ratio of 55% are the two main indicators
when describing BiH economy. Foreign financial
capital was used to cover such external deficits
However, the inflow of foreign capital has de-
creased abruptly since the beginning of the eco-
nomic crisis. Volatile inflow of FDI in BiH, seen
as an unsecure source of capital to compensate
for existing external deficits, is a clear sign that
BiH needs a long term and strategic solution in
attracting FDI.

The following chart illustrates the volatile FDI
inflow to BiH for the period 2005 — 2012 in USD
expressed in millions:
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Source: United Nations Conference on Trade and Devel-
opment, World Investment Report 2013.

Economic impact of Free Zones

Free zones or special economic zones are usu-
ally defined as spatially delimited areas within
an economy that function with typically more
liberal regulatory, administrative, and fiscal re-
gimes than those of the overall economy. Free
zones exist in most EU countries, as well as in
most developed countries of the world, such as

the United States of America. Direct benefit of
free zones is an increased level of investments
(foreign and domestic). However, free zones
also boost creation of jobs and public income
usually generated through direct taxes.

According to the International Labour Organisa-
tion, the number of new free zones has been in-
creasing since the mid-1980s. The International
Labour Organisation database registered 176
free zones in 1986, and 3.500 in 2006. Over-
all, these free zones account for 68 million jobs
worldwide.

Why free zones in neighbouring countries
attract more FDI than the ones in BiH?
Foreign Trade Policy in BiH was the first and
main pillar developed within EU and WTO in-
tegration processes, resulting in a modern free
zones legislation compliant with relevant EU
provisions. However, the lack of consistent and
comprehensive implementation of such legisla-
tion caused benefits granted by the BiH Law on
Free Zones to become irrelevant.

On the other hand, neighbouring countries in
the Western Balkans (especially Croatia and
Serbia) have implemented a modern free zones
legislation. These countries are promoting their
free zones through relevant state bodies or as-
sociations, and record important amounts of FDI
in free zones, resulting in additional creation of
jobs. The fact that Croatia and Serbia have sev-
eral free zones listed in worlds top 50 zones for
the future indicates how serious the BiH neigh-
bouring countries are about the development
and perspective of their free zones.

Summary

Slow progress of Bosnia and
Herzegovina towards integration
into European and global eco-
nomic flows through EU and WTO
accession, recently combined
with the global economic crisis,
resulted in a low level of foreign
direct investment in BiH. In the
current situation, free zones in BiH
represent a tool whose poten-

tial is not used enough when it
comes to attracting foreign direct
investment (FDI). The experiences
from the countries in the Western
Balkan region indicate that free
zones attracted a number of for-
eign investors who are currently
playing a big role in their econo-
mies. The free zones regime in BiH
is regulated on state and entity
levels, and the implementation of
the current legislation is not creat-
ing additional value for foreign
investors. Improvements to the
BiH free zones regime will not only
bring more foreign direct invest-
ments, but indirectly it should
influence additional job creation,
increased export performance,
and an increase in direct tax rev-
enue. The BiH Council of Ministers
has affirmed the importance of
free zones several times, and
regularly monitors their function-
ing. Certainly, there are improve-
ments that can be made to the
regime and promotion of free
zones in BiH, which would have
long term and sustainable effect.
The aim of such improvements is
to increase the attractiveness of
BiH to foreign direct investment.
This would certainly lead to overall
FDI growth, in addition to other
indirect economic benefits.



The success story of

Fiat Automobiles Serbia
Fiat Automobiles Italy were
the biggest investor in Serbia
in the last decade. With an in-
vestment of approximately one
billion Euros in the Kragujevac
free zone (67% by Fiat Italy
and 33% by the government
of Serbia), Fiat Automobiles
Serbia now employs over
2.000 waorkers in Kragujevac.
This company is currently the
biggest exporting company in
Serbia, with exports amount-
ing to 1.46 million Euros from
January 2013 to November
2013.
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Competitive advantages in attracting FDI to free
zones developed by the neighbouring countries
significantly changed the rules of regional com-
petition in attraction of FDIs. Such development
in regional free zone regimes seriously threat-
ens BiH to become isolated on the map of FDI,
especially in free zones. BiH, already the country
with the lowest level of FDI inflow in the region,
needs to undertake comprehensive activities in
order to be able to compete with neighbour-
ing countries in attraction of FDI into its free
zones. However, the real question asked here
is why BiH does not attract FDI to its free zones,
despite having proper legislation and zones in
place?

The following chart shows a comparison of FDI
inflows in BiH, Serbia and Croatia in USD ex-
pressed in millions for the period 2005 — 2012.
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What is wrong with the BiH free zones re-
gime?

There are currently four free zones in BiH, name-
ly, in Visoko, Mostar, Vogos$éa, and Puracic.
There are 81 companies operating in those four
free zones. The free zones legislation in BiH was
motivated by the aim to create a favourable,
stable, and transparent legal environment for
domestic and foreign investments. All free zone
regimes, including the one in BiH, provide for
duty-free and VAT-free imports of raw, interme-
diate input and capital goods necessary for the
production. Nevertheless, free zone regimes in
Serbia and Croatia offer other non-negligible ad-
vantages such as, among other things, exemp-
tions from certain local taxes.
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The free zones regime in BiH is in line with the
EU and WTO rules. However, the existing re-
gime lacks proper implementation as demon-
strated by the replies of the conducted survey
of companies operating in BiH free zones.

Question: "We are satisfied with the enforcement of the
BiH Law on Free Zones"
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According to the feedback gathered from the
companies on whether is it possible to use
the privileges granted by the BiH Law on Free
Zones, the ratio of replies was shocking and
negative. 67% of companies replied “No” and
“33%" replied “Yes”, thus questioning the valid-
ity of existence of this legal entity.

Question: "In spite of being a free zone user, our
company was obligated by the BiH Indirect Taxation
Authority to pay import customs duties on equipment to
be used for manufacturing within the free zone"
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Moreover, privileges and incentives of free zones
have been diminished by the fact that, during the
recent years, the Customs Authorities, and espe-
cially the BiH Indirect Taxation Authority, have be-
gun levying customs duties and VAT for equipment
and raw materials imported into the free zones,
contrary to the provisions of the BiH legislation.

Also, one of the most shocking findings was
that 50% of the respondents replied that they
would not recommend becoming users of free
zones in BiH to foreign companies.

Considering these developments, it is not a sur-
prise that the attractiveness of free zones in BiH
is reduced, and that BiH falls behind its regional
competitors in terms of attracting FDI.



In spite of the fact that the attractiveness of free
zones in BiH for their existing and potential users
(i.e. the investors) has been reduced, free zones
are still a significant foreign trade policy tool for BiH.

Testimony of a company operating in a
BiH free zone

“Free zone users pay additional costs for the
import of equipment to be used during produc-
tion, even though the regulations stipulate oth-
erwise. The Court decision on the reimburse-
ment of these costs is not implemented. By an
internal act of the Indirect Taxation Authority —
Instructions on the customs procedure in free
zones, the normal work of foreign companies
has been rendered impossible, and trade in
goods in the free zone between users of the
free zone, without the payment of customs du-
ties, has been rendered impossible.”

In the present state of development of BiH, the
good implementation of the free zones regime
is necessary in order to attract FDI. The coun-
try needs this institution in order to keep its
competitiveness with other locations for invest-
ment in the Western Balkans region. In order
to keep up with its closest competitors for FDI,
BiH needs to bring certain improvements in the
implementation of its free zone regime and start
promoting its free zones.

What should BiH do to leverage the poten-
tial of free zones in attraction of FDI?

In order to join the competition for FDI in the re-
gion, BiH needs a long term, sustainable solution
to problems occurring in the implementation of
the free zones legislation, as well as better pro-
motion of the potential of BiH free zones. This so-
lution needs to be comprehensive and should take
into consideration a wide number of stakeholders.

* The first step to achieve this sustainable
solution is to have an agreed understand-
ing of the interpretation of the free zones
legislation by all competent and involved
bodies, namely the BiH Ministry of Foreign
Trade and Economic Relation and the BiH
Ministry of Finance and Treasury as legisla-
tive bodies, and the BiH Indirect Taxation
Authority as the implementing body. Such

interpretation would be in the form of a
Decision on Implementing Provisions of the
BiH Law on Free Zones.

*  Having unified the implementing provisions
of the BiH Law on free zanes, the next step
would be to create a Strategy for the Im-
provement of Free Zones Foreign Direct
Investment Attractiveness. The creation
of such strategy would involve a wider
audience from different sectors. The most
important stakeholders are: companies al-
ready operating in free zones, the BiH Minis-
try of Foreign Trade and Economic Relations,
the BiH Ministry of Finance, the BiH Indirect
Taxation Authority, and the BiH Foreign In-
vestment Promotion Agency. Also, a num-
ber of other government bodies from differ-
ent administrative levels should be included
according to their respective competences.

* In order for this strategy to be implement-
ed, new bodies would need to be estab-
lished. Firstly, BiH free zones should estab-
lish the Association of free zones in BiH.
The purpose of this Association would be
to enable the constant development of free
zones. Secondly, a Unit or an Office should
be established in the BiH Foreign Invest-
ment Promotion Agency which would be
exclusively responsible for the promotion
of free zones to foreign investors.

By putting this solution into practice, the in-
frastructure would be in place for the imple-
mentation of the Strategy for Improvement of
Free Zones Foreign Direct Investment Attrac-
tiveness. The implementation of this strategy,
combined with proper implementation of the
existing BiH Law on Free Zones, would en-
sure increased competitiveness of BiH when it
comes to attraction of FDI in free zones. Also,
BiH would become included in global value
chains and would benefit from additional job
creation, increased export performance, and
direct tax revenue. Moreover, free zones could
have the potential to become the driver of the
BiH industrial strategy or even the focal point for
promoation of entrepreneurship.
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A “Policy Development Fellowship Program”
has been launched by the Open Society Fund
BiH in early 2004 with the aim to improve BiH
policy research and dialogue and to contrib-
ute to the development of a sound policy-
making culture based on informative and
empirically grounded policy options.

The program provides an opportunity for se-
lected fellows to collaborate with the Open
Society Fund in conducting policy research
and writing a policy study with the support
of mentors and trainers during the whole
process. Over hundred fellowship have been
granted since the starting of the Program.

All policy studies are available at
www.osfhih.org.ba



