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Liberalization of Trade with Leading Trade Partners: Some Evidence from
Bosnia and Herzegovina

Abstract: In this study, the effect of trade liberalization with the leading trade partners on the
B&H trade balance was researched. The theoretical framework includes a gravity model and
econometric technique GMM dynamic panel. The research results have shown that export of
products from B&H increased thanks to the growth of macroeconomic indicators of trading
partners, dummy variables and the export of certain products according to the sector structure.
On the other hand, imports of products in B&H decreased due to the decline of macroeconomic
indicators of B&H, dummy variables and reduced imports of certain products according to the
sector structure.
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1. Introduction

The trade liberalization is considered as one of the most important processes that occurred in the
world economy in recent decades (Caporale et al. 2011). It is well known that in economic
theory there is a strong link between trade liberalization and economic growth. Consequently, the
strategies of developing countries or countries in transition are based on a strategy of export-led
growth vs. imports.The main benefits of higher exports is reflected in the growth of economic
competitiveness in the world market, greater efficiency in the allocation of resources, the
realization of economies of scale, technological spillovers, the diffusion of knowledge, the
convergence of traded products, etc., (Santos-Paulino 2000; Caporale et al. 2009).

Trade liberalization brings with itself the static and dynamic benefits. Static benefits are based on
the reallocation of resources based on comparative advantages and straightening specialization,
while the dynamic benefits are reflected through higher investment, growth in productivity,
economies of scale, learning by doing and technology transfer. The dynamic benefits are
dominant and represent the link between exports and economic growth (Krueger 1978; Santos-
Paulino 2002; El-Wassal 2012). Trade liberalization has a positive effect on economy of the
certain country in many ways. First, it leads to reduction in the price of imported products as a
result of tariff reductions. Second, it increases consumer demand due to the lower import prices
of products and services. Third, it increases domestic competitiveness in the international market
due to tariff reductions of the trading partners. On the other hand, trade liberalization can
threaten the domestic production and food security as a result of tariff reductions that are leading
to a reduction in the relative price of imported products and imports of low-quality food
(Bhgwati and Panagariya 1996; Srinivasan 2002; Robinson and Thierfelder 1999; EFTA Team
2004; Oktaviani and Puspitawati Haryadi 2008).

Establishment of regional trade agreements has been supported by GATT, General Agreement
on Trade in Services (GATS) and the Most-Favored-Nation (MFN) principle (Mihashi 2009). In
2015, the World Trade Organization (WTO) reported that there were 619 regional trade
agreements, of which 413 were in force. Of the total number of signed agreements, 428 pertained



to free trade and customs union, i.e. were regulated by Article XXIV of the GATT 1947 or
GATT 1994 (World Trade Organisation 2015). From the moment of its establishment, the WTO
has supported the establishment of the regional trade agreements because it was believed that the
proposed treaties will improve the multilateral trading system. The strong presence of regional
trade organizations has led to the growth process of trade diversion and the restraint of
multilateral trade flows (Pal 2004).

The EU has launched the Stabilization and Association Process (Stabilization and Association
Process - SAA) with Western Balkan countries in 2000 at the Summit in Zagreb. The agreement
regulates trade liberalization between the EU countries and the signatory countries, i.e. gradual
harmonization of legislation, integration of programs and policies with the EU and regional
cooperation among signatory cuntries themselves. The main instrument of regional cooperation
in the framework of the Stability Pact, in the field of trade policy, was the establishment of the
Free Trade Agreement. A Free Trade Agreement was replaced by the establishment of CEFTA
in 2006 (Bartlett 2008, Mostetsching 2011, Kurtovic and Talovic 2015). B&H signed a
Stabilization and Association Agreement with the EU in 2008 which entered into force in 2015.
Also in 2013 B&H signed an agreement with EFTA (European Free Trade Association), which
entered into force in 2014. B&H has several signed bilateral free trade agreements with countries
from the region and beyond (e.g., Serbia, Russia, Turkey, etc.).

B&H, as part of ex-Yugoslavia, until 1992 has recorded a positive balance of trade. After the war
B&H has initiated the process of liberalizing its trade system. The process took place in two
directions: unilaterally and multilaterally. The economy of Bosnia and Herzegovina during the
war from 1992 to 1995 was devastated which caused significant trade gap in the balance of trade,
which meant significantly more imported than exported products. Observed from 1995 to 2015,
B&H Balance of trade recorded a permanent deficit. The total export of B&H in 2014 amounted
to 4,935 billion dollars, while total imports amounted to 9,210 billion dollars. The coverage of
imports by exports in 2014 was 53.6%. In 1998, the export-import ratio was only 20.4%
(Centralna Banka B&H 2014). B&H traditionally has the most intensive trade relations with the
EU and the countries of former Yugoslavia. The share of exports into the EU-28 out of the total
exports was 84.8%, while the share of imports of B&H from the EU-28 out of the total imports
was 81.4% (European Commission 2015). The most important market for exports of B&H
products is Croatia, where the total exports in the period from 2005 to 2014, were at 7,216 billion
dollars, while imports were at 14,559 billion dollars. In second place is Germany, in which 6,678
billion dollars were exported at the same period and 11,277 billion dollars got imported. In third
place is Italy in which 5,828 billion dollars got exported and 9,054 billion dollars imported. In
fourth place is Serbia in which 5,377 billion dollars’ worth goods were exported and 9,611
billion dollars imported. Finally, B&H exports to Slovenia goods worth of 4,166 billion dollars
and imports 5,619 billion dollars.

B&H recorded a trade deficit with its major trading partners according to the specific sectors.
However, in past few years, B&H recorded a trade surplus only with Italy and Austria.
Observing the structure of the balance of trade, B&H imports the most capital-intensive
products, and exports labor-intensive products; in fact, from its major trading partners B&H
imports food and live animals, mineral fuels, lubricants and related materials, manufactured
goods classified chiefly by material, chemicals and related products etc. On the other hand, B&H
exports mainly machinery and transport equipment, mineral fuels, lubricants and related
materials, miscellaneous manufactured articles, crude materials, inedible, except fuels etc. B&H
in the process of trade liberalization is faced with the problem of low competitiveness of the



national economy and the high trade deficit. According to the global competitiveness index, in
2015 B&H was ranked on 140th place in the world, while the trade deficit amounted to -4264
billion dollars. The relative openness of the economy and the existence of a high current account
deficit of -6.4%, and the reduction of customs duties had a negative impact on the reduction of
the fiscal revenues and the growth of benefits for importers in relation to domestic consumers.
Finally, certain positive effects of the participation in regional trade integration have been
achieved.

The main objective of this study is to research the following effects of the trade liberalization on
the B&H balance of trade. First, to examine the extent to which certain macroeconomic
indicators, dummy variables and products contribute to the growth of exports from Bosnia and
Herzegovina, taking into consideration the sector structure. Second, to examine the extent to
which certain macroeconomic indicators, dummy variables and products contribute to the growth
of imports in B&H, taking into consideration the sector structure. Third, to examine the extent to
which certain macroeconomic indicators, dummy variables and products contribute to the
leveling of B&H balance of trade, taking into consideration the sector structure.

The paper consists of sections as follows: Section 2 provides an overview of literature or
research closely related to this paper’s research subject; Section 3 describes the economic model;
Section 4 describes econometric techniques and databases used in the research; Section 5
provides the empirical results of the research and, finally, Section 6 contains the conclusion.

2. Literature Review

Santos-Paulino (2001; 2002; 2007) had examined the effect of trade liberalization on import
growth in 22 selected developing countries in the period from 1976 to 1998. She applied
econometric techniques dynamic panel. According to the author, the abolition of customs and
trade restrictions has had a positive impact on the growth of imports in most of the analyzed
countries. In addition, the high price and income elasticity as a result of changes in trade policy
was determined. On the other hand, Asian countries have achieved dynamic growth thanks to the
surplus of trade and balance of payments. Those countries that have had high-measures to protect
their markets have realized the negative effect of trade liberalization. Greenaway et al. (2002)
studied the effect of liberalization on economic growth in developing countries over a period of
20 years. They applied the dynamic growth model and found out that trade liberalization has a
significant impact on GDP growth, but, at the same time, determine the presence of a time-lag.
Li (2003) studied the effect of trade liberalization on 43 developing countries. He found out that
the trade liberalization has the effect of the devaluation of exchange rates in most countries and
at the very beginning of the process, while this effect was weaker later on. Benacek et al. (2003)
investigated the effect of the trade liberalization on the example of the 27 industries.They found
out that the trade balances of countries are affected by aggregate demand, foreign exchange rates,
changes in customs, changes in physical and human capital, foreign direct investments inflows,
growing the competitiveness of product quality and the depreciation of the national currency.
Paas and Tafenau (2005) researched the regional trade integration of the EU countries and also
the creation of regional trade potential clusters. In addition, they studied the Baltic region by
applying the gravity model. They found out that geographic distance has a positive effect on
trade flows between the countries concerned. They also conducted research that trade in the
Baltic countries cannot be explained by new theories of trade because they are economies which
have different comparative advantages. Pacheco-Lopez and Thirlwall (2005) studied the effect of



the trade liberalization in 17 Latin American countries. They found out that most countries had
faster growth after the trade liberalization.

Wu and Zeng (2008) studied the effects of trade liberalization on developing countries.Their
research is contrary to studies that argue that trade liberalization has a negative effect on the
trade deficit of the developing countries. In fact, their study showed that the effect of trade
liberalization is not so negative for developing countries. Wacziarg and Horn Welch (2008)
studied the effect of trade liberalization on developed and least developed countries. They point
out that liberalization is a milestone in the growth, inflow of investment and open economies.
They found out that all countries that have liberalized from 1950 to 1998 achieved a higher rate
of economic growth of 1.5%. Also, the rate of inflow of foreign investment has increased from
1.5 to 2%. GDP grew at a rate of 5% which is much higher than before the trade liberalization
process. Countries that have achieved the benefits of liberalization are ones that were carrying
out trade reforms, while those that have failed had had permanent political problems. Caporale et
al. (2008; 2009) explored the impact of the Free Trade Agreements on trade flows between the
EU-15 countries and in Central and Eastern European countries, such as Bulgaria, Hungary,
Poland and Romania. Their research depended on the use of panel techniques. The results of
their study showed that the countries of Central and Eastern Europe have the imbalance between
imports and exports, and the low coverage of imports with exports, which leads to a trade deficit
or trade asymmetry. A Free Trade Agreement has not led to changes in the structure of exports of
EU-15exporting countries, and export labor-intensive products and high elasticity of demand of
EU-15 countries is still present.

Cieslik and Hagemejer (2011) studied trade liberalization of the Central and Eastern European
countries and period from 1993 to 2004. Having applied the gravity model, they concluded that
the variables had a positive effect on the increase in trade flows with the EU. This effect varied
among the countries because they differ in economic strength and competitiveness. Braha et al.
(2014) studied the impact of trade liberalization with the EU countries of the Western Balkans,
and CEFTA from 2006. Applying the gravity model it was found out that export has a positive
effect on GDP growth, and also that the export is decreasing with increased geographical
distance between trading partners. Finally, research has shown that there is a positive impact of
export growth in strengthening the competitiveness of the Western Balkan countries.

3. The Economic Model

The gravity model of trade bears a strong similarity to Newton’s formula of gravitation. In this
model, the two trading areas could be viewed as celestial objects and the value of trade could be
viewed as the gravitational pull. Gravity models utilize the gravitational force concept as an
analogy to explain the volume of trade, capital flows, and migration among the countries of the
world. Jan Tinbergen used an analogy with Newton’s universal law of gravitation to describe the
patterns of bilateral aggregate trade flows between two countries A and B as “proportional to the
gross national products of those countries and inversely proportional to the distance between
them,”(Chaney 2011). The trade (~gravitational pull) is dependent on the GDPs (~mass) of the
two trading areas, and their physical distance. The bigger the GDP (~mass) between the two
trading areas (~celestial objects) the greater is the trade (~gravitational pull). The trade between
the two areas decays exponentially as distance increases (~ decrease in gravitational pull by the
square of distance). The similarities end there as GMT can take other variables like infrastructure
(~sources of friction) (Beronilla et al. forthcaming). Thus a mass of goods or labor or other
factors of production supplied at origin i, Y;, is attracted to a mass of demand for goods or labor



at destination j, Ej, but the potential flow is reduced by the distance between them, d;;. Strictly
applying the analogy
Xi; = YE;/d; ey

gives the predicted movement of goods or labor between i and j, X;; (Anderson 2010).

The gravity model is based on the assumption that trade between countries depends positively on
their size and inversely on distance. Economically rich and geographically close countries trade
more together than with third countries. In its simplest form, the gravity equation states that the
bilateral trade between two countries is directly proportional to the product of the countries’
GDPs. Thus, larger countries will tend to trade more with each other, and countries that are more
even in their relative sizes will also trade more (Braha et al. 2014). The basic form of the gravity
equation is as follows (Batra 2004)

(GDP; GDP )b
TTadeij =A — T

2)

(Distance;j)b?

where Trade;; is the bilateral trade between country i and j; A is a constant; GDP; and GDP; are
the respective real domestic products of the countries; Distance;; is the distance in kilometers
between country i and j.

4. Data and Methodology

In the study we have applied econometric technique dynamic panel. Our sample was balanced
panel and presents data related to macroeconomic indicators, dummy variables, export and
import of products from the major trading partners of Bosnia and Herzegovina. The model was
analyzed on the basis of exports and imports, two groups of top ten trading partners. The first
group of ten countries that import most products from B&H, for period from 2005 to 2014 and
according to the sector structure, includes Croatia, Serbia, Germany, Italy, Slovenia, Austria,
Hungary, France, Switzerland and the Czech Republic.The second group of ten countries from
which B&H mainly imports products, in the period from 2005 to 2014 and according to the
sector structure, includes Croatia, Serbia, Germany, Italy, Slovenia, Austria, Hungary, USA,
Turkey and Russia. Data were taken from the database of the Agency for Statistics, Central
Bank, Eurostat, the World Bank (World Data Indicators), the Ministry of Foreign Trade of B&H
and http://countrymeters.info/en.

In this study we have applied Arellano—Bond (Arellano and Bond 1991) and Arellano—
Bover/Blundell-Bond (Arellano and Bover 1995; Blundell and Bond 1998) dynamic panel
estimators are increasingly popular. Arellano—Bond estimation starts by transforming all
regressors, usually by differencing, and uses the generalized method of moments (GMM)
(Hansen 1982), and is called difference GMM. The GMM estimator is derived directly from a set
of moment conditions. In applications of GMM in the literature, the moment conditions are
typically derived directly from economic theory. Under rational expectations, implications of an
economic theory can often be formulated as

Efu(Wiyq,60)/1:] = 0. 3)

where u(w;,4,60,) is a (potentially non-linear) function of future observations of a variable,
We41; While I; is the information set available at time t. For a vector of variables contained in the
information set, z; € I, the condition in (1) implies the unconditional expectation



E[u(Weyq,00) x z,] = 0. “)

which is a moment condition stating that the variables z;are uncorrelated with u(w;,4,8,). In
many cases, the theoretical conditions in (2) turn out to be sufficient to derive a consistent
estimator, 85,7, (Nielsen 2005).

GMM provides a framework that encompasses most estimation techniques used in economics.
Instrumental variables estimation, although a predecessor to GMM, can be recast as a special
case of GMM (Calderon et al. 2005). The general regression equation to be estimated is the

Vit = @Vit-1+ BXip + Uiz Ve €ip. (%)

where y; . is the dependent variable, X; , represents the explanatory variables of the model, y; is
the individual specific effect, v, is the time specific effect, and e;,is the error term (i is
individual index, and t is the time index). The presence of the lagged as an explanatory variable
does not allow the use of standard econometric techniques. The GMM method for dynamic
panels provides solutions to the problems of simultaneity bias, reverse causality and omitted
variables. Besides, it allows one to control for individual specific effects y;, and time effects vy,
as well as to overcome the endogeneity bias (Caporale et al. 2009).

There are two types of GMM estimators for dynamic panels: The first-differenced GMM
estimator and the system GMM estimator. Within the GMM approach, one may choose the first-
differenced estimator, which considers regression equations in first-differences instrumented by
lagged levels of explanatory variables. Taking first-differences eliminates country-specific fixed-
effects, thus solving the problem of the potential omission of time invariant country specific
factors that may influence growth. To eliminate the country-specific effect, take first differences
of equation (1) (Carkovic and Levine 2005)

Vit = Vig—1 = AVit-1 — Yir-2) + .BI(Xi,t = Xit-1) + (€i¢+€it-1)- (6)

Thus, this eliminates potential biases associated with unobserved fixed, country effects.
Nevertheless, the first-differenced GMM estimator (Arellano and Bond 1991; Huchet-Bourdon
et al. 2011) is not suitable when time series are persistent and the number of time series
observations is small, like in the case of empirical growth models where data has to be averaged
in order to avoid modelling cyclical dynamics (Bond et al. 2002; Huchet-Bourdon et al. 2011).
The system GMM estimator combines the standard set of equations in first-differences with
suitably lagged levels as instruments, with an additional set of equations in levels with suitably
lagged first-differences as instruments. Although the levels of y; , are necessarily correlated with
the individual-specific effects (n;) requires that the first-differences Ay;, are not correlated with
n;, permitting lagged first-differences to be used as instruments in the levels equations (Bond
2002). System GMM is a preferred approach since this approach has better finite sample
properties when the instruments are weak, which occurs mainly when the GDP series is
persistent. Moreover, it utilizes both lagged and differenced versions of the regressors as
instruments in obtaining coefficient estimates. The GMM dynamic panel estimator uses the
following moment conditions under two assumptions: i) the error term is not serially correlated
and ii) the explanatory variables are not correlated with future realizations of the error term
(Carkovic and Levine 2005)
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The first difference estimator suffers from the following problem: the instruments available for
first-differenced equations are weak when the explanatory variables are persistent over time.
Such weak instruments can bias the coefficients when the sample size is small. Blundell and
Bond (1998) proposed a new estimator that has superior finite sample properties. This new
estimator combines the regression in differences with the regression in levels in a system of
equations. Under the following additional assumption, this new estimator has been shown to

have superior finite sample properties in an autoregressive model with panel data (Carkovic and
Levine 2005)

E[Yitsp- M) — E[Yitsq-nic] = 0and E[X;11p.1:] — E[Xi44-1i¢] =0 forall pand q ©)

Considering the second part of the system, which includes the regression in levels, the additional
moment conditions are (Caporale et al. 2009)

E[(Yi,t—l - J’i,t—z) C(up + ei,t)] =0fors=1 (10)
E[(Xito1 — Xip—2) -(ui+e;)] =0 fors =1 (11)

The GMM system estimator is more efficient than the GMM in differences; the GMM in first
differences produces biased coefficients for small samples when the instruments are “weak”
(Caporale et al. 2009).

5. Empirical Results

Table 1 presents the results of the effect of macroeconomic indicators and the dummy variables
on the export of B&H products in the leading ten trading partners, ie. In Croatia, Serbia,
Germany, Italy, Slovenia, Austria, Hungary, France, Switzerland and the Czech Republic. Gross
domestic product (GDP;;) of leading trade partners had a positive effect on the growth of export
of products from Bosnia and Herzegovina. Most of the leading trade partners recorded GDP
growth during the analyzed period. However, during the great financial crisis in 2008 and later,
the GDP of certain trading partners has significantly decreased. Both Serbia and Croatia had a
negative GDP growth from 2008 to 2014. Despite the decrease in GDP in these countries export
of B&H products has increased considerably, because these countries are import dependent in
terms of certain sectoral products. Mentioned countries together with Germany, Italy and Austria
are considered to be the largest importers of B&H products, that are considered strategic trading
partners.

The positive effect on the growth of exports B&H products was studied in the case of dummy
variables, i.e. signed trade agreements(Acc;,), similarity of language (Lang;;) and sharing a
common border with trading partners(Border;;). B&H has signed bilateral and multilateral
agreements (e.g. The Stabilisation and Association Agreement with the EU) with the leading



trade partners, while with the other countries B&H share membership in the trade zone of free
trade, or CEFTA, 2006. And finally, the real effective exchange rate (REER;;) and number of
population(Popj.), of leading trade partners, had negative effect on export growth of B&H. The
real effective exchange rate BA: Real effective exchange rate BAM appreciated against the real
effective foreign currency exchange rates of most leading trade partners, which led to a reduction
in exports from B&H.

Table 1 Export of B&H products to the leading trade partners

GMM system dynamic panel-data estimation Number of obs = 90
Group variable: country Number of groups = 10
Time variable: Year Obs per group: min = 9
avg = 9

max = 9

Number of instruments = 49 Wald chi2(7) = 882.59

Prob >chi2 =0.0000

One-step results

Export Coef. Std. Err. z P>z [95% Conf. Interval]
Export
L1. 2542191 | 0.806059 3.15 0.002 0.962344 4.122038
GDP; 3484552 | 0.820482 4.25 0.000 1.876436 5.092667
REER; | -1255.951 | 1388.393 -0.90 0366 | -3977.152 1465.25
Pop; | -0.036835 | 0.045469 -0.81 0418 | -0.125952 0.052282
Acciy 58523.26 | 29558.47 1.98 0.048 589.7277 116456.8
Lang; | -496217.8 | 197037.3 -2.52 0.012 | -882403.7 -110031.8
Border; 1077936 | 1852524 5.82 0.000 714847.6 1441024
cons 1067694 | 171205.1 0.62 0.003 4423253 228786.5

Note: *- significance at 10 percent level, **- significance at 5 percent level, ***- significance at 1 percent
level.

Table 2 presents the results of the effect of export products, according to the sector structure, on
the export of B&H in the top ten trading partners, i.e., Croatia, Serbia, Germany, Italy, Slovenia,
Austria, Hungary, the United States, Turkey and Russia. Based on the collected results we may
conclude that all products, ranging from food and live animals (FLAexport), beverages and
tobacco (BTexport) (BT), crude materials, inedible, except fuels (CMIEFexport), mineral
fuels, lubricants and related materials (MFLRMexport), animal and vegetable oils, fats and
waxes (AVOFWexport), chemicals and related products (CRPexport), manufactured goods
classified chiefly by material (MGCCMexport), miscellaneous manufactured articles
(MMAexport), commodities and ransactions (CRexport), have positive effect on export
growth of B&H. B&H is the biggest exporter of manufactured goods classified chiefly by
material (MGCCMexport), miscellaneous manufactured articles (MM Aexport), machinery and
transport equipment (MTEexport) and mineral fuels, lubricants and related materials
(MFLRMexport) etc. In the analyzed period, B&H was constantly increasing export almost of
all products grouped according to sector structure. This means that the leading trade partners
experienced growth in their industries, which indirectly led to an increase in demand for B&H
products.



Table 2 Export of B&H products to the leading trade partners according to the sector structure

GMM system dynamic panel-data estimation Number of obs = 90
Group variable: country Number of groups = 10
Time variable: Year Obs per group: min = 9
avg = 9
max = 9
Number of instruments = 55 Wald chi2(7) =7.016407
Prob >chi2 = 0.0000
One-step results
Export Coef. Std. Err. z P>z [95% Conf. Interval]
Export

L1. -0.07618 | 0.003661 -2.08 0.037 | -0.014794 -0.000443
FLAexport 1.002293 | 0.045356 | 220.98 0.000 9.934038 1.011183
BTexport 1.031099 | 0.310511 33.21 0.000 9.702403 1.091958
CMIEFexport 1.004492 | 0.028451 | 353.06 0.000 9.989159 1.010068
MFLRMexport 9.990126 | 0.009952 | 1003.81 0.000 9.97062 1.000963
AVOFWexport 9.858843 | 0.115974 85.01 0.000 9.631538 1.008615
CRPexport 9.975626 | 0.051445 | 19391 0.000 9.874794 1.007646
MGCCMexport 9.992989 | 0.008553 | 1168.37 0.000 9.976226 1.000975
MTEexport 1.00119 | 0.020875 | 479.61 0.000 9.970989 1.005282
MMAexport 1.000143 | 0.011949 | 837.04 0.000 9.97801 1.002485
CRexport 9.422959 | 0.012325 | 764.52 0.000 9.398802 9447116
cons 132.4004 | 68.54722 1.93 0.001 1.949727 266.7504

Note: *- significance at 10 percent level, **- significance at 5 percent level, ***- significance at 1 percent
level.

Table 3 presents the results of imports of products in B&H, according to the sector structure
from the top ten leading trade partners. Gross domestic product (GDP;;) of BiH recorded modest
growth until 2005, and during the global financial crisis in 2008 suffered significant decline. This
has led to a reduction in imports of products which had a positive effect on the leveling of trade
balance. Also, variables such as number of population(Pop;,), similarity of language (Lang;;)
and sharing a common border with trading partners(Border;;), had positive effect on decline of
import of products. However, real effective exchange rate (ERRE;;) and signed trade
agreements(Acc;;,) had negative effect on growth of import of products. The real effective
exchange rate BAM was appreciated in relation to the real effective currency courses of the
leading trade partners, which led to the growth of imports of goods and the growth of the trade
deficit. Foreign products have become cheaper compering to domestic products. To this we can
add the low elasticity of BiH demand or the high import-dependency on foreign products. In the
end, signed trade agreements have a negative impact on the growth of imports of the product
because by their signature liberalized trade of most analyzed products.

Table 3 Import of B&H from the leading trade partners

GMM system dynamic panel-data estimation Number of obs = 90
Group variable: country Number of groups = 10
Time variable: Year Obs per group: min = 9
avg = 9

max = 9

Number of instruments = 49 Wald chi2(7)= 248.87




Prob >chi2 = 0.0000
One-step results
Import Coef. Std. Err. z P>z [95% Conf. Interval]
Import
LI1. 2.424913 0.68969 3.52 0.000 1.073146 3.77668
GDP; 60.13447 | 12.08529 4.98 0.000 36.44774 83.82121
REER; -6199.16 | 1050091 -0.59 0.555 | -26780.56 14382.24
POP; 5546033 | 1.116774 4.97 0.000 3357197 7.734869
Acciy | -24877.45 | 83486.77 -0.30 0.766 | -138753.6 188508.5
Lang;; 388106.5 | 161099.9 241 0.016 7235647 703856.5
Border; 456942.3 | 142752.6 3.20 0.001 177152.3 7367323
cons 2.157307 4688566 4.58 0.000 3.074307 1.236507

Note: *- significance at 10 percent level, **- significance at 5 percent level, ***- significance at 1 percent
level.

Table 4 presents the results of the effect of imports of the product, according to the sector
structure, from the leading ten trading partners in B&H. Based on the results we conclude that all
sectoral products, ranging from food and live animals (FLAimport), beverages and tobacco
(BTimport), crude materials, inedible, except fuels (CMIEFimport), mineral fuels, lubricants
and related materials (MFLRMimport), chemicals and related products (CRPimport),
manufactured goods classified chiefly by material (MGCCMimport), miscellaneous
manufactured articles (MM Aimport), had positive effect on decline of imports of the products
in B&H. On the other hand, in the case of animal and vegetable oils, fats and waxes
(AVOFWimport) and commodities and ransactions (CRimport), a negative effect on growth of
the import s of products was recorded. B&H is the biggest importer of mineral fuels, lubricants
and related materials (MFLRMimport), manufactured goods classified chiefly by material
(MGCCMimport), machinery and transport equipment (MTEimport), food and live animals
(FLAimport) and chemicals and related products (CRPimport) etc. Based on the import of
products we may conclude that the B&H economy is highly dependent on imports of foreign
products, and that it has a very undeveloped petrochemical, machinery and transport industry and
agricultural production. It is a country with an uncompetitive economy whose products are less
sophisticated.

Table 4 Imports of B&H from the leading trading partner according to the sector structure

GMM system dynamic panel-data estimation Number of obs = 90
Group variable: country Number of groups = 10
Time variable: Year Obs per group: min = 9
avg = 9

max = 9

Number of instruments = 55 Wald chi2(7) = 9562.90

Prob>chi2 = 0.0000

One-step results

Import Coef. Std. Err. z P>z [95% Conf. Interval]
Import
L1. 0.056709 | 0.151763 037 0.709 | -0.240741 0.354159
FLAimport 9211181 | 2.035938 4.52 0.000 5220816 1.320155
BTimport 1.397388 | 4.127043 3.39 0.001 5.88502 2.206273




CMIEFimport 1.541922 | 2.434239 6.33 0.000 1.06482 2.019024
MFLRMimport 9.733027 022218 43.81 0.000 9.297563 1.016849
AVOFWimport | -9.565087 8.66716 -1.10 0.270 | -2.655241 7422233

CRPimport 9.837252 | 2.584082 3.81 0.000 4.772545 1.490196
MGCCMimport 9.896051 | 1.415931 6.99 0.000 7.120877 1.267122
MTEimport 1.015115 | 0.640512 15.85 0.000 8.895768 1.140653
MMAimport 7.181556 | 2.993182 240 0.016 1.315027 1.304809
CRimport 5.581953 | 4.467433 1.25 0.211 | -3.174054 1433796
cons 16929.16 | 14999.54 1.13 0.003 12469.41 46327.72

Note: *- significance at 10 percent level, **- significance at 5 percent level, ***- significance at 1 percent
level.

Table 5 presents the results of the effect of macroeconomic indicators and the dummy variables
on the trade balance of B&H. Gross domestic product of B&H (GDP;;) and gross domestic
product of the leading trade partners (GDPjt) have positive effect on leveling of the trade
balance, i.e. decline of trade deficit of B&H. Growth of (GDP;;) of B&H caused increase of
growth of exports compering to imports of products. Also, growth of (GDPjt) of the leading
trade partners influence increase of growth of imports of products from B&H. In the case of
other variables, such as number of population of B&H (Pop;;) and major trading partners
(Popjt), similarity of language of the countries (Langij) and sharing the common border
(Borderi j), a positive effect on leveling the balance of trade was recorded. However, in the case
of the real exchange rate (ERRE;)) and real exchange rates of the leading trade partners
(E RRE jt), and signed trade agreements (Acci jt) no positive effect has been recorded on leveling
of the balance of trade of B&H. The real effective exchange rate of BAM currency has
appreciated against the major trading partners, according to the volume of trade exchange (for
example, Croatia, Serbia, Turkey, Hungary, Italy, Germany and Russia), which has led to
increased imports of products from mentioned countries, and thus to an increase in the trade
deficit. On the other hand, the real effective exchange rate BAM has depreciated against the real
effective exchange rate of the United States, Switzerland, Slovenia, Italy, France and the Czech
Republic, which led to the growth of B&H exports, and thus to a reduction in trade deficit of
B&H. The effect of imports is significantly more negative compared to the effect of exports on
the trade balance of B&H. Finally, signed trade agreements did not affect positively on the
leveling of the trade balance of B&H because they contributed to higher imports comparing to
exports from B&H.

Table 5 The effects of different factors on balance of trade of B&H

GMM system dynamic panel-data estimation Number of obs = 90
Group variable: Country Number of groups = 10
Time variable: Year Obs per group: min = 9
avg = 9

max = 9

Number of instruments =52 Wald chi2(7)= 182.79

Prob>chi2 = 0.0000

One-step results
Tbalance Coef. Std. Err. z P>z [95% Conf. Interval]

Tbalance 2.026717 | 0.845075 240 0.016 0.370401 3.683033

LI1.




GDP; 4535103 | 10.97256 4.13 0.000 66.85685 23.84522
GDPy 1.262298 | 0.459236 2.75 0.006 2.162385 0.362212
REERj 5698.45 | 9240.817 0.62 0.537 | -12413.22 23810.12
REER; 2628.779 | 2676.234 0.98 0326 | -2616.543 7874.102
POP; 4961076 | 1.019252 4.87 0.000 6.958773 2.963379
POP; 0.019391 | 0.006136 3.16 0.002 0.031417 0.007366
Accij 18381 | 58841.82 0.31 0.755 | -96946.86 133708.9
Lang; -296438 | 1674704 -1.77 0.077 | -624673.9 31798.04
Border;; 821128.7 | 244431.5 3.36 0.001 1300206 342051.7
cons 1.948607 4203979 4.60 0.000 1.113507 2.767607

Note: *- significance at 10 percent level, **- significance at 5 percent level, ***- significance at 1 percent
level.

Table 6 presents the results of the effect of imports of B&H products from the top ten trading
partners (Croatian, Serbia, Germany, Italy, Slovenia, Austria, Hungary, the USA, Turkey and
Russia) according to the sector structure. The research results show the positive effect of the
reduction of import of beverages and tobacco (BTimport), mineral fuels, lubricants and related
materials (MFLRMimport), chemicals and related products (CRPimport), machinery and
transport equipment (MTEimport), miscellaneous manufactured articles (MMAimport) on the
leveling or reduction of deficit of trade balance, while the imports of products , such as food and
live animals (FLAimport), crude materials, inedible, except fuels (CMIEFimport), animal and
vegetable oils, fats and waxes (AVOFWimport), manufactured goods classified chiefly by
material (MGCCMimport), commodities and ransactions (CRimport), had negative effects on
leveling of trade of balance e.g., growth of trade deficit. In the analyzed period, B&H has
succeeded to reduce the import of these products due to falling of domestic demand, the impact
of the global economic crisis and the emergence of the substitution of cheaper imports of
products from third countries. On the other hand, B&H is continuing to import these products
from mentioned countries as a result of high dependency and due to under-developed industry
and agriculture.

Table 6 Effect of the imports of the products on the trade balance of B&H according to the sector
structure

GMM system dynamic panel-data estimation Number of obs = 90
Group variable: country Number of groups = 10
Time variable: Year Obs per group: min = 9
avg = 9
max = 9
Number of instruments = 55 Wald chi2(7) = 1141.01
Prob>chi2 = 0.0000

One-step results

Tbalance Coef. Std. Err. z P>z [95% Conf. Interval]

Tbalance 0.172226 | 0.446551 0.39 0.700 | -0.702999 1.04745

L1.
FLAimport | -0.517426 | 3.707715 -0.14 0.889 | -7.784413 2.6749562
BTimport 2.601258 | 8.943307 291 0.004 4354114 3.8484019
CMIEFimport | -4.091502 | 4.931973 -0.83 0.407 | -1.375799 1.5574987
MFLRMimport 9.796863 | 0.516673 18.96 0.000 1.080952 4.8784202
AVOFWimport -2.15487 | 1.617317 -0.75 0.452 | -4.385369 -4.385369




CRPimport 0.99354 | 4.359426 4.82 0.000 1.244922 2.953786
MGCCMimport -9.87739 | 2.800761 -0.35 0.724 -6.47713 3.4501652
MTEimport 1.06854 | 1.171817 9.12 0.000 1.298212 2.8388681
MMAimport 1.960682 | 6.116544 3.21 0.001 | -3.159502 2.7618611
CRimport 7.076551 | 8.414784 0.84 0.400 | -9.416124 12.356923
cons 5963.645 | 29443.74 0.20 0.003 51745.03 63672.32

Note: *- significance at 10 percent level, **- significance at 5 percent level, ***- significance at 1 percent
level.

Table 7 presents the results of the effect of export products from B&H, to ten leading trade
partners, i.e, Croatia, Serbia, Germany, Italy, Slovenia, Austria, Hungary, France, Switzerland
and the Czech Republic according to the sector structure. Results of the research show that only
manufactured goods classified as chiefly by material (MGCCMexport) have positive effect on
the leveling of the trade balance, while export of other products, such as beverages and tobacco
(BTexport), mineral fuels, lubricants and related materials (MFLRMexport), chemicals and
related products (CRPexport), machinery and transport equipment (MTEexport),
miscellaneous manufactured articles (MM Aexport), food and live animals (FLAexport), crude
materials, inedible, except fuels (CMIEFexport), animal and vegetable oils, fats and waxes
(AVOFWexport), manufactured goods classified chiefly by material (MGCCMexport),
commodities and transactions (CRexport), did not have positive effect on leveling of the trade
balance or decrease of trade deficit. Based on the results we may conclude that B&H export is
mainly based on raw materials and semi-final products. In addition, it is the economy that
produces labor-intensive products. Accordingly, if B&H wants to improve the export of its
products it is necessary to change the strategy of development of industrial policy, and produce
highly sophisticated products that will be competitive on the world market.

Table 7 The effect of export products on the trade balance of B&H according to the sector
structure

GMM system dynamic panel-data estimation Number of obs = 90
Group variable: country Number of groups = 10
Time variable: Year Obs per group: min = 9
avg = 9
max = 9
Number of instruments = 55 Wald chi2(7) = 129.62
Prob>chi2 = 0.0000
One-step results

Tbalance Coef. Std. Err. z P>z [95% Conf. Interval]

Tbalance 4.812871 0.8762 5.49 0.000 3.09555 6.530193
L1.

FLAexport 2.747546 | 2.290074 1.20 0230 | -1.740915 7.236008
BTexport 14.7584 | 10.82531 1.36 0.173 | -6.458814 35.97562
CMIEFexport 1.876559 | 1.551566 1.21 0226 | -1.164454 4917572
MFLRMexport 4355611 | 5.196839 0.84 0402 | -5.830005 1.454123
AVOFWexport | -6.714172 | 5.613704 -1.20 0232 | -17.71683 4.288486
CRPexport | -1.150092 | 2.233791 -0.51 0.607 | -5.528241 3.228058
MGCCMexport 2458028 | 4.367617 5.63 0.000 3.314065 1.601991
MTEexport 6.987718 | 9.583596 0.73 0466 | -1.179578 2.577122
MMAexport 5.986044 | 4.981579 1.20 0230 | -3.777671 1.574976




CRexport 1.858822 | 5.994955 0.31 0.757 | -9.891074 1.360872

cons 176203.8 | 64042.14 2.75 0.006 301724.1 50683.51
Note: *- significance at 10 percent level, **- significance at 5 percent level, ***- significance at 1 percent
level.

6. Conclusion

In the last two and half decades B&H has achieved modest results in the field of trade
liberalization. The process of liberalization of B&H trade has not progressed as envisaged and
did not give the expected results. The main reason for this situation is the slow implementation
of economic reforms that were a condition for faster and more effective involvement into the
integration of economic alliances. Besides this, B&H has signed a commercial agreement on
Stabilization and Association with the EU countries and is a member of CEFTA 2006
Agreement, and is a signatory to several bilateral and multilateral agreements.

Taking into consideration that B&H is among the transition countries, it is quite obvious that its
economic development and trade policy are based on close co-operation with developed
countries and neighbouring countries, i.e. the countries of former Yugoslavia. Among the ten
leading trade partners of B&H are few EU countries, Serbia, the USA, Russia and Turkey. The
most important trading partners, in terms of export and import products, are Croatia, Germany,
Serbia and Italy.

In the study we have applied the gravity model and econometric technique of dynamic panel. We
analyzed the time series data from 2005 to 2014. We have studied the effect of macroeconomic
indicators, dummy variables and sectoral structure of export and import of products with leading
trade partners on the trade balance of B&H. Based on the research results we have come to the
following conclusions. Firstly, in the period from 2005 to 2014, B&H succeeded to achieve
growth in exports of products thanks to the GDP growth of its trading partners, signed trade
agreementss, the similarity of language and sharing a common border with leading trade
partners. Secondly, B&H has managed to achieve a reduction in imports of products from the
leading trade partners, due to the decline of their own GDP, weak domestic demand and the
effect of substitution of cheaper goods from third countries. On the other hand, the real effective
exchange rate BAM and signed free trade agreements have had a negative impact on the
reduction of imports. Thirdly, the leveling of trade balance of B&H was positively influenced by
GDP, number of population and sharing common borders of both trading partners. Looking at
the every single effect of imports on the trade balance of B&H, we have found out that the
reduce imports of products, such as beverages and tobacco, mineral fuels, lubricants and related
materials, chemicals and related products, machinery and transport equipment, miscellaneous
manufactured articles, had a positive effect on the leveling of trade balance while imports of
products such as food and live animals, crude materials, inedible, except fuels, animal and
vegetable oils, fats and waxes, manufactured goods classified chiefly by material commodities
and ransactions, had negative effect on the levelingof the trade balance. On the other hand, we
have found out that the export of products, such as manufactured goods classified chiefly by
material, had a positive effect on the balance of trade balance, while the export of products, such
as beverages and tobacco, mineral fuels, lubricants and related materials, chemicals and related
products, machinery and transport equipment, miscellaneous manufactured articles, food and live
animals, crude materials, inedible, except fuels, animal and vegetable oils, fats and waxes,
manufactured goods classified chiefly by material commodities and ransactions, had negative
effect on the levelinge of the trade balance.



On the basis of previous studies it was confirmed that the liberalization of trade between the
developed industrial countries and less developed industrial countries does not bring the positive
effect on the less developed country. In fact, less industrialized countries have a negative trade
balance and there is no convergence in trade exchange. According to the research findings, we
may conclude that the B&H, through the process of liberalization of trade with the developed
countries, recorded a trade deficit which is a result of the low competitiveness of the economy
and labor-intensive production. Therefore, B&H in order to reduce the trade deficit must conduct
changes in the macroeconomic policy, industrial policy, trade policy, the policy of attracting
foreign direct investment and activation of domestic investment, as well as the policy change of
exchange rate and so on. The reform of the given policies of B&H economy should strengthen its
international competitiveness by production and exports of highly-sofisticated products, in order
to try to reduce its high trade deficit.
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Figure A2 Imports of B&H from major trading partners
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