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Abstract: The subject of the research refers to the analysis of the influence of the exchange rate system in Bosnia
and Herzegovina (BiH) on the macroeconomic indicators of economic growth. The goal of the research is to
provide a theoretical and analytical overview of the mechanism of functioning and influence of the exchange rate
system on inclusive economic growth in the long run. The research was conducted by applying the analysis of
relevant literature, method of deduction and econometric calculations of the influence of the exchange rate system
on macroeconomic indicators, that is, on gross domestic product, employment and trade balance. The research
will offer an answer to the research question: Does the exchange rate system have an influence on the economic
growth of Bosnia and Herzegovina in the long run? The results of the research will show the existence of the
relation and influence of the exchange rate system on targeted macroeconomic parameters. Conclusions of the
research relate to the confirmation of the basic hypothesis that the exchange rate of the convertible mark has
bounded affect the growth of gross domestic product, employment and trade balance of Bosnia and Herzegovina
in the long run. The contribution of the research is to present to the scientific and professional public the results of
the analysis of the influence of the exchange rate system on economic growth, as well as possible alternatives
and changes in the system that will enable faster and more stable economic growth in the long run.

Keywords: exchange rate system, gross domestic product, employment, trade balance, economic growth.

JEL classification: F31, F43

Caxetak: [MpenMeT uCTpaxvBatba OAHOCM CE HA aHanmMay yTuuaja cucTeMa [eBM3HOr kypca Y BocHu
XepLeroBuHM Ha MakpOEKOHOMCKe MokasaTerbe ekoHoMckor pacTa. Liurb ucTpaxmeawa je fa ce omoryhu
TEOPUJCKM M aHANMUTUYKW Npernef MexaHusMa (hyHKUMOHMCAka W yTulaja CUCTEMA [EBM3HOr kypca Ha
VHKIY3WBaH M OJPXMB EKOHOMCKM pacT Yy [yroM poky. McTpaxueatbe je CpoBELeHO NMPUMEHOM aHanue
peneBaHTHe NuTepaType, MeToae Aeaykuuje 1 eKOHOMETPHICKMM U3padyHUMa YTuLaja cucTeMa AeBU3HOT kypca
Ha MaKpOeKOHOMCKe MokasaTerbe, OJHOCHO, Ha BpyTo foMahu MPOM3BOA, 3aN0CNEHOCT U TPTOBUHCKM GUNaHC.
WcTpaxmBatbe he MOHYAUTM M OATOBOP Ha UCTPakMBaYKo NuTarse: [1a v cUCTeM eBM3HOT Kypca MMa yTuLaj Ha
eKOHOMCKM pacT BocHe 1 XepLerosuHe y Ayrom poky? Pesyntatu ucTpaxuBatba Nokasahe NocTojatbe penauyje
W yTULaja cucTeMa [eBM3HOT Kypca Ha TapreTpaHe MakpOekOHOMCKe napameTpe. 3akibydun UCTpaxmBatba
0QHOCE Ce Ha MOTBPfMBaHLE OCHOBHE XWUMoTe3e Aa [EeBM3HU KypC KOHBEPTUOMNHE Mapke MMa yTulaj Ha pacT
BpyTo Aomaher Npou3BoAa, 3anoCneHoCT U TProBUHCKK BunaHc BocHe 1 XepLierosiHe y Ayrom poky. [onpuHoc
MCTPaXMBakba je [a Ce Hay4HOj W CTPYYHOj jaBHOCTM NPpeaCcTaBe pesynTaTi aHanuae yTuuaja cucTeMa AeBU3HOT
Kyppca Ha eKOHOMCKY pacT Kao 1 Moryhe anTepHaTuBe 1 NPOMEHe cucTema koju hie oMorynuTi Bpkm 1 CTaBUNHHUjK
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€KOHOMCKI pacT y Ayrom poky.
KrbyuHe peun: cuctem geBusHor kypca, 6pyTo gomahu npousBog, 3anocreHoCT, TProBUHCH GUNaHC, eKOHOMCKM
pact

JEI knacudmkaumja: F31, F43

Introduction

The choice of the exchange rate system is one of the most complex and most discussed
macroeconomic issues. Determining the appropriate exchange rate system for a country
is a prerequisite for the success of economic policy measures in terms of increasing pro-
duction, employment, demand, exports and GDP. Therefore, the choice of the exchange
rate, in accordance with the comprehensive characteristics of one country, is an ex-
tremely important issue that has long-term implications for economic growth.

The currency board system represents an institution whose role is the money issue
that is convertible into foreign currency at a fixed exchange rate determined by law. Its
primary role refers to maintaining the stability of the economic system and prices.

After the breakup of the SFRY, the economy of Bosnia and Herzegovina was at
an extremely low level of productivity and technological development, and order in the
monetary system had to be introduced in order to create conditions for economic growth.
Therefore, there was a need for the introduction of a currency board that proved to be
effective in the short and medium term for a large number of countries that have found
themselves in financial and structural economic crises.

The system in Bosnia and Herzegovina has remained functional until today with-
out any major pressures for its abolition. The currency board system enabled the func-
tioning of a stable economic system without major turbulence and inflationary shocks,
but with limited results in terms of economic growth.

The basic problem of the research is sublimated in the question whether the ex-
change rate system has an influence on the economic growth of Bosnia and Herzegovina
in the long run. Using the analytical procedures and the deduction method, the basic
hypothesis of the research will be proved: The exchange rate of the convertible mark has
affect the growth of gross domestic product, employment and trade balance of Bosnia
and Herzegovina in the long run.

The first part of the research refers to the processing of literary materials with
relevant data and opinions of the author from the previous research related to the subject
of the research. The second part describes the basic characteristics of the currency board
system and the experience of the countries that applied it. The third part of the paper is
a research chapter where, on the basis of the relevant data available at the time of the
research, the basic hypothesis of the paper will be proved using econometric methods.
The fourth part contains results of analysis and opinions and estimates related to the
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choice of the second, optimal exchange rate system. The fifth part refers to the discussion
and conclusion regarding the obtained results of the research.

1. An overview of previous research

The price at which one currency is exchanged for another is called the exchange rate.
Unlike the nominal exchange rate, the real exchange rate represents the rate at which one
person can exchange goods and services of one country for the goods and services of
another country (Mankiw & Taylor, 2006, p. 648). The central issue among many mac-
roeconomists, since abandoning the Bretton Woods system of gold-dollar parity, is the
choice of the appropriate exchange rate system. There are three basic exchange rate sys-
tems. Fixed exchange rate is the rate defined by the decision of the central bank and does
not depend on variations in the foreign exchange market. The fluctuating exchange rate
is formed on the foreign exchange market, based on the supply and demand for foreign
currency. Allowing the free formation of the exchange rate has never existed, although
it has been mentioned in the literature, because the exchange rate is an overly significant
instrument to be left to free formation in foreign exchange markets and speculative mech-
anisms. A managed fluctuating exchange rate is a fluctuating exchange rate with a de-
fined fluctuation range. The task of the central bank, as a monetary authority, is to select
the most compatible exchange rate system, in accordance with the economic and other
characteristics of the country.

The initial research in the field of the exchange rate system relates to the work of
many authors (Mundell, 1961; McKinnon, 1963; Kenen, 1969), who focused on the
choice of the exchange rate system, the ability of countries to tackle demand shocks and
the benefits of monetary policies. Based on research by Barro and Gordon (1983) into
the credibility of monetary policy, literature in the 1980s, according to von Hagen and
Zhou (2005), developed the idea that the fixing of the exchange rate significantly helps
to create the credibility of inflation policy.

Another general problem in macroeconomic theory, according to Hefeker (1997),
is the inability to provide a theoretical or empirical assessment of the cost and usefulness
of'a particular exchange rate. That is, the problem directly extends to measuring the profit
from a stable exchange rate, in terms of the sensitivity of the variability and the inability
to isolate the effects of the uncertainty of the exchange rate.

Rusydi and Islam (2005), based on empirical studies, argued that increasing of the
exchange rate variability led to a reduction in the volume of international trade. Their
hypothesis is based on the assumption that, in the case of international transactions,
goods and services are delivered in a time gap between the moment of contracting and
delivery, in which the variation of exchange rates significantly affects the volume of
trade.
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Krugman (1991), Krugman and Miller (1992) and Svensson (1992) agree with the
above assertions, but with the modification of the aforementioned theory. Their recom-
mendation for countries when choosing a foreign exchange rate is to opt for the area
between fixed and fluctuating exchange rates, known as the target zone system. The main
advantage of this system is the limitation of fluctuations in the exchange rate, but that it
still allows its minimal oscillations in credible target zones.

On the other hand, Husain, Mody and Rogoff (2005) believe that for countries,
and especially for the poor and developing countries that have little access to the inter-
national capital market, it is better to fix the value of their currencies. But, when countries
become richer and financially more developed, they benefit from shifting more towards
fluctuating exchange rate systems.

The key issue of choosing a foreign exchange rate is a trade-off between price
stability and economic growth/external competitiveness. Many authors, (Sachs, 1996,
Halpern & Wyplosz, 1997; Szapary & Jakab 1998), dealt with a "conflict" between price
stability and an increase in external competitiveness in a short period of time. Halpern
and Wyplosz (1997) emphasized the inevitability, for developing countries, of the ap-
preciation of the exchange rate due to the application of a stable price policy. Sachs
(1996) strongly believed that the fixed exchange rate was the basis for the commitment
of central banks to price stability. After levelling off a high inflation rate, in order to
eliminate structural weaknesses and external shocks, the central bank's commitment
should go towards the system of fluctuating exchange rates.

After measuring the effects of the exchange rate system on inflation and economic
growth, one of the fundamental decisions, according to De Grauwe and Schnabl (2008),
is to determine the appropriate exchange rate system that provides economic stability.
The choice of the exchange rate should go towards increasing production, employment,
income, demand, exports, and thus GDP, while ensuring the inflation rate that does not
undermine real economic growth.

The choice of the exchange rate system is a complex macroeconomic issue and is
the subject of numerous debates. There is no identical or similar formula for the success
of the application of a particular system, but the corresponding economic laws must be
taken into account when choosing a foreign exchange rate system. Thus, it is more effi-
cient for the poor and transition countries to adopt a fixed exchange rate system in the
short and somewhat medium term in order to suppress inflation and create conditions for
economic growth. After reaching the targeted goals, the tendency should be to leave the
system of fixed exchange rates allowing the fluctuation of exchange rates, with the pos-
sibility of a fluctuation range, in accordance with the goals of monetary policy.
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2. Basic characteristics of the currency board system

According to Burda and Wyplosz (2004), Krugman and Obstfeld (2009), Baldwin and
Wyplosz (2010), Blanchard (2009), Kovacevi¢ (2016), the currency board system repre-
sents the institution that issues banknotes and coins, completely convertible into foreign
currency that in this case has the character of the reserve currency, and it is fixed at a
fixed rate, which is as a rule defined by law. So, its role is, primarily, to maintain a stable
economic system of a country, price stability, i.e. low inflation rate.

The currency board proved to be an effective system in lowering the high rate of
inflation in the short term, but also the limiting factor in financing the budget deficit by
the monetary authorities. However, the inability to finance budget deficits has also its
good sides, in terms of controlling the issuing of money, especially without coverage
that could be used for the budget deficit, which may have negative implications on the
amount of money in circulation and economic development.

The most common reasons why currency boards are introduced relate to problems
of macroeconomic equilibrium, transitional reforms, the opening of economies and war
conflicts. The system is characterized by simplicity, transparency and precisely defined
rules. The currency board, according to Kozari¢ (2007), is characterized by several im-
portant elements, which are:

e automation system,

e credibility,

e fixed exchange rate and convertibility,

e total coverage of the domestic currency with a reserve currency,
e political independence and trust,

e legal regulation.

The currency board system seeks to ensure the convertibility of the domestic cur-
rency, macroeconomic discipline, price and monetary stability, stimulation of foreign
trade and foreign direct investments, development of financial markets and the banking
sector. The method of creating a money supply in the currency board system is similar
to the gold standard system. This means that countries can issue as much national money
as they have coverage in the currency they are tied to.

However, one of the most important reasons for its introduction in transition coun-
tries is the high degree of susceptibility of central monetary authorities to political influ-
ences in terms of financing budget deficits and the purchase of social peace which lead
to a high inflation rate and, in combination with a low rate of economic activity, have
long-term consequences on economic growth and development.
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The success of the currency board system depends on other aspects of economic
policy, such as the level of initial reserves, flexibility of fiscal policy instruments, interest
rate variations, and labor market flexibility. In addition to the emphasized advantages,
the currency board also has its disadvantages that negatively affect economic activity.
The biggest disadvantages are:

e limitations and the possibility of banning the granting of loans, which may have
negative implications for the banking sector;

e disabling the implementation of autonomous and active monetary policy;
e limited protection against speculations on the market.

Criticism of the system mainly relates to the automatism of the system and the
lack of freedom of monetary authorities. The Central Bank does not have the ability to
implement discretionary monetary policy, so the currency board actually serves as a sta-
bilizer of the foreign exchange rate and prices. Adapting the economy to negative devel-
opments in the markets refers to the adapting of economic activity, money supply, level
of domestic prices, employment and salaries. What is particularly emphasized in criti-
cisms is the inefficiency of holding reserves, in the sense of disabling the use of available
resources that would be available, primarily to the economy.

3. Influence of the exchange rate system on the economic
growth of Bosnia and Herzegovina

In order to understand the reasons for the introduction of the currency board in BiH, it is
necessary to look at the economic and, first of all, political aspects, which resulted in its
introduction. After the breakup of the SFRY, Bosnia and Herzegovina dinar (BHD) was
introduced in BiH, as a means of payment in the payment system of BiH. The conversion
of the Yugoslav dinar (JUD) to BHD was made at the rate of 1 BHD for 10 JUD. Deposit
money was replaced by conversion at a given exchange rate through the Department of
Public Auditing. In that period, three currencies were circulating in the territory of BiH.
Since there were problems in securing the BHD and its pegging to neighboring curren-
cies, the German mark (DEM) began to be used as a means of payment since the second
half of 1994. At the exchange rate, BHD was pegged to DEM, where 350 BHD should
be paid for 1 DEM. Under conditions of economic collapse and hyperinflation, there was
aneed for additional cash, which was not possible to be printed in such amount, so DEM
was increasingly used as a means of payment.

After signing the Dayton Agreement, the issues of constituting and functioning of
central monetary authorities in BiH were defined. The currency board in BiH and other
issues related to the Central Bank of BiH (CBBH) were defined in Annex IV of the
Dayton Agreement. Article VII of the Constitution defines the competence of BiH insti-
tutions in terms of the implementation of monetary policy. The currency board, as a
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model of monetary policy management, has been applied since the founding of the
CBBH in 1997.

The currency used in BiH, the Convertible Mark (BAM), was fixedly pegged to
the then DEM, and after the introduction of the single European currency, to the Euro
(EUR), at the defined exchange rate of 1 BAM for 0.51 EUR. During the years of im-
plementation, the currency board system has to a greater extent successfully achieved
the following goals:

e monetary stability,

strengthening financial stability and discipline,
e low inflation rate,

e attracting foreign investments,

e continuous growth of foreign reserves,

e development of the financial market,

e servicing of the external debt of the country.

The currency board in the conditions of BiH is defined as a rule that anyone who
wants to have BAM must buy that money for a foreign convertible currency. When do-
mestic money is bought for some foreign currency, these transactions are executed at the
market exchange rate. This means that the monetary liabilities of the CBBH cannot be
higher than the CBBH's foreign exchange assets. Taking into account the balance of
payments of BiH, that is, foreign trade, the CBBH can issue the amount of domestic
money that is proportional to the export. This means that if the BiH economy exports
products and services worth 100 EUR, the CBBH can issue 195,583 BAM. The afore-
mentioned money issuing mechanism, in the conditions in which BiH was and still is,
represents the most efficient mechanism in terms of controlling the money supply and
the inflation rate.

3.1. Influence of the exchange rate system on the gross do-
mestic product of BiH

The subject of the research analysis refers to the determination of the relation and the
strength of a relationship between the exchange rate system and the targeted macroeco-
nomic parameters. Foreign exchange rate of BiH, i.e. the effective exchange rate is cal-
culated in accordance with the methodology of the European Central Bank. The calcu-
lation of nominal effective exchange rate (NEER) and real effective exchange rate
(REER) is performed according to the above methodology.
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The nominal effective exchange rate represents the weighted average of the bilat-
eral exchange rates of the convertible mark in relation to the currencies of the most im-
portant foreign trade partners. The method of calculating the nominal effective exchange
rate, according to the Central Bank of BiH (2018) is:

NEER' = ?:1(31t(M,i)Wi
where:

e N - the number of countries in the reference group of trading partners,

e ¢ IE’ m,i - index of the average exchange rate of the KM currency vis-a-vis the partner

country i in the period ¢ (expressed in the number of units of the domestic currency
in relation to the foreign currency),

e W; - weight assigned to the currency of the trading partner i.

Table 1: Nominal and real effective exchange rate of BiH

NEER REER
2006 99,28 98,25
2007 98,70 97,07
2008 98,84 99,07
2009 101,95 99,80
2010 101,41 99,01
2011 102,05 99,54
2012 102,65 98,75
2013 103,55 97,02
2014 104,99 96,32
2015 103,92 93,71
2016 105,22 93,15
2017 106,04 93,05

Source: Central Bank of Bosnia and Herzegovina

According to the given methodology, the weightings for the calculation of the
effective KM exchange rates are based on the structure of imports and exports of the
goods of the processing industry. The usual, i.e. more precise methodology used to cal-
culate the trade weight is the share of imports and exports related to that country in rela-
tion to imports and exports to all countries that enter the calculation. However, this meth-
odology is not the subject of calculation because it is not used by the CBBH. The
weights, according to the CBBH methodology, reflect direct import competition, direct
export competition and export competition in third markets. The selection of countries
entering the basket is determined on the basis of the participation of each partner country
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in the total external trade of the processing industry of BiH. According to the above
criterion, the group of countries for establishing the effective exchange rate index of the
KM consists of 21 most important trading partners. These countries make up about 90%
of total external trade in BiH's processing products.

The real effective exchange rate is defined as the nominal effective exchange rate
that is deflated by the relative prices, i.e. by the Consumer Price Index (CPI) and the
Producer Price Index (PPI), in the domestic economy and trading partners' economies
denominated in the single currency. The method of calculating the real effective ex-
change rate, according to the Central Bank of BiH (2018), is:

N wW;
d;(MeiL:KM l
p = | | (“cs
i=1 t
where:

e N- the number of countries in the reference group of trading partners,

e ¢ IE’ i~ index of the average exchange rate of the KM currency vis-a-vis the partner
country i in the period ¢,

° d,t< u and df represents deflators vis-a-vis the partner country i

e W; - represents the weight assigned to the trading partner's currency i.
i - Iep g g gp y

Calculating effect and influence the effective exchange rate on the targeted mac-
roeconomic indicators of BiH is based on linear regression model. The regression model
will analyze the relation and the influence of the independent variable (nominal effective
exchange rate) on dependent variables (nominal gross domestic product). The regression
model for calculating the influence of an independent variable on a dependent variable
is presented in the following way:

Y=A4,+4X +¢
where:
e Y = dependent variable ( nominal GDP)

e X, = independent variable (NEER)
e A, = Constant

e A, =unknown parameter alongside the independent variable
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e £ = an error that reflects all influences on the dependent variable (GDP) that do
not stem from an independent variable

The targeted macroeconomic indicators of BiH, based on the available relevant
statistical indicators, are presented in Table 2. The author's calculations also included the
rate of real GDP growth and the inflation rate in order to compare the obtained results
with the stated macroeconomic indicators and to provide more precise results of the
overall influence of the exchange rate on the movement of the given macroeconomic

indicators.
Table 2: BiH macroeconomic indicators
GPP Current | Unemployment Raté]o)fpreal Inflation | o
(nominal) account rate growth rate

2006 20.052 -2.041 31.1 53 6.1 106.1
2007 22.541 -2.236 28.9 5.7 1.5 101.5
2008 25.511 -4.532 233 5.4 7.4 107.4
2009 24.792 -1.945 24.0 -3.0 -0.4 99.6
2010 25.357 -1.787 27.2 0.9 2.1 102.1
2011 26.223 -3.060 27.6 1.0 3.7 103.7
2012 26.215 -2.563 28.0 -0.8 2.1 102.1
2013 26.771 -1.666 27.4 2.4 -0.1 99.9
2014 27.351 -2.362 27.5 1.2 -0.9 99.1

2015 28.577 -1.521 27.6 3.1 -1.0 99.0
2016 29.891 -1.511 25.0 3.1 -1.1 98.9
2017 31.250 -1.499 25.5 2.7 1.2 101.2

Source: Central Bank of Bosnia and Herzegovina

By econometric calculation, based on the determined model, the values of the
correlation coefficient and the coefficient of determination were obtained. The value of
the correlation coefficient is 0.871. The stated value of the correlation coefficient, of
87.1%, shows a high correlation between the variations of the independent and the de-
pendent variable, i.e. NEER and GDP. In order to obtain a more reliable and more accu-
rate indicator of the influence of variations of dependent on an independent variable, the
determination coefficient is calculated.
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Chart 1: Scatter plot NEER/GDP

Relation NEER/GDP(nominal)
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Source: Author's calculation

The value of the determination coefficient of 0.759 shows a high degree of influ-
ence of the variation of the independent variable on the dependent variable. This means
that 75.9% of the variability of the dependent variable can be explained by the influence
of an independent variable. The remaining 24.1% of the variation of the dependent var-
iable is influenced by other macroeconomic and other factors. The scatter plot shown in
Chart 1 shows a positive linear relationship between the dependent and independent var-
iables, i.e. NEER and GDP.

3.2. Influence of the exchange rate system on employment

The same model will analyze the degree of a relationship and the influence of an inde-
pendent variable (nominal effective exchange rate) on the second targeted macroeco-
nomic variable, i.e. the dependent variable (unemployment rate). The regression model
for calculating the influence of an independent variable on a dependent variable is pre-
sented in the following way:

Y=A4,+4X +¢
where:
e Y = dependent variable (unemployment rate)

e X, = independent variable (NEER)
e A, = Constant

e A, =unknown parameter alongside the independent variable
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e £ = an error that reflects all influences on the dependent variable (unemployment
rate) that do not stem from an independent variable

Chart 2: Scatter plot NEER/unemployment rate

Relation NEER/Unemployment rate
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0 : : : : : :
0 20 40 60 80 100 120

Source: Author's calculation

Calculation of the coefficient of correlation and determination determines the
strength of a relationship and the influence of the independent on the dependent variable.
The value of the correlation coefficient of 0.233 shows the existence of a relationship,
but not the strong relationship between the nominal effective exchange rate and the un-
employment rate. The value of the determination coefficient of 0.544 was obtained by
quadrating the correlation coefficient.

The value of the coefficient of determination shows that 54.4% of the variability
of the dependent variable can be explained by the influence of an independent variable.
This means that the nominal effective exchange rate has an influence, but not a high
percentage, on the movement of the unemployment rate. The scatter plot graphically
depicts the relationship between an independent and dependent variable.

3.3. Influence of the exchange rate system on the trade bal-
ance

The econometric model used in the analysis of the previous macroeconomic indicators
will analyze the degree of a relationship and the influence of an independent variable
(nominal effective exchange rate) on the dependent variable (trade balance). The regres-
sion model for calculating the influence of an independent variable on a dependent var-
iable is shown as follows:

Y=4,+4X, +¢
where:
e Y = dependent variable (trade balance)

o X ; = independent variable (NEER)
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e 4, = Constant

e A4, =unknown parameter alongside the independent variable,

e £ = an error that reflects all influences on the dependent variable (trade balance)
that do not stem from an independent variable

Chart 3: Scatter plot NEER/trade balance

Relation NEER/Trade balance
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Source: Author's calculation

Econometric calculations have obtained the values of the correlation and determi-
nation coefficient, and thus the strength of a relationship and the influence of the depend-
ent on the independent variable are determined. The value of the correlation coefficient
of 0.557 shows the relationship between variations in the nominal effective exchange
rate and the trade balance. Statistically, the value of 55.7% is close to the limit of 60%,
which is considered to be a high correlation between an independent and dependent var-
iable.

The value of the determination coefficient of 0.310 indicates that 31% of the trade
balance variation can be explained by the effect of the nominal effective exchange rate.
The scatter plot shows the relationship between the variations of the independent and the
dependent variable.

Calculations from the model showed the existence of a functional relationship
between exchange rate variations and macroeconomic indicators that are the subject of
the analysis. The stronger relation and determination of the exchange rate-GDP ratio in
relation to the exchange rate-unemployment rate/trade balance ratio does not necessarily
indicate a lower degree of relationship of the exchange rate influence on the two listed
variables. Other economic as well as other variables considerably influence the variation
of these variables, but the significant influence of the exchange rate cannot be excluded.

The analysis of the data from Table 2 on the rate of real GDP growth shows that
the growth in the mentioned period was modest with an average growth rate of 2.25%
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over a period of 12 years. The value of the correlation coefficient of 62.8% between the
real GDP growth and the real effective exchange rate provide an argument of impact of
the currency board on narrow sustainable and inclusive economic growth. Although tar-
geted macroeconomic indicators tend to increase their value, which is logical, given the
catch-up effect, the analysis in the model proves the influence of the exchange rate on
bounded sustainable economic growth in BiH in the long run.

4. Results of analysis and possible alternatives of another
exchange rate system

The currency board system in Bosnia and Herzegovina fulfilled the goals it was created
for. First of all, it prevented inflation, created macroeconomic stability and created the
prerequisites for sustainable economic growth. However, its long-term influence has a
destimulating effect on economic trends. First of all, by linking the national currency to
the currency of a more developed country, the effects of monetary policy instruments are
disabled. Spending foreign exchange reserves in times of crisis and the inability to stim-
ulate the economy is in favor of the claim that a fixed exchange rate is a limiting factor
of economic growth. The ability to conduct monetary policy is particularly important in
the period of external shocks, when the mechanism of free movement of the exchange
rate results in the depreciation of the national currency and thus stimulates exports and
increases the import.

Devaluation of the national currency represents a powerful instrument in stimu-
lating and improving the internal and international competitiveness of the national econ-
omy. The question is whether, in the present economic and political conditions, devalu-
ation would be an effective stimulator of economic growth. Devaluation depends pri-
marily on the quality of products and the ability of the national economy to provide suf-
ficient export surpluses in line with the price elasticity of demand.

Taking into account the experience of the countries that have passed the currency
board period, the next phase in the exchange rate policy should be abandoning the cur-
rency board system and moving to a managed-fluctuating exchange rate. Although mac-
roeconomic models and theories explain the mechanism of freely fluctuating exchange
rates, such exchange rates are not applied in real economic models. The exchange rate is
a sensitive and important issue in the national economy for the countries to leave it to
uncontrolled fluctuations and speculative movements in the foreign exchange market.

Therefore, the choice of the appropriate exchange rate should go in the direction
of the fluctuating exchange rate but with the fluctuation range. Targeted goal zone of
fluctuations should be defined in accordance with the strength of the national economy
and its competitive position in relation to the main foreign trade partners. The current
exchange rate system, which, as a result of strengthening of EUR, results in the appreci-
ation of the domestic currency in relation to most foreign trade partners, adversely affects
the manufacturing sector and the trade balance. Therefore, models of transition into a

Ananv ExoHomekor cpakynTeta y Cy6otuum ~The Annals of the Faculty of Economics in Subotica, Vol. 56, No. 43, pp. 049-065



The effect of the exchange rate system on the economic growth
of Bosnia and Herzegovina

fluctuating exchange rate system with a determined fluctuation range must be defined.
The assumptions for an effective change in the exchange rate system are the complete
political and economic independence of the Central Bank of BiH and its full credibility
and confidence in economic entities in the implementation of monetary policy.

Discussion and conclusion

The choice of the exchange rate system is one of the most important economic issues
that significantly influences macroeconomic stability and economic growth. The experi-
ences of countries, especially underdeveloped and transition countries, show that the
choice of a fixed exchange rate system, in the period of transition to a market economy
and macroeconomic instabilities, is the best solution. The fixed exchange rate in the
given period enables macroeconomic stability and transaction security. Also, the expe-
rience of the countries is to switch from the fixed exchange rate system to the fluctuating
exchange rate system in the period after the stabilization of macroeconomic parameters
and economic growth.

Bosnia and Herzegovina represents a transitional country in which the currency
board system is implemented, as a form of a rigid fixed exchange rate. The currency
board system fulfilled the tasks for which it was created. Its action can be divided into
two phases. In the first phase, the currency board system provided strong preconditions
for macroeconomic stability and economic growth. The stability of prices and the ex-
change rate and the security of international payments are just some of the goals that
have been achieved and which enabled economic growth. However, macroeconomic
models and experiences of countries prove that the system has limited results on eco-
nomic growth in the long run. The currency board system has been implemented for too
long in BiH and thus affects the economic growth. By using the econometric calculations
in the research, the hypothesis has been proven: The exchange rate of the convertible
mark affects the growth of gross domestic product, employment and trade balance of
Bosnia and Herzegovina.

The system of the currency board has enabled the movement of inflation rate in
targeted frameworks, in line with the ECB's policy, as well as stability and security in
relation to exchange rate movements and international transactions, thus creating the
preconditions for the arrival of foreign direct investments and economic growth. But the
long-term use of the currency board system had a destimulating effect on faster economic
growth. Gross domestic product increased significantly, the unemployment rate de-
creased, as well as the trade balance deficit, but, taking into account the effect of catching
up, the results are not impressive. The rate of real GDP growth is rather modest, and this
was significantly contributed by the current exchange rate system. In the time of the
global economic crisis and other external and internal imbalances, the impossibility to
implement monetary policy instruments has significantly affected economic stability and
growth. The appreciation of the domestic currency in relation to the main foreign trade
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partners in recent years, despite the low rates of economic growth, adversely affects the
macroeconomic parameters.

Taking into account all the above stated facts, the conclusion is that the current
exchange rate system is one of the factors that significantly hampers economic growth
and should be replaced by another system. The system of managed-fluctuating exchange
rate should be the next choice of the exchange rate. This system, with narrow limits of
exchange rate fluctuations, represents a good precondition for faster economic growth
and the possibility of implementing the autonomous monetary policy of the CBBH. Of
course, the CBBH must have a high degree of political and economic independence in
order to prevent possible abuse, first of all, in the field of money-creating policy. But
there is no alternative to a change in the exchange rate if a faster economic growth is
desired.
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