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Liberalization of Trade with the EFTA Countries 
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Abstract    This paper’s main objective is to study the effect of the liberalization of trade with 
EFTA countries on trade balance of B&H. It analyzes the time series data for the period 2005 
– 2014. Our theoretical framework includes the gravity model and the econometric technique 
system of simultaneous equations: Three-Stage Least Squares. 
 The research results show that the liberalization of trade with the EFTA countries has 
led to an increase of trade flows; however, it has not resulted in a significant convergence 
in exports and imports i.e. in an equable trade balance. We have concluded that the increase 
in export from B&H to the EFTA countries is positively affected by the consumer price 
index, population, signed bilateral agreements and geographical distance between the EFTA 
countries, while the reduction in import of products to B&H is positively affected by signed 
bilateral agreements with the EFTA countries. Finally, we have found that the reduction in 
B&H trade deficit is positively affected by reduced gross domestic product (GDP) of B&H. 
In the case of other analyzed independent variables affecting trade balance, no positive effects 
have been registered.
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JEL Classification   F150 - F110 - F130

Introduction
Reducing trade barriers enables free trade globally and increases the welfare of companies 
and consumers. Free trade enables end consumers to purchase the same or greater quantity of 
products for less money. Also, companies get access to cheaper inputs and technologies and 
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achieve cost savings (Bhagwati and Panagariya 1996; Srinivasan 1998; Robinson and Thierfelder 
1999; EFTA Team 2004).
 The 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 (WTO 2015). Preferential trade agreements are the agreements through which the signatory 
countries remove mutual discriminatory trade barriers and introduce trade barriers towards third 
countries (Mukunoki 2005). Trade partners can choose between the unilateral and preferential 
trade liberalization. Both of these trade liberalization options lead to economic welfare. However, 
preferential trade is more acceptable than the unilateral trade liberalization (EFTA Team 2004). 
We differentiate between the following forms of preferential trade: customs union, free trade 
area and common market. Customs union removes internal trade barriers and imposes common 
external customs tariff toward third countries (e.g. EC, the Central American Common Market 
(CACM) and MERCOSUR). Free trade area (FTA) eliminates internal trade barriers, but each 
country retains special customs policy toward third countries. Finally, common market abolishes 
customs duties between the member countries and introduces a common customs policy toward 
third countries (e.g. EU) (Baldwin and Venables 2004; Mansfield and Milner 1999; Mihashi 
2009).
 EFTA (European Free Trade Agreement) was established in 1960 by Austria, Denmark, 
Norway, Portugal, Sweden, Switzerland and the United Kingdom. It was joined by Finland in 
1961, Iceland in 1970 and Liechtenstein in 1991. However, the United Kingdom and Denmark 
(in 1973), Portugal and Austria (in 1986), Finland and Sweden (in 1995) left EFTA and joined 
the EU. After the accession to the EU, Iceland, Liechtenstein, Norway and Switzerland remained 
EFTA members (Ferreira 1990; Avery 1995; Ahearn 2011; Fundira 2007; Schmieding 1989; 
EFTA Team 2004). Norway, Iceland and Liechtenstein together with the EU make up the 
European Economic Area (EEA), while they signed a bilateral agreement with Switzerland that 
entered into force in 2002 (Baldwin 2011; EFTA Team 2004; Trocan 2010). Apart from this, 
EFTA signed bilateral agreements with over 50 countries including B&H (Van Randwyck 2011; 
Matta 2014; Baudenbacher 2005; Službeni Glasnik BiH – Međunarodni ugovori 2014). EFTA 
Agreement mainly covers trade in industrial, agricultural and fish products. This agreement, like 
the other EU agreements, potentiates asymmetric trade liberalization (Cieślik and Hagemejer 
2001; Ahearn 2011). 
 Preferential agreements lead to trade creation and trade diversion. Trade creation is considered 
a desirable process, whereas trade diversion is deemed an undesirable process negatively 
affecting multilateral trade flows (Viner 1950). Trade creation is a more efficient process since 
it represents the replacement of inefficient domestic production with cheaper imports from trade 
partner countries (Zahariadis 2007; Robinson and Thierfelder 1999). Trade diversion represents 
the replacement of cheap imports from the world market with more expensive imports from 
partners (Lipsey 1957; Park and Park 2008; Stevens et al. 2015; Dee and Gali 2005; Snorrason 
2012; Spies and Marques 2006). 
 Free trade agreements lead to the complementarity effect. Countries that sign free trade 
agreements increase mutual imports and drastically reduce imports from third countries. This 
trade diversion leads to a reduction of their influence in the manipulation of terms of trade with 
third countries, which results in the reduction of their external tariffs. If the production costs 
increase, signatory countries will see a rise in mutual trade with the countries with which they 
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signed bilateral free trade agreements, while the exports to third countries will be reduced. This 
situation results in reduced manipulation of terms of trade by the third countries, which eventually 
leads to decrease in customs duties towards FTA member countries (Saggi et al. 2015). 
This paper’s main objective is to find out whether liberalization of trade between B&H and the 
EFTA countries positively affects levelling off of trade balance. To that effect, we attempted to 
prove theoretical settings and numerous empirical studies stating that trade liberalization leads 
to an increase in trade flows between trade partners, but that it results neither in convergence in 
welfare nor in levelling off of trade balance in less developed industrial countries. Namely, less 
industrialized countries register higher imports than exports, i.e. they fail to reduce trade deficit 
as compared to developed industrial countries. Finally, we concluded that the main reason for 
this is the low competitiveness of the national economy of the less industrialized country, in this 
case of B&H.  
 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

Aitken (1973) studied the effect of the European Economic Community (EEC) and EFTA on 
the increase in European trade. He applied gravity model and concluded that trade integrations 
positively affected the increase in gross domestic trade, especially in the case of EEC. Apart 
from this, he studied the positive effect of trade diversion of EFTA as compared to five EEC 
countries. Finally, EEC achieved the external effect of trade creation with EFTA, but this effect 
remained in the shadow of the trade diversion effect. Bhagwati (1993) explored the relationship 
between regional and multilateral trade. Primarily, he emphasized an increasing presence of 
regional trade agreements compared to multilateral agreements. Regional trade agreements 
represent a threat to multilateral trade because they give an advantage to member countries in 
the sense of enhancing their economic welfare, whereas, on the other hand, they block world 
trade and impoverish non-member countries. Krishna (1998) also studied the relationship 
between regionalism and multilateralism. To that effect, he applied Brander-Krugman model 
and concluded that preferential trade agreements lead to reduction in world trade flows and that 
they had a destimulating effect on multilateral liberalization. Regional preferential agreements 
cause trade diversion and thus stimulate the trade among the signatory countries, i.e. block the 
trade with a third party. 
 Carrere (2003) used the sample of 130 countries to study the effect of trade agreements on 
trade flows enhancement. She applied gravity model to explain the effects of trade diversion and 
trade creation using the example of seven regional trade agreements. The study results showed 
that regional agreements had a significant effect on the increase in trade flows between the 
member countries, whereas they contributed to a reduction in trade flows in the rest of the world 
– thus proving trade diversion. Furusawa and Konishi (2003) studied the factors affecting the 
establishment of free trade agreements. In the case when an agreement consists of symmetrical 
countries and when products and services cannot be substituted, then the integration structure 
and global trade network are stable. Baldwin and Venables (2004) studied the effect of regional 
economic integrations using the example of EC92 and NAFTA. Their research covered three 
effects of regional economic integrations: allocation, accumulation and location effect. In the 
case of EC92 all three effects have been observed, whereas these same effects were less present 
in NAFTA. 
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Spies and Marques (2006) researched the effect of the European free trade agreements on the 
Central and Eastern European countries. They applied the gravity model in order to study the 
effect of agreements with respect to exports and imports within the established trade bloc. They 
concluded that the trade exchange within the group had grown, while Slovakia and Czech 
Republic achieved increase in trade at the expense of import from third countries. Magee (2007) 
studied the effect of all regional agreements on trade flows in member countries. He applied the 
fixed effect technique and the gravity model. The study has shown that regional trade agreements 
lead to an increase in trade by 26 percent in the first four years, while in the long run or after more 
than 11 years there is an 89 percent increase in trade. Free trade agreements cause slower growth 
in intra-bloc trade compared to the customs union. Caporale et al. (2008) studied the effect of 
the Free Trade Agreement between the EU-15 countries and four Central and Eastern European 
countries. For the purpose of measurement, they used a control variable i.e. three countries such 
as the Russian Federation, Ukraine and Belarus, which had not signed trade agreements with 
the EU. They applied FEVD econometric technique, which showed that there was a positive 
growth trend in the trade between the countries under analysis. Trade between EU-15 and 
CEEC-4 countries increased by 37 percent in 1990, by 60 percent in 2000 and by 74 percent in 
2005. On the other hand, Belarus, the Russian Federation and Ukraine registered a growth of 33 
percent in 1992 and 38 percent in 2005. Coulibaly (2009) studied the effect of NAFTA on trade 
flows between member countries and with third countries. He concluded that NAFTA increased 
imports from non-member countries, while, in turn, exports decreased. Cieślik and Hagemejer 
(2011) studied trade liberalization of the Central and Eastern European countries in the time 
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. Cipollina and Salvatici 
(2012) researched the effect of regional free trade agreements on the increase in bilateral trade 
flows. They applied meta-analysis as well as random and fixed effect method and statistically 
presented 1827 estimates collected from the sample of 85 studies. 
 The research results showed that regional free trade agreements positively affected the 
increase in trade by 11 percent. Barbalet et al. (2015) studied the effect of 27 regional and 
bilateral trade agreements on Australian economy. They applied the gravity model and Poisson 
regression and concluded that preferential trade agreements lead to an increase in trade between 
trade partners, but cause negative trade balance with third countries. On the other hand, non-
preferential trade agreements lead to an increase in trade both between the members and with 
third 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 
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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. n.d.). Thus a mass of goods or labor or other factors of production 
supplied at origin i, Yi , 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, dij. Strictly applying the analogy

(1)

gives the predicted movement of goods or labor between i and j, Xij  (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) 

(2)

where Tradeij is the bilateral trade between country i and j; A is a constant;  GDPi and GDPj are 
the respective real domestic products of the countries; Distanceij is the distance in kilometers 
between country i and j (Gjipali et al. 2012).

In trade-theory, the gravity equation in its most basic and frequently used form is specified as 
(Gao 2009)

(3)

where Xij is the amount of trade between country i (host) and country j (home), Y is the nominal 
GDP of each country, Dij is the distance between the two countries, and Fij represents any other 
factors that might affect the amount of trade conducted between country i and j. Miscellaneous  
Fijfactors are frequently represented by dummy variables. This is because more often than 
not, these factors tend to remain constant for each individual country. In conjunction with the 
economic size Ni of a country is its market size, meaning larger countries have greater potential 
markets which would attract more firms to export to that country. To account for this possibility, 
some theories have suggested an extension of the gravity model to include the population size of 
each country into the equation

(4)

4.  Econometric issues
Our sample contains data relating to B&H and the EFTA countries (Iceland, Norway, Liechtenstein 
and Switzerland). The data used in the study are considered at annual level and pertain to the 
time period 2005 - 2014. They have been taken from the data bases of the Agency for Statistics 



26 Safet Kurtovic • Sead Talovic • Blerim Halili  •  Nehat Maxhuni

of B&H, the Central Bank of B&H, EFTA, Statistics Iceland, Amt für Statistik Liechtenstein, 
Statistics Norway, Swiss Statistics, Eurostat, World Bank (World Data Indicators). Amounts 
relating to variables are expressed in thousands of dollars. 
In order to measure the effect of export and import from the EFTA countries on B&H trade 
balance, we applied the gravity model and the econometric technique system of simultaneous 
equations: Three-Stage Least Squares. We introduced three regression equations based on gravity 
model equation. These pertain to imports, exports and trade balance of B&H:

(5)
(6)

  (7)

Exportijt - denotes exports respectively between countries i and j at time t with i ≠ j (thousands of 
dollars) – independent variable;
Importsijt- denotes exports respectively between countries i and j at time t with i ≠ j (thousands 
of dollars) – independent variable;
Trade Balanceijt - stands for the trade balance as a proportion of GDP – independent variable;
GDPit, GDPjt  - represents the gross domestic product of country i and country j at time t – 
dependent variable;
REERit, REERjt  - represents the real effective exchange rate between i and j at time t – dependent 
variable;
CPIit, CPIjt  – represents Consumer Price Index of country i and country j at time t – dependent 
variable;
Disij - represents distance between the two largest or capital cities of countries i and j – dummy 
variable;
Accijt - represents a dummy variable that equals 1 if country i and country j have signed a regional 
agreement, and zero otherwise – dummy variable;
x – represents the population of country i and country j at time t – dummy variable;
εijt- is an error term.

The 2SLS method does not exploit the correlation of the disturbances across equations. You saw 
in the case of systems of regression equations that using FGLS to account for such correlations 
improved efficiency. This will also be true here (McFadden 1999). If the disturbances are 
contemporaneously correlated, a feasible generalized least squares (FGLS) version of the two-
stage least squares estimation leads to consistent and asymptotically more efficient estimates 
(Henningsen and Hamann 2007). If the entire simultaneous equations model is to be estimated, 
then one should consider system estimators rather than single equation estimators. System 
estimators take into account the zero restrictions in every equation as well as the variance-
covariance matrix of the disturbances of the whole system (Baltagi 2008). We turn to consider a 
system of g equations (Arellano 2003).

 (8)
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whose errors are orthogonal to a common  × 1 vector of instruments . Thus, in this example there 
are  moment conditions given by

(9)

Convenient compact notations for these moments are (Arellano 2003)

(10)

where 

                                                                                   (11)

Accordingly, the sample orthogonality conditions are

(12)

where Z= (z1, ... , zN)′ is an N x r0 matrix similar to that used in the 2SLS example, and we 
analogously define y1, ..., yg  and X1, ..., Xg. Moreover, y = (y1

’, ... , x’g)’ and X is a block diagonal 
matrix with blocks X1 , ..., Xg. The 3SLS estimator of θ minimizes the GMM criterion

(13)
with weight matrix given by

(14)

where  is the  residual covariance matrix (Arellano 2003)

(15)
and 

Therefore:
(16)

or

 (17)
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Moreover, in parallel with the earlier development for , the  formula can be written as

(18)

where is a block diagonal matrix with blocks .

(19)

with 

Expression 18 corresponds to the interpretation of 3SLS on which its name is based. Namely, 
the first two stages coincide with those of 2SLS for each of the g equations, whereas in the third 
stage we obtain as θ ̀3SLS as GLS  of  yi on xi weighted by the inverse of . Note that replacing by 
an identity matrix in 18 we obtain a compact expression for the 2SLS estimators of all the θ . 
Finally, we also have

(20)

so that θ ̀3SLS can also be interpreted as a simple IV estimator of the full system that uses  
as instrument and solves the moment conditions

(21)
 
The main advantage of 3SLS over 2SLS is a gain in asymptotic efficiency. The main disadvantage 
is that the estimators for a single equation are potentially less robust, since they will be inconsistent 
if the IV assumptions that Z is predetermined fail in any equation, not just a particular one of 
interest (McFadden 1999).

5.  Estimation results
Applying the gravity model and simultaneous equations: Three-Stage Least Squares, we studied 
the effect of trade liberalization with the EFTA countries on B&H trade balance. In Table 1 
we presented the descriptive statistics for variables affecting the trade balance of B&H, while 
simultaneously leaving out dummy variables. Based on the mean value and statistical deviation, 
we observe that import (Importijt) to B&H from the EFTA countries is very high. Gross domestic 
product (GDPjt) of EFTA countries significantly exceeds the gross domestic product (GDPit) 
of B&H. Trade balance (Trade Balanceijt) of B&H has negative value. Consumer Price Index 
(CPIjt) and real effective exchange rate (REERjt) of EFTA countries have greater main value and 
statistical deviation compared to B&H. 

Table 1 Descriptive statistics

Variable Obs Mean Std. Dev. Min Max

Exportijt 40 23478.33    39714.46          2 135878

Importijt 40 27703.4         52253.74        106 213899

Trade Balanceijt    40       -4225.075  34868.53    -133631    49328
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Variable Obs Mean Std. Dev. Min Max

GDPit 40 16285.5         2542.935      10909 18692

GDPjt 40 257752.1        263267.1       3659 703852

REERit 40    99.525            1.154423         98 101

REERjt 40               103.4    14.69659         87 153

CPIjt 40 74.6775    43.53706        -.7 106.3

CPIit 40 102.4    2.137816       98.8      104.9
Source: Author’s

Table 2 shows the results of the effect of trade liberalization on export, import and trade balance 
of B&H. We concluded that the export of products from B&H to the EFTA countries is positively 
affected by independent variables such as Consumer Price Index, geographical distance, signed 
bilateral trade agreements and population of the EFTA countries. The EFTA countries have 
low inflation, which positively affected the import of cheap raw materials, semi-products and 
products from B&H. 
 With respect to transportation costs, geographical distance of the EFTA countries’ markets 
does not represent a great obstacle for export of products from B&H. Additionally, signed 
bilateral agreements with the EFTA countries contributed to a reduction in customs duties and 
non-customs barriers, which boosted exports from B&H to a certain extent. Finally, EFTA market 
has a population of 13 million, which represents a significant potential for an increase in exports 
from B&H. However, in regard to gross domestic product and real effective exchange rate of the 
EFTA countries, we concluded that they negatively affected the increase in export from B&H.  
 Despite the growing GDP of the EFTA countries, export of goods from B&H did not reach the 
desired level, in the sense of a significant reduction in trade, because B&H exports raw materials, 
semi-products and products of low competitiveness for which there is low demand within the 
EFTA countries as a result of low global demand. Real effective exchange rates of the EFTA 
countries, apart from the Icelandic Krona, have appreciated compared to the real exchange rate 
of BAM, which was supposed to lead to an increase in exports to the aforementioned countries; 
however, that did not happen. Namely, this has to do with the high elasticity of demand of the 
EFTA countries for B&H products.   

Table 2 Trade balance of B&H with the EFTA countries

Equation     Obs Parms RMSE «R-sq» chi2 P

Exportijt 40 6 11298.47    0.9170     461.73   0.0000

Importijt 40 6 27977.04    0.7060     150.34   0.0000

Trade Balanceijt    40 6 31317.55    0.1726       6.78   0.1481
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   Coef. Std. Err. z P>|z|     [95% Conf. Interval]
Exportijt

GDPjt .0571114   .0398854     1.43   0.152    -.0210626    .1352854

REERjt -117.5664   168.2399    -0.70   0.485    -447.3106    212.1778

Disij 33.34812   12.21473     2.73   0.006     9.407687    57.28856

Accij 91918.23     9687.8     9.49   0.000     72930.49      110906

Popjt .0058325   .0018497     3.15   0.002     .0022071    .0094579

CPIjt -853.6563   296.9202    -2.88   0.004    -1435.609   -271.7034

_cons -14068.78   14134.57    -1.00   0.320    -41772.02    13634.46
Importijt

GDPit -.7754184   2.122093    -0.37   0.715    -4.934644    3.383808

REERit -3008.552   3752.583    -0.80   0.423    -10363.48    4346.375

CIPit 639.2831   1789.383     0.36   0.721    -2867.843    4146.409

Disij -1.327231   3.030465    -0.44   0.661    -7.266833    4.612371

Accij 84448.04   7755.467    10.89   0.000      69247.6    99648.47

Popit .2784923   .3049471     0.91   0.361     -.319193    .8761775

_cons -817444.5    1130758 -0.72   0.470     -3033689     1398800

Trade  
Balanceijt           

GDPjt .0108039   .0139588     0.77   0.439    -.0165549    .0381627

GDPit 4.380431   1.893555     2.31   0.021     .6691309    8.091731

REERit 2934.012   4155.648     0.71   0.480    -5210.908    11078.93

REERjt 210.7882   228.9957     0.92   0.357    -238.0351    659.6115

_cons -392150.4     420480 -0.93   0.351     -1216276    431975.2
Note: *- significance at 10 percent level, **- significance at 5 percent level, ***- significance at 1 percent 
level. Source: Author’s

The research results are in accordance with the current theoretical views and the empirical 
research carried out to date stating that, compared to the more industrially developed countries, 
less industrially developed countries, within trade liberalization, register a negative trade balance 
i.e. import considerably more products than they export. Less industrially developed countries 
import technology and sophisticated products, while they export labor-intensive products. 
Observed by country, B&H mostly exports footwear, clothes and furniture to Iceland; furniture, 
steel, steel products and footwear to Norway; and footwear and furniture to Switzerland. There 
are no data available on export from B&H to Liechtenstein (EFTA, 2015). Hence, we note that 
B&H industry has low competitiveness when compared to the EFTA countries. On the other 
hand, import from the EFTA countries exceeds export considerably, which causes the trade 
balance deficit. It was only in the case of independent variable bilateral trade agreements that 
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we observed a positive effect on the reduction of import from the EFTA countries, whereas other 
independent variables exhibited a negative effect. Observed by country, B&H mostly imports 
livestock and manufacturing machines from Norway and pharmaceutical products, machines for 
machinery industry and electrical machines from Switzerland (EFTA, 2015). There are no data 
available on import from Iceland and Liechtenstein.
 Finally, we have concluded that B&H registered a deficit in trade balance with the EFTA 
countries. This is mostly ascribed to the fact that imports exceed exports and particularly to the 
negative effect of variables such as gross domestic product and real effective exchange rates of 
the EFTA countries. On the other hand, decrease in gross domestic product of B&H positively 
affected the reduction in B&H trade balance deficit. In the period 2005-2014, GDP of B&H fell 
considerably, resulting in a decrease in domestic demand, which indirectly led to a decrease in 
import of products from the EFTA countries and a relative decrease in trade deficit.  

6. Conclusion
This paper studies the effect of the liberalization of trade with the EFTA countries on B&H trade 
balance. It analyzes the time series data for the period 2005 – 2014. We applied the gravity model 
and simultaneous equations: Three-Stage Least Squares. According to theoretical views, trade 
liberalization aims to enhance economic welfare and improve trade flows between partners. The 
research results confirm the current theoretical views and the previously carried out empirical 
research pertaining to trade liberalization and signing of trade agreements. Liberalization of trade 
between B&H and the EFTA countries enhanced the trade exchange; however, it did not lead 
to a significant reduction in trade balance deficit, i.e. imports continued to exceed the exports 
considerably. Liberalization of trade between the industrially developed countries and the less 
industrially developed countries in most cases does not positively affect the latter countries. 
Generally, less industrially developed countries register a negative trade balance and there is no 
convergence in trade exchange.  
 We have concluded that export of products from B&H to the EFTA countries is positively 
affected by the factors such as Consumer Price Index, signed bilateral trade agreements, 
population and geographical distance of the EFTA countries, whereas it is negatively affected 
by gross domestic product and real effective exchange rates. Namely, we found that of all the 
analyzed factors affecting the reduction in import of products from EFTA to B&H, only bilateral 
agreements exhibited a positive effect, while the other variables had a negative impact. The fact 
that imports exceed exports is explained by the increase in import of sophisticated technology and 
pharmaceutical products from the EFTA countries, while B&H exports labor-intensive products 
such as footwear, furniture and steel. Apart from this, one of the main reasons for low export 
to the EFTA countries lies in the fact that the consumers and economies of the given countries 
exhibit more elasticity with respect to B&H products, i.e. these products are less competitive. On 
the other hand, consumers and economies in B&H show non-elasticity with respect to products 
imported from the EFTA countries.  
 Finally, the result where we have imports exceeding exports leads to a balance of trade 
deficit in B&H. Trade balance deficit of B&H has decreased in the last couple of years due to 
a fall in GDP of B&H, which reflected itself on the reduction in domestic demand and import 
of products from the EFTA countries. However, the main reasons for B&H deficit pertain to 
exports of products, raw materials and semi-products of low competitiveness. In order to achieve 
convergence in trade balance between B&H and EFTA in the long run, B&H needs to implement 
the necessary economic reforms and change the product export structure, i.e. to improve its 
competitive position in relation to the EFTA countries. 
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Appendix 1
Figure A1 Independent variables affecting the B&H trade balance with the EFTA countries

Source: Author’s
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