Appendix 1: Discussion of institutional indices for Bosnia and Herzegovina
We start with the aggregated Heritage Foundation Index of Economic Freedom (HFI)
 that is used by some authors (Redek and Susjan, 2005; Paakkonen, 2009; Estrin et al., 2009) to proxy the quality of the institutional environment in transition countries (TCs). If we look at the behaviour of the HFI over the last decade, BiH recorded an increase in this aggregated indicator to the level of 0.55 (the maximum value of this normalized index is 1.0). However, this cannot be marked as a satisfactory improvement, given that BiH is still below the transition average (0.6) and only after 2005 did it surpass Turkmenistan, which is the lowest ranked country in transition. 
Figure 1a The HFI for TCs and BiH 1998-2007
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Source: HF&WSJ (2008) and authors’ calculations.
According to the HFI data for 2007 presented in Figure 2, BiH’s main weaknesses are in components that are focused on the state of property rights (Property Rights), government (Gov’t), and regulations (Regulation), all of which are areas of particular importance for an efficient institutional framework. For example, the mean average value of the index of property rights (PR) for BiH in recent years is only 0.1 out of 1.0, suggesting very poor PR protection, which is much lower that the levels reached by other countries from SEE. Figure 2 shows that the value of this PR index in 2007 remained unchanged at 0.1.
The aggregated European Bank for Reconstruction and Development (EBRD) structural and institutional change indicators are the most frequently used proxies for institutional performance in transition research (e.g., Havrylyshyn and van Rooden, 2000; Sachs, 2001; Beck and Laeven, 2006; Falcetti et al., 2006; Di Tommaso et al., 2007).
 
Figure 2a The EBRD index for TCs and BiH 1992-2007
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Source: EBRD (2008) and authors’ calculations.
According to Figure 2a, Bosnia and Herzegovina is again below the transition average. The EBRD institutional indicator fell for BiH over the war period (1992-1995), which is not surprising, but the later trend, apart from a huge post-war increase, was not strong enough to reach, at least, the transition average. The mean value of this index in the observed period is 0.45 of the benchmark level that denotes institutional performance at the level characteristic of developed market economies, while the transition average is 0.61. 

Finally, we consider the key area of contract enforcement. Although it has frequently been neglected in empirical research (Brousseau, 2008), the enforcement of contracts is fundamental in institutional economics, not least because it generates confidence in other institutions (Pejovich, 2008). 
Table 1a Enforcing contracts in TCs and BiH 2004-2008
	Indicator
	Number of observations
	Standard

deviation
	Average transition
	Average

EU of the transition  countries
	Average of the SEE countries*
	BiH

	Procedures (number)
	131
	5.1
	35.5
	32.8
	39.5
	38.6

	Time (days)
	131
	278.6
	463.9
	614
	547.9
	595.0

	Cost (% of claim)
	131
	8.6
	24.3
	20.6
	28.7
	38.4

	Sources:  IBRD/WB (2008); and authors’ calculations using STATA 10. * The average is calculated without BiH.


According to the IBRD/WB (2008) data presented in Table 1a, the enforcement of contracts in BiH requires more procedures, time and costs compared to the transition average. However, its biggest deficiency relates to the costs of enforcement and these costs are almost twice the transition average. 
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Appendix 2 List of variables used in empirical models with summary statistics 

	Question from the BiH household survey
	Dummy
	Values: B = base
	Valid %
	Notes

	Q1. To what degree do you agree with this statement? ‘I am confident that the legal system will uphold my contract and property rights in business/household disputes’.
	DPROPER
	0 – Agree (B)
	58.3
	The response on the property rights protection in BiH. “Don’t know” responses are ignored.

	
	
	1 - Disagree 
	41.7
	

	
	Q1PROPER
	1 – Disagree 
	35.4
	The response on the property rights protection in BiH using the full aggregated scale of answers. 

	
	
	2 – Agree  (B)
	49.5
	

	
	
	3 – Don’t know
	15.0
	

	Q3a. Can you estimate how much you use informal links (like links with your relatives, friends, colleagues, etc.) in your everyday business (life) activities?
	D3INFLINK
	0 – Use little/not (B)
	73.7
	The response on how much respondents use informal links in their everyday life

	
	
	1 – Use moderately/lot
	26.3
	

	Q3b. Can you estimate how much you use informal rules (like unwritten rules, codes, norms, customs, conventions, etc.) in your everyday business (life) activities?
	D3INFRULE
	0 – Use little/not (B)
	76.2
	The response on how much respondents use informal rules in their everyday life

	
	
	1 – Use moderately/lot
	23.8
	

	Q4a. If you consider institutions in BiH (as defined before), can you estimate how much your total costs of living/production are higher because of:

 Direct costs that you pay in terms of money (e.g. taxes, administration fees, etc.)
	D4DIR10
	0 – Other (B)
	58.7
	The estimates of the direct costs of institutions in BiH using the scale.

Omitted dummy in the model is D4DIR30m.

	
	
	1 – 0%<cost(10% costs
	41.3
	

	
	D4DIR30
	0 – Other (B)
	61.3
	

	
	
	1 – 10%<cost(30% costs
	38.7
	

	
	D4DIR30m 
	0 – Other (B) 
	80.0
	

	
	
	1 –  Costs>30%
	20.0
	

	Q4b. ……

 Indirect costs that you face (e.g. the time spent on different procedures, lack of enforcement of some laws, inappropriate services of institutions, lack of efficiency of institutions, etc.).  
	D4IND10
	0 – Other (B) 
	56.3
	The estimates of the indirect costs of institutions in BiH using the scale.

Omitted dummy in the model is D4IND30m.

	
	
	1 – 0<cost(10% costs
	43.7
	

	
	D4IND30
	0 – other (B)
	61.2
	

	
	
	1 – 10<cost(30% costs
	38.8
	

	
	D4IND30m
	0 – Other (B) 
	82.5
	

	
	
	1 – Costs>30%
	17.5
	

	Q4b. ……

 Indirect costs that you face (e.g. the time spent on different procedures, lack of enforcement of some laws, inappropriate services of institutions, lack of efficiency of institutions, etc.).  


	D4IND5
	0 – Other (B) 
	81.0
	The estimates of the indirect costs of institutions in BiH using the scale.

Omitted dummy in the model is D4IND20m.

	
	
	1 – 0<cost(5% costs
	19.0
	

	
	D4IND20
	0 – other (B)
	53.0
	

	
	
	1 – 5<cost(20% costs
	47.0
	

	
	D4IND20m
	0 – Other (B) 
	66.0
	

	
	
	1 – Costs>20%
	34.0
	

	Q5a. Can you estimate how the efficiency of the State institutions (as defined before), relevant to your business/household activities, has changed over the last five years?
	D5NATBETT
	0 – Other (B) 
	75.9
	The perception on how state institutions have been changing over the last five years.

Omitted dummy in the model is D5NATBETT.

	
	
	1 – Better 
	24.1
	

	
	D5NATWOR
	0 – Other (B)
	80.0
	

	
	
	1 – Worse 
	20.0
	

	
	D5NATSAME
	0 – Other (B)
	44.2
	

	
	
	1 – Same 
	55.8
	

	Q5b. Can you estimate how the efficiency of the Entity institutions (as defined before), relevant to your business/household activities, has changed over the last five years?
	D5ENTBETT
	0 – Other (B) 
	74.5
	The perception on how entity institutions have been changing over the last five years.

Omitted dummy in the model is D5ENTBETT.

	
	
	1 – Better 
	25.5
	

	
	D5ENTWOR
	0 – Other (B)
	81.5
	

	
	
	1 – Worse 
	18.5
	

	
	D5ENTSAME
	0 – Other (B)
	44.0
	

	
	
	1 – Same
	56.0
	

	DENTITY
	0 – RS (B)
	33.4
	Entity in BiH – Federation of BiH or Republic of Srpska. 

	
	1 – FBiH 
	66.6
	

	JUNE08
	0 – Other (B) 
	60.6
	Surveys were conducted in June 2008 (JUNE08); September 2008 (SEPT08); and November 2008 (NOV08).

Omitted dummy in the model is JUNE08.

	
	1 – June 2008
	39.4
	

	SEPT08
	0 – Other (B)
	59.6
	

	
	1 – September 2008
	40.4
	

	NOV08
	0 – Other (B)
	79.8
	

	
	1 – November 2008 
	20.2
	

	DGENDER
	0 – Female (B)
	53.5
	Those dummies control for the individual characteristics of the respondents, but only in the Household survey

	
	1 – Male
	46.5
	

	DURBAN
	0 – Rural area (B)
	50.4
	

	
	1 – Urban area 
	49.6
	

	DMAJOR
	0 – Ethnic minority (B)
	20.3
	

	
	1 – Ethnic majority
	79.9
	

	Note, all dummy variables for questions Q1-Q5b are constructed in such a way that ‘Don’t know’ answers are not taken into account. However, we have also constructed the same list of dummy variables taking into account the ‘Don’t know’ category, including also new dummies for ‘Don’t know’ as well. This longer list of variables is not reported because of space limitations, but they are used in the robustness-checking procedures. Source: Authors. 


The variable DPROPER represents the respondents’ confidence in contract and property rights protection in BiH; in other words, if they ‘agree’ or ‘disagree’ that they feel confident that their contract and property rights will be upheld in household disputes. The scale of possible answers included ‘strongly disagree’ and ‘disagree in most cases’, which are aggregated into the new category ‘disagree’, as well as ‘agree in most cases’ and ‘strongly agree’ that are combined into ‘agree’.
 Hence, the two outcomes will be labelled as 0=’agree’ and 1=’disagree’.  There are 15 percent ‘Don’t know’ responses. 

The variables D3INFRULE and D3INFLINK are proxies for the extent to which respondents use informal rules and informal links/networks respectively in their everyday life. The answers are aggregated: ‘Very much’ and ‘Moderately’ are combined into the new category ‘Use moderately/lot’; while the answers ‘A little use’ or ‘Don’t use’ are combined into ‘A little or not’. 

For questions ‘Q4a’ and ‘Q4b’ we have constructed a set of dummy variables that control for different estimates of the direct and indirect costs of institutions. The scale of estimated costs had seven categories that are combined into three dummies based on the relative ratios of the answers obtained. Accordingly, the first dummy captures the answers in which estimated costs range from 0.1-10%; the second,  from over 10% to 30%; and the last one, over 30%. 

Questions ‘Q5a’ and ‘Q5b’ capture the respondents’ assessments on how institutions at the State and Entity levels have been changing over the last five year. The answers are combined into three dummies as follows: ‘better’ (‘much better’ and ‘slightly better’); ‘same’ (‘same’); and ‘worse’ (‘slightly worse’ and ‘much worse’).  The main purpose of these questions was to capture perceptions about the direction of institutional changes.   

The dummy variable DENTITY controls for entity in BiH (RS=0, FBiH=1) having in mind that one entity is centralized (RS), while the other is very decentralized (FBiH) with one additional institutional (cantonal) level making its functioning more complex and costly.
 From the list of variables that control for individual characteristics of the respondents we include the following: DMAJOR - if a respondent belongs to the ethnic minority/majority group in the surveyed area; DURBAN - if he/she is from an urban or a rural area; and DGENDER controls for the gender of respondents.
We also checked if there were high simple correlations between explanatory variables. The results suggested that dummies coding the direct and indirect costs were highly correlated. In order to keep both those variables in the model we created new dummies for the indirect costs that control different scales in comparison to the one established for the direct costs.
 After this remedy, the coefficient of correlation between the direct and indirect costs dropped significantly. A similar transformation is done for the variable coded D3INFLINK,
 which was highly correlated with D3INFRULE. After the modification, the dummy D3INFLINK denotes those respondents that report ‘heavy’ reliance on informal links versus others. Quite high correlations are obtained also for the variables that coded changes in the state and entity institutions, but the estimated correlation coefficients were below the conventional ‘worrying level’,
 and so we keep them in the model. 


































































� The aggregated Index of economic freedom (denoted in Figure 2 as Aggregated 2007) is a simple average of 10 individual freedoms, which are: Business freedom (Business); Trade freedom (Trade); Fiscal freedom (Fiscal); Freedom from government (Gov’t); Monetary freedom (Monetary); Investment freedom (Investment); Financial freedom (Financial); Freedom from corruption (Corrupt); Property rights (Property Rights); and Labour freedom (Labour). Source: HF&WSJ, 2008.


� Note, these are the sub-components of our EBRD institutional proxy: Price liberalization; Trade and foreign exchange system; Competition policy; Banking reform and interest rate liberalization; Securities markets and non-bank financial institutions; Large-scale privatization; Small-scale privatization; and Governance and enterprise restructuring. They are aggregated into one composite index and normalized in the range from 0 to 1, which is common practice in applied research. The same proxy is used, for example, in Falcetti, et al. (2006) and Eicher and Schreiber (2007). 


� In Figure 3, “BiH” denotes the EBRD index for Bosnia and Herzegovina, “BEST (Hung)” denotes country with the best EBRD index, which is Hungary, “WORST (Turkm) denotes the worst country according to the value of the EBRD index, which is Turkmenistan, while “ALL” denotes the average of 29 transition countries in our sample. 


� We have conducted the Likelihood Ratio test for combining the different alternatives (using Stata 10). The test rejected the null that “All coefficients except intercepts associated with given pair of outcomes are 0 (i.e., categories can be collapsed)”. However, since the interpretation of a dependent variable that includes many scales is tedious (Long and Freese, 2006) and is not our primary interest, we decided to combine them as reported. 


� We do not consider the District Brcko in our analysis, since it is de facto one small city in BiH that accounts for less then 5% of the observations in the sample. Moreover, even official statistics in BiH mainly do not report data for this District. 


� The initial scale that included following categories: 0-10%; more than 10% to 30%; and over 30%, is transformed into the new one as follows: 0-5%; more than 5% to 20%; and over 20%. 


� The initial dummy was constructed as follows: use ‘very much’ and ‘moderately’ take the value 1; while use ‘a little’ and ‘don’t use’ take the value 0. The new categories are: ‘very much’ = 1, while ‘moderately’, ‘a little’, and ‘don’t use’ are set to 0. 


� According to a commonly used rule of thumb, if the coefficient of correlation between two variables is above 0.7, it may be considered as problematic; in our estimate, it is below this threshold level. 





