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Introduction: The Fallout of Ethnically Motivated Violence 
 
 
From 17 to 20 March 2004, Kosovo experienced the worst outbreak of ethnically 
motivated violence since the 1999 conflict.  Targets were not only the Kosovo Serb, Roma 
and Ashkali minorities, but also UNMIK and KFOR.  According to UNMIK Police 
preliminary assessments, the unrest resulted in  

• 19 persons killed, of whom 11 were Kosovo Albanians and 8 Kosovo Serbs; 

• 954 civilians treated for injuries at the seven main hospitals and 23 health centres; 

• 65 international police officers, 58 KPS officers, and 61 KFOR soldiers injured; 

• more than 150 vehicles destroyed or severely damaged, including 12 KPS, 4 KFOR, 
and more than 100 UNMIK vehicles; 

• approximately 550 houses and 27 Orthodox churches and monasteries burned; 

• further 182 houses and two churches/ monasteries damaged. 

• approximately 270 individuals have been arrested thus far in connection with the 
violence. 

• approximately 130 local prosecutors have been appointed to deal with the case load. 
 

 
The violence hit Kosovo at a time of increasing stability and welfare.  Inter-ethnic 
relations, although continuing to be tense, had been gradually improving.  There had been a 
number of successful returns and substantial improvements in the freedom of movement for 
minorities.  The economy was growing, even if at a lower rate than in the post-reconstruction 
boom.  Potential investors from the region and the diaspora were showing an increased 
tendency to see Kosovo not only as destination for exports, but also for investments.  
Minorities gradually made themselves heard through democratic channels, such as the 
Assembly and the civil society.  Last but not least, work on a Kosovo Standard 
Implementation Plan to be reviewed in mid-2005 was progressing well.  
 
Although the violence was initially sparked by a spontaneous expression of anger by 
Kosovar Albanians, its escalation and wide geographic spread indicates that it was 
largely well orchestrated and planned. This shows that Kosovo remains vulnerable to 
ethnic extremism on both sides, and that the question of Kosovo’s final status remains a 
contentious issue that is easily exploited by extremists.  The social structure in Kosovo is too 
rigid to allow for spontaneous outbreaks of violence of this scale and magnitude.  Economic 
factors, although seen in many ex-post facto analyses as the root cause and the key cure, in 
this case played a minor role.  Nevertheless, for the medium-term it  is clear that high numbers 
of young, uneducated, unemployed youth, with few prospects for the future, will remain a 
breeding ground for resentment that can be easily exploited by extremists for political 
purposes.   
 
In the economic sphere, the events affect three areas:  
 

1. Budget:  The Government has made a commitment to cover the cost for 
compensation and reconstruction out of the Kosovo Consolidated Budget, and has set 
up an Emergency Fund for that purpose.  So far, there are intentions to provide an 
initial €11.6 million for the fund, but, as yet, there are no definitive damage estimates 
available.  Given that large part of the money from the fund will flow back into the 
Kosovo economy, it  is unlikely that there will be a negative macroeconomic impact.  
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2. Investor confidence :  Attempts to attract foreign investors to Kosovo will most 
likely suffer severe setbacks.  However, investments are the only source of 
sustainable growth and employment.  Although it  is unlikely that this set back can be 
overcome in the short run, it  might be useful to explore additional opportunities to 
provide investment protection.   

 
3. Youth employment and education:  Although a better education is no guarantee for 

greater stability per se, the violence has brought back to the agenda the potential 
threat to economic development and social stability that can be caused by insufficient 
education, combined with demographic trends (see 2 below).  Donors are strongly 
encouraged to refocus their attention to the education sector, including vocational 
training.  Moreover, in order to address short-term employment problems, it  might be 
useful to revisit  youth employment schemes (as already implemented in the region by 
UNDP and others). 

 
The political capital that has been destroyed needs to be carefully rebuilt, and 
expectations that there can be a quick solution to the economic problems should be 
avoided.  It  is essential to support the moderate political forces in Kosovo.  However, it  is 
unlikely that these will find quick solutions for problems that are equally pressing in the 
donor countries (such as youth unemployment), and neither will UNMIK.  There is no 
alternative to the pursuit  of proper education, investment and employment policies, but they 
will have a sustainable impact only in the longer run.   
 
It is important that donors remain firmly committed to capacity building for the nascent 
institutions.  Strictly speaking, UNMIK does not any longer have the mandate to develop 
overall economic policies.  With the establishment of the PISG in 2002, UNMIK has 
transferred, and therefore lost, substantial analytical and implementing capacities in the 
economic policy area.  This process was initiated on the explicit  request of donors who urged 
UNMIK to “ let go”, and concentrated technical assistance on the new PISG.  Lately, 
however, signals from donors are ambiguous: on the one hand, they encourage UNMIK to 
continue on the course of transferred responsibilit ies to the PISG; whilst  on the other hand 
they request that UNMIK make stronger contributions to economic policy making. 
 
Consequently, over the course of 2003, UNMIK has initiated important economic policy 
initiatives, mainly in the form of joint UNMIK-PISG working groups in the areas of trade, 
small enterprise development, and economic strategy (see 1.4 below).  However, UNMIK 
will not be able to substitute for donor-supported efforts aiming at increased PISG capacities.  
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1. Political and Institutional Developments  
 
1.1 Positive Trend Interrupted 
 
Prior to the unrest that occurred from 17 to 20 March, the political situation in Kosovo 
was on the whole  entering a period of normalization.  Despite sporadic violence against 
Kosovo Serbs, the overall security situation had improved, allowing for greater freedom of 
movement and a noted increase in refugee returns. The International Community’s 
relationship with the Kosovo Albanian leadership in the Provisional Institutions of Self-
Government (PISG) was placed on a new footing:  

• In order to improve governance in the province, both the local authorities and 
UNMIK jointly launched in December 2003 the “Standards for Kosovo” that set 
out clear benchmarks that the PISG must meet; 

• As part of the overall policy to develop the capacity of provisional institutions for 
democratic self-government through partnership between the international 
community and local authorities, there was a transfer of all  remaining non-
reserved competencies to the PISG at the end of 2003; 

• Regular meetings between the European Commission and the PISG through the 
Stabilisation and Association Process Tracking Mechanism (STM) indicated that 
Kosovo’s relationship with the EU was on par with the rest of the region; 

• Finally, the long-awaited dialogue between the PISG and Belgrade , which started 
in March in the form of two Working Groups on Missing Persons and Energy, was a 
significant breakthrough. 

 
 
1.2 Kosovo Standards Implementation Plan 
 
On 10 December 2003, the Prime Minister and the SRSG jointly launched the 
“Standards for Kosovo”, which outline a set of clear objectives for Kosovo’s development.  
The UN Security Council in its statement of 12 December endorsed this document.  The 
Standards are to be realised through a joint Implementation Plan against which UNMIK and 
the PISG will periodically report progress. The Kosovo Standards Implementation Plan 
(KSIP), launched on 31 March 2004, sets out the actions and policies to reach the standards. 
 
The “Standards for Kosovo” describe a truly multi-ethnic, stable  and democratic 
Kosovo approaching European standards, where: 

• public institutions are representative and democratic; 

• the rule of law is effective, respected and accessible to all;  

• those IDP’s who wish to return to Kosovo are free and able to do so without 
hindrance, threat or intimidation;  

• all individuals, regardless of ethnic background, can travel and work safely, and use 
their own language;  

• the framework for a functioning market economy is in place;  

• the Kosovo Protection Corps operates strictly within its mandate;  

• Pristina participates in successful dialogue with Belgrade, and Kosovo is in stable and 
peaceful relationships with its regional neighbours.  
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The KSIP lines out actions to be undertaken by the PISG and other institutions to 
achieve the standards.  UNMIK’s actions are mostly in support of the PISG.  In some cases, 
in particular for areas of reserved competence, UNMIK should be the primary implementing 
actor since it  bears legal and functional responsibility for these standards.  In other cases, 
actions are to be jointly undertaken by the PISG and UNMIK.  Despite this division of tasks, 
it  is clear that achievement of the standards will  be obtained only through collaboration 
between the PISG and UNMIK.  In addition, co-operation from the Government of Serbia and 
Montenegro would also be a crucial contributing factor for success.  
 
The economic section of the Standards for Kosovo has the overall aim to ensure 
compatibility with European standards and to enshrine a European perspective in the 
development of economic policy and law.  Strengthening the capacity of the PISG to 
develop and implement non-discriminatory economic policy is an ongoing priority with an 
emphasis on sound and transparent public financial management.  The Economic Standards 
also emphasise the importance of PISG cooperation and commitment to ensure progress in the 
process of restructuring of the POEs and privatisation of the SOEs in Kosovo. 
 
In light of the unrest of 17-20 March 2004, the immediate priorities are the 
establishment of the rule  of law, and prosecution of the perpetrators of violence.  This is 
the responsibility of all the people of Kosovo.  In addition, the PISG m ust take rapid steps to 
rebuild damaged and destroyed property, and to actively facilitate the return of those 
displaced from their homes.   
 
Assessment of the progress of the PISG and Kosovo as a whole  against the standards 
will  be performed on a quarterly basis by the United Nations, in consultation with other 
key international partners (such as the Contact Group and European Union).  The UN 
Secretary-General will in turn report to the Security Council.  
 
 
1.3 Transfer of Powers and Economic Policy  
 
On 30 December 2003, the SRSG confirmed that all  remaining non-reserved 
competencies under Chapter 5 of the Constitutional Framework (CF) had been 
transferred to the PISG.  UNMIK and the PISG jointly identified 44 competencies that had 
not fully been transferred upon formal establishment of the Government in 2002. In most 
cases this happened either because of a lack of capacity to carry out the functions, or the need 
for an appropriate administering body to be created.  The 2003 transfer was coordinated by a 
Transfer Council co-chaired by the SRSG and the Prime Minister.   
 
The transfer of economic competencies under Chapter 5, in particular in the budget 
sphere, had already been largely completed at the beginning of 2003.  At that t ime the 
Central Fiscal Authority had already ceased to exist.  This was in line with the explicit  desire 
of the large majority in the international community that wanted the PISG to take over 
substantial responsibilit ies in economic policy making.  Consequently, the Government (as 
lined out in UNMIK Regulation 2001/19) has now a wide range of economic competencies.  
For example:  

• The Ministry of Economy and Finance (MFE) develops and executes the Budget 
(see section 3. below), oversees tax collection, tax administration and tax policy 
initiatives (with substantial USAID support); coordinates with multilateral and 
bilateral donors on financing and grant contributions; monitors PISG compliance 
with applicable rules and procedures for public expenditure; promotes anti-fraud and 
anti-corruption activities; and ensures the adoption and implementation of standards 
of accounting. 
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• The Ministry of Trade and Industry (MTI) develops policies, legislation and 
programmes that promote industrial and commercial enterprises, particularly small 
and medium-sized enterprises (SMEs); establishes an economic strategy (see section 
2.1 below); facilitates external trade and investment promotion; establishes and runs 
the Business Register;  

• The Ministry of Transport and Communications (MTC) develops policies and 
legislation in the sectors of road transport, information technology, post and 
telecommunications; implements legislation, establishes and supervises standards for 
service providers and infrastructure; develops infrastructure maintenance and 
construction programs and carries out procurement activities. 

• The Ministry of Agriculture (MAFRD) develops policies and legislation for the 
agricultural sector. 

• The Statistical Office  of Kosovo (SO K), under the Ministry of Public Services 
(MPS), is the sole provider of authorised data in Kosovo.  Due to ongoing SOK 
difficulties that are addressed with donor support, MFE and MTI do their own 
statistics.   

 
While  initially the Government and key donors were very eager that UNMIK let go of 
economic competencies, contradictory signals were received in 2003.  There were 
increasing demands from the donor community that UNMIK should refocus on economic 
strategy, and the Government showed an increasing interest in joint economic initiatives.   
 
UNMIK’s European Union Pillar has actively promoted and moderated such initiatives, 
last but not least through close cooperation with the EAR in designing and implementing 
technical assistance projects.  The three most important policy initiatives are: 
 

• UNMIK-PISG Trade Policy Working Group, which was established in March 
2003.  It  is co-chaired by the EU Pillar and the MTI, and includes MFE, MAFRD, 
UNMIK Customs, SOK, Chamber of Commerce.  Its activities so far include trade 
policy discussions and advice; inputs for UNMIK/ Kosovo delegations to the Stability 
Pact Working Group on Trade Liberalisation and Facilitation; preparations for 
negotiations on Free Trade Agreements (FTAs), which resulted in the conclusion of a 
FTA with Albania that entered into force in October 2003; and identification of trade-
related technical assistance needs.  The group is presently finalising work on the 
comprehensive paper “Trade Policy for Kosovo 2004”. 

 
• UNMIK-PISG Economic Strategy and Project Identification Group (ESPIG), 

which was established in June 2003. It  is co-chaired by the OPM and the EU Pillar, 
and includes MFE, MAFRD, World Bank and IMF as permanent members.  The 
group pursues two goals:  

(i) developing a comprehensive economic strategy by analysing Kosovo’s 
development potentials, bringing together sector strategies developed in the 
Ministries and other institutions, facilitating political decisions on development 
priorities, and linking this process to medium-term budget development;  

(ii) the identification of bankable investment projects suitable for participation of 
International Financial Institutions.   

After overcoming some initial fears that the group might interfere with the 
competencies of line Ministries, ESPIG has gained momentum and lately provided a 
jointly produced draft Law on International Financial Agreements to the Government.  
The Law was subsequently submitted to the Assembly.  In addition, the group 
supported by DFID is now embarking on a series of activities for a medium-term 
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development vision for Kosovo.  ESPIG, jointly with the EAR and DFID, has also 
worked out terms of reference for an EAR project supporting the strategy which is to 
start  in mid-2004 (see also 4 below).  

 
• UNMIK-PISG Working Group to integrate  Kosovo into the European Charter 

of Small Enterprises (ECSE).  It  is co-chaired by the MTI and the EU Pillar, and 
includes MFE, Ministry of Education, Ministry of Labour and Social Welfare.  As 
Kosovo’s development is largely carried by SMEs, the EU Pillar facilitated Kosovo’s 
integration into the activities of ECSE under DG ENTERPRISE.  A first  Kosovo 
Report on SME Development, including an action plan, was jointly worked out and 
discussed in a conference in Pristina and various follow-up workshops.  

 
• Energy Office .  The office was jointly set up in 2003 within the OPM.  The legal 

establishment of the Energy Office is pending on the promulgation of the necessary 
legislation.  In September 2003, the Energy Office has presented a White Paper, as a 
joint product of the EU Pillar and the PISG.  

 
In 2004, partnerships with the PISG to gradually increase their capacity to carry out 
functions currently reserved to UNMIK and the SRSG will continue.  The set-up of the 
new Energy Office is a good example. Through implementation and assessment of the 
Kosovo Standards process, the capacity and performance of the PISG will be measured with a 
view to carrying out increased responsibilit ies in the competencies listed in Chapter 8 of the 
CF; these include powers reserved to the SRSG.   
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2. Economic Outlook 
 
2.1 Overview 
 
Kosovo’s economy is far from being self-sustainable , and even under the most optimistic 
scenarios will  not become so in the short-run.  Although economic indicators for 2003 
suggest that the performance of the Kosovo economy is further improving, unemployment 
remains a major concern, in particular in the medium and long term.  Although quantitative 
analyses remain subject to severe statistical imperfections, the state of the economy can be 
characterised as follows: 

• The Kosovo economy continued to grow in 2003. Less so than in former years, 
mainly due to the withdrawal of international donors.  Growth is still mainly driven 
by foreign assistance, remittances from abroad and public spending. 

• The trade deficit  remains substantial (current export/import coverage is 3.9%)but is 
slightly declining both due to a decline in imports and a growth in exports by ca. 26% 
in 2003.   

• Employment is stabilising, while official unemployment is rising. The demographic 
trend gives rise to major concerns, particularly in the medium term.  

• Other macroeconomic and institutional indicators, such as inflation, are stabilising.  
 
A Medium-Term Development Strategy 2004-2008 presented by the Ministry of Trade 
and Industry (MTI) in December 2003 projected a GDP growth of 28% annually, 
mainly driven by a ‘super-Keynesian’ expenditure programme.  Although considered by 
other Ministries and UNMIK as unrealistic, it  at  least reflects the recognition of the 
magnitude of the economic challenge Kosovo is facing in order to come close to full 
employment.   
 
Projections by the World Bank see possible  growth to range between 2% and 7%, 
depending on the development of key policy variables such as reform speed.  To a large 
extent, the future of economic growth requires painful economic reforms, and is a function of: 

• Improvement of the investment climate through further legislative and institutional 
efforts.  However, it  must be expected that the recent violence will result  in a severe 
setback in the perception of Kosovo’s investment climate;  

• Sound macroeconomic policies, possibly with stronger investment incentives;  

• Further improvement in basic infrastructure, in particular electricity and roads; 

• Further development of the financial sector;  

• Further improvement in all areas of education;  

• Development of the agricultural sector, depending on progress in the area of property 
rights;  

• Success of privatisation; 

• Continued committed donor support policies.  
 
 
2.2 Macroeconomic Trends 
 
After a period of rapid growth in the reconstruction phase, the IMF and the MFE 
project 2004 growth to be around 4%.  As growth is still mainly driven by foreign 
assistance, remittances from abroad and public spending, the economy is far from being self-
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sustainable.  In late 2003, the MFE and the International Financial Institutions have 
drastically adjusted GDP figures down wards for the period 1999-2003.  The GDP for 2003 is 
now estimated to reach about €1.34 billion or approximately €700 per capita.  The expanding 
domestic activities are expected to create some new jobs and increase labour productivity.  
 
In 2004, the MFE tries to counter recession trends through accelerated public spending.  
The 2004 Budget in the magnitude of €632 million (including a surplus in the amount of 
€74.3 million) is topped up by carryforward funds from 2003 in the amount of €203.9 million 
(see 3.3 below).   
 
With total imports close  to €971 million and exports of only €37 million, (export/ import 
coverage of 3.9%) the reduction of the trade deficit remains one of the top economic 
priorities.  Nevertheless, a notable rise in the level of exports occurred between 2002 and 
2003.  Exports grew by approximately 26%, primarily in two product groups: food, and metal 
and scraps.  The most significant destinations for Kosovo’s exports remain its immediate 
neighbours with €15.5 million in exports, and EU countries with €14.2 million.  Within the 
immediate neighbours, the most significant destinations for Kosovo’s products are Macedonia 
(€6.9 million) and Serbia (€5.6 million).  The fact that Kosovo’s imports grew by less than 
2% during this same period should be seen as a sign of improvement in Kosovo’s economic 
performance. 
 
After having experienced significant price increases in 1999-2002, Kosovo’s price 
inflation has vanished to zero.  The consumer price index continued to slightly decline in 
2003 (-0.1% decline on an annual basis) and its further decline is expected (price deflation).  
This price stabilisation has been supported by relatively stable exchange rates between the 
currencies of Kosovo’s main trading partners and the Euro.  During the last several months, 
all these rates have slightly increased or remained unchanged.  This contributes to domestic 
price disinflation but does not help boost Kosovar exports. 
 
Available data suggests relative wage stability.  On one hand, one can expect a moderate 
increase of income in the enterprise sector and family businesses, and there are some wage 
hikes in the budget sector (especially in education).  On the other hand, several recent surveys 
have confirmed a gradual decline in workers’ remittances and donor spending.  As a result, 
net household income increases may turn out to be negligible.  As the residential construction 
boom comes to an end, an increasing share of household income is spent on consumption.  
 
After sharp increases of bank account balances for both the government and the private 
sector (including commercial public enterprises), the deposit balances have stabilised.  
Total deposits in commercial banks were €427.3 million at the end of 2002 and €507.7 
million by the end of October 2003, reflecting the growing trust in the banking system.  The 
internal structure of deposits, however, has changed: enterprises save more, while individuals 
save less.  This trend is likely to continue in line with the decline in workers’ remittances, 
donor spending, and residential construction activity. 
 
 
2.3 Labour Market Trends 
 
The unemployment rate lies at 50-60% without, however, taking into account informal 
employment in the grey economy; World Bank estimates range between 23% and 33%.  
Officially registered unemployment is still rising and was recorded at 278,644 for the 3rd 
quarter of 2003.  There are about one million persons in the labour force (age 16-64 years), 
15% of which them are “officially employed” – i.e., there are 150,000 persons registered as 
income tax payers (wage tax or presumptive tax).  Roughly, one-half work in the budget 
sphere and the donors/ NGO sector, one-quarter in public enterprises and socially owned 
enterprises, and the remaining quarter in the private sector.  The total number of gainfully 
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employed persons is about 330,000 – two-fifths of which work in agriculture and are not 
registered with the tax authorities.  However, there is a rapidly augmenting number of people 
who are seeking jobs or remain out of the labour market.  
 
Although birth rates have declined, Kosovo’s total population continues to grow faster 
than in neighbouring countries.  Kosovo has the highest population density in the region.  
There are 175 residents living on every km2 in Kosovo, compared to a population density of 
79/km2 in FYROM and 98/km2 in Serbia proper.  Kosovo’s population is also the youngest in 
the region, with almost one third of the population younger than 15 years and 42% younger 
than 19 years.  There are indications that the net immigration (number of in-migrants minus 
the number of out-migrants) has become negative.  Given the declining birth rates, the total 
population of Kosovo has stabilised at between 1.85 and 1.90 million, including about 8% of 
Kosovars residing temporarily abroad. 
 
Youth employment-related issues become the number one problem for Kosovo and 
potentially a main destabilising factor.  In order to overcome the problem, it would be 
necessary to increase the number of jobs by almost one-half during the next five years 
(30,000 new jobs every year).  The projected changes in the labour market are closely related 
to the demographic structure of the population.  During the next five years almost 200,000 
youngsters will cross the borderline of labour force age (16 years) while the number of people 
reaching their retirement age (65 years) will be three times lower (about 60,000).  Taking into 
account significant socio-economic differences between these two age groups; such as the 
level of education, female labour participation, and family size; it  becomes clear that Kosovo 
lacks the capacity to absorb such a large number of new job market entrants.  Economic 
growth will provide jobs only to a few thousand persons, at best.  
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3. Budget 2003 and 2004 
 
3.1. Outcome of the 2003 Budget  
 
On 31 March 2004, the Ministry of Finance and Economy (MFE) submitted its Final 
Budget Report 2003 to the SRSG.  The report provides the following final figures: 
 
 
Table 1: Kosovo General Budget 2003-2004 (In million Euro) 
  2003 2003e Variation 2004 
. 
  Budget 

YTD       
actual 

YTD 
Budget Budget 

General Government Budget (KGB)         
Revenue 584.4 589.7 5.3 619.3 

Tax revenues 512.2 520.8 8.6 533.2 
Customs 76.0 72.3 -3.7 80.0 
Excises 156.8 171.3 14.5 158.0 
VAT on import 187.7 180.6 -7.1 193.5 
VAT domestic 36.3 34.9 -1.4 44.3 
Presumptive business tax 18.0 18.9 0.9 18.1 
Profit tax 29.9 28.4 -1.5 34.1 
Wage tax 14.8 14.6 -0.2 16.2 
Other 2.7 2.6 -0.1 3.0 
Adjustments -10.0 -2.9 7.1 -14.0 
Non tax revenue 44.4 41.6 -2.8 52.1 

Municipalities own-source revenues 27.8 27.3 -0.5 34.0 
         

Expenditures 863.4 570.1 -293.3 661.1 
Recurrent expenditure 580.1 467.4 -112.8 486.3 

Salaries, goods & services 411.5 340.4 -71.2 341.6 
o/w Wages and salaries 150.0 145.7 -4.3 187.8 
o/w Goods and services 261.5 194.7 -66.9 153.8 

Subsidies and transfers 168.6 127.0 -41.6 144.7 
Interest payments 0.0 0.0 0.0 0 
Capital expenditure and transfers 276.3 100.4 -175.9 139.5 
Reserves and contingency 7.0 2.4 -4.7 35.3 

         
Overall balance before grants -279.0 19.5 298.6 -41.8 

Grants 52.9 25.1 -27.8 n.a. 
Overall Budget Balance (inc. Grants) -226.1 44.6 270.7 -41.8 
Financing        

Domestic (change in bank balances) (residual) 226.1 -44.6 -270.7 41.8 
Source: Final 2003 Budget Report, Ministry of Finance and Economy 
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Table 2: Kosovo Integrated Budget 2002 – 2004 (In  million of Euro) 
  2003 2003e Variation 2004 
        
. 
  Budget 

YTD       
actual YTD Budget Budget 

Kosovo Integrated Budget (KIB)         
Revenue 584.4 589.7 5.3 619.3 
Total expenditure (CG+PIP)* 1,143.4 850.2 -293.3 661.1 

Recurrent expenditure 580.1 467.4 -112.7 486.3 
Capital expenditure 556.3 380.4 -175.9 139.5 
Reserves & contingencies 7.0 2.4 -4.7 35.3 

Balance before grants -559.0 -260.5 298.6 -41.8 
Grants to recurrent budget 52.9 25.1 -27.8   
PIP grants 280.0 280.0 0.0 n.a. 
SCF 0.0 0.0 0.0   

Balance aft er grants -226.1 44.6 270.8 -41.8 
Financing needs 226.1 -44.6 -270.8 41.8 
* PIP figures are not available 
Source: Ministry of Finance and Economy 
 
 
3.2. Kosovo Budget 2004 and Medium-Term Expenditure Framework 
 
Compared to 2003, management of the 2004 budget development process has improved 
considerably primarily due to intensive consultation between all  stakeholders in 
UNMIK and the PISG (particularly MFE, Pillar IV and the Office of the Legal Adviser).  In 
line with the ‘Single Budget process’, the Budget 2004 is the first  full year budget 
development process and budget managed by the MFE for all Kosovo budget organizations, 
both transferred and reserved.  However, delay in the preparation and finalisation of the mid- 
year review 2003 has made the process more complex through the need to manage both the 
MYR 2003 and the 2004 budget development process in parallel. 
 
The major difficulty in finalizing the 2004-2006 Budget figures has been the 
postponement of decisions on the appropriate  budget for the KTA.  The MFE, as well as 
other members of the Government, voiced their reservations against the KTA’s initial request 
from the Kosovo Budget (a total of €156.9 million, including funding for KEK).  Instead, the 
Government proposed a total budget ceiling of only €14.4 million for the KTA.  The KTA 
proposed an allocation of this ceiling to sustain privatisation and other core KTA activities, 
but this meant that the investment (and Trepca operating costs) could not be funded.  This left 
the investment needs of KTA for the Airport (necessary for the planned transfer to civilian 
control), T repca and KEK, unfunded in 2004 budget appropriations. 
 
Although a significant proportion of these funds could have been appropriated against 
the remaining surplus from 2002, the Government did not wish to make such a decision.  
In the event, at  the EFC, the Government agreed to a commitment to proceed with the Budget 
2004 as then developed, leaving KTA investment needs totalling €75 million to be considered 
as a first  charge against the surplus available in 2004.  The SRSG noted, in his advice to the 
President of the Assembly, that this commitment was a key element in his being able to agree 
to proceeding with the Budget 2004 as now approved. 
 
The 2004 Budget was promulgated as UNMIK Regulation No. 2003/41 on 31 December 
2003, with a volume of €632 million.  Before that, despite the existence of a clear 
understanding that under the present legal framework the Assembly has not the authority to 
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pass a Law making appropriations, the Assembly did pass such a Law on 23 December 2004.  
As a result  UNMIK reviewed and introduced amendments to this Law for promulgation 
including: 

• Introduction of a new Schedule 1, which sets out the overall Budget (revenue, 
expenditure and financing) in IMF format, consistent with the provision in the 
Constitutional Framework for the SRSG to approve the parameters of the Budget; 

• Amendment of provisions for KTA, as earlier discussed and agreed, not to include 
funds for Airport, Trepca and KEK;  

• Replying to KEK’s urgent needs of covering its current operating loss by providing 
€9 million of subsidy and an amount of €4 million for covering the starting costs for a 
project plan to relocate Hade village – as discussed and agreed with the Government; 

• Editorial amendments in order to properly reflect the SRSG’s overall responsibility of 
setting the parameters for, and approving of the Kosovo Consolidated Budget in line 
with Section 8.1c of the Constitutional Framework. 

 
The MFE has started the 2005-2007 Budget Development Process with a macroeconomic 
framework presentation in the EFC meeting on 15 April 2004.  The 2004 Mid-Year 
Review Process has not started yet.   
 
 
3.3. Accumulated Cash Balance and Carryforward Funds 
 
On 30 January 2004, the MFE presented a first calculation of the Accumulated Cash 
Balance at the end of 2003 (“surplus”) of €75 million, and of unspent commitments of 
€198 million, with the proposal to fully carry forward these funds into 2004.  With the 
aim of identifying areas where carryforward funds could be reduced, the SRSG requested that 
the MFE provide further information on the breakdown, and a possible revision.  The 2003 
Budget Surplus and its allocation for outstanding KTA priorities (Airport, Trepca and KEK) 
were to be discussed at an EFC meeting in early February 2004, in line with the political 
commitment of the PISG of October 2003.  Upon request of the Government this meeting was 
delayed to allow more time for the preparation of the surplus proposal. 
 
On 4 March 2004 the SRSG held an EFC meeting to discuss only the most urgent and 
immediate  funding needs for the Airport, Trepca, KEK and KPC training.  Without the 
attendance of the Minister of Finance, but with the support of the Prime Minister and the 
participation of his representative, the EFC was held and the SRSG subsequently appropriated 
funding for:  

• Airport pre-certification funding (€ 14.2m); 

• Trepca’s outstanding 2004 Budget (€13.6m); 

• Kosovo Protection Corps training continuation (€ 1,1m). 
 
On 18 March 2004, the MFE presented a revised final calculation of carryforward funds 
in the amount of €203.9 million and a Surplus in the amount of €74.3 million , and asked 
the SRSG to approve of the re-appropriation of the unexpended commitments from 2003.  
After the 4 March urgent funding decision, €45.5 million of the surplus still needed to be 
decided upon.  Within the carryforward commitments there were €171.2 million from central 
government and €31.9 million from municipalities.  By economic category there are €0.9 
million for Wages and Salaries, €46.1 million for Goods and Services, €116.3 million for 
Capital, €38.5 million for Subsidies and Transfers and €1.3 million for Reserves.   
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The SRSG approved of the total carryforward funds requested on 8 April 2004, while 
an EFC on 15 April referred the outstanding decision on KTA funding back to the 
Budget Commission.  The MFE also presented a concept to finance the immediate needs of 
the damage recovery fund, set up following the violent outbreak of March 2004, through 
other budgetary means. 
 
This brings the total budget appropriations for 2004 from the original (actual) budget of 
€632 million to €852 million, which equals an increase of 35%.  The Government expects 
that this substantial amount of cash to be injected into the economy is supposed to have a 
positive effect by increasing domestic and external demand.   
 
 
3.4. Financing of Energy Sector Needs 
 
Since the MFE did not support KTA funding, including KEK, during the 2004-2006 
budget development process, the EFC of 31 October 2003 recorded the Government’s 
political commitment to provide funding for these investment needs as a first charge 
against the 2003 surplus available  in early 2004.  During the regular 2004-2006 budget 
development process a total amount of €48 million was identified to be required for KEK for 
2004 of which €20 million was identified for ‘Mine Safety/ Coal Production’ (relocation of 
Hade Village), further €14.5 million for ‘Electricity Production’, another €4 million for 
‘Transmission and Dispatch’, and €9.5 million for ‘Distribution’. 
 
In order to respond to KEK’s urgent funding needs, an amount of €13 million was made 
available  in the finalisation of the 2004 budget (€9 million subsidy for its current operating 
loss, and €4 million for a project plan for the relocation of Hade village – as discussed and 
agreed with the Government).   
 
Recently, the KTA, after discussions in the Energy Working Group, re-evaluated the 
funding needs for KEK to be at €47.7 million for 2004. Of these, €38.2 million alone are 
for investment, €4m for Turnaround Management, and €5.5m for operating subsidies and 
maintenance. 
 
The EFC on 15 April referred the outstanding decision on KTA funding back to the 
Budget Commission.  This, as intended, brings KEK under further financial pressure, but 
increases the risk of more frequent electricity supply failures due to depressed investment.  
This will not only hamper economic development, but also add to social dissatisfaction.  
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4. Enterprise  Development Support 
 
4.1. Access to International Borrowing and Investment Protection 
 
Following an EIB commitment over €75 million for Kosovo over the period 2004-2007, 
agreement on developing three instruments was reached between the European 
Commission, the European Investment Bank (EIB), UN New York and UNMIK during 
meetings in Brussels and New York in July 2003.  The package includes: 

• Framework Agreement EIB-UNMIK, the purpose of which is to facilitate the 
granting of loans by the EIB for investment projects in Kosovo.  The Framework 
Agreement expressly provides that UNMIK acts in regard to EIB loans granted to 
Kosovo as a legal conduit and a facilitator between the EIB and the PISG.  The PISG 
acknowledge that obligations undertaken by UNMIK are undertaken for and on 
behalf of the PISG.  However, any obligations, undertakings and commitments by 
UNMIK for the PISG under the Framework Agreement will be carried out by 
UNMIK in coordination with the PISG in accordance with UN SC resolution 1244 
(1999). 

• Exchange of Letters between the European Commission (EC), EIB and the UN 
Secretary General on matters pertaining to EC guarantees for EIB loans for Kosovo 
and legal succession of obligations towards the EIB by any post-UNMIK 
administration would be addressed. 

• Law on International Financial Agreements. 
 
Following the Brussels and New York consultations, the UNMIK-PISG Economic 
Strategy and Project Identification Group (ESPIG) drafted a proposed Law on 
International Financial Agreements.  The draft Law was handed over to the Government in 
December 2003.  The Government tasked the MFE with a final review.  After several delays a 
“Law on International Loans” was endorsed by the Government and directly submitted 
simultaneously to the Assembly, and the UNMIK Office of the Legal Adviser in late January 
2004.  This new Law unfortunately neither met the special conditions of Kosovo’s unresolved 
status, nor the requirements agreed with EIB.  In several follow up meetings initiated by 
ESPIG, the Government decided to withdraw its draft and to endorse a slightly improved draft 
Law on International Financial Agreements for adoption by the Assembly. 
 
The draft Law on International Financial Agreements addresses issues of financial 
liability, succession to rights and duties established, arbitration, choice of law, and the 
procedure to sign an agreement.  In general terms, no liabilit ies will be incurred against the 
UNMIK budget but only against the KCB and the obligations created under an international 
financial agreement will be binding upon the PISG and any successor Government.  In 
addition, the draft Law regulates the procedure to be followed before an international 
financial agreement can be signed by the SRSG, involving both the Government and the 
Assembly.  
 
On 8 April 2004, the SRSG forwarded the draft Law on International Financial 
Agreements to UN New York for legal clearance. During the first  Assembly reading dated 
1 April 2004 and during further discussions in the respective committees, the members of the 
Assembly expressed their concern about the fact that UNMIK would not guarantee for 
financial obligations incurred under an international financial agreement, as this could cause 
practical obstacles. Nevertheless, the Law was adopted by the Assembly in the second 
Assembly reading dated 6 May 2004 and will be promulgated soon. 
 
 



UNMIK European Union Pillar: Kosovo Outlook May 2004 17 

 

Given the need to build consensus at each and every step of the complicated process, 
UNMK does not expect that international loans or guarantees will  become a significant 
form of investment financing in 2004.  Moreover, given the limited debt guaranteeing 
capacity of the Kosovo Consolidated Budget, there should be a realistic consensus that 
international loans cannot fully substitute for donor grant support.   
 
The signature of an Agreement on the Reciprocal Promotion and Protection of 
Investments, between UNMIK and Albania, set another important cornerstone in efforts 
to promote foreign investment.  The Agreement was signed in T irana on 19 February 2004, 
and is one of the activities following up on the signature of a Free Trade Agreement with 
Albania which entered into force on 1 October 2003.  Other agreements of that type, with 
other trade partners, are to follow.   
 
 
4.2. Privatisation of Socially Owned Enterprises 
 
Privatisation started with a first wave of tenders for 6 SO Es on 15 May 2003, and a 
second wave of tenders of 18 SO Es on 2 July 2003.  Investors’ interest was encouraging, 
with a total of 102 bids received.  
 
Due to a number of coinciding events, UNMIK and the KTA engaged in a due diligence 
process on privatisation procedures.  Amongst others, KTA was confronted with a court 
case, the announcement of a substantial number of further claims to be filed, the departure of 
its second Managing Director on grounds of lack of professional indemnity, and indications 
that there had been several cases of collusion amongst bidders.  The due diligence process 
brought to light some questions with respect to the interpretation of the KTA Regulation and 
the role of KTA staff.  These questions were discussed with the UN New York.  
 
In O ctober 2003, UN New York provided clear legal guidance  on the major issues 
identified, outlining the following: 

• KTA’s Fiduciary Duties:  When assessing the value of a SOE, KTA may focus on 
the economic aspects of the activities of a SOE in the market and may take into 
account factors designed to generate economic reconstruction other than the fair 
market value. 

• Liabilities and SO E Status Determinations:  Any sale of private property affected 
by KTA would be ultra vires and the owner of such property would have a claim for 
unlawful taking of property against the KTA.  Members of the Board, the 
management and the staff would be liable for any neglect of duty.  Moreover, 
Privatisation of a SOE on the assumption that all SOEs in existence on 22 March 
1989 were SOEs, without a determination whether they were subject to a 
transformation or a merger after 22 March 1989 would be inconsistent with the 
provisions of the KTA Regulation.  KTA is therefore recommended to immediately 
review the status of 135 SOEs that were determined between December 2002 and 
July 2003 to be SOEs.   

In determining the status of a SOE, KTA is obligated to strictly comply with section 5 
of the KTA Regulation and to review every SOE in order to determine whether its 
status had changed pursuant to a transformation or a merger and consequently should 
be excluded from the privatisation process along the following lines: 

o KTA must determine whether any transformation or merger effected after 22 
March 1989 was in conformity with the applicable law and implemented in a 
non-discriminatory manner; KTA must review that the transaction to 
determine whether the law was applied in a non-discriminatory manner. 
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o KTA must determine whether the legislation under which the transformation 
or merger was effected falls within the definition of Applicable Law 
according to Section 1.2 of UNMIK Regulation No. 1999/24 on the 
Applicable Law in Kosovo.  In this regard a post 1989 law would be 
recognized if it  fills a gap not covered by an UNMIK Regulation or a law in 
force on 22 March 1989, and such law must not be discriminatory and must 
observe internationally recognized human rights standards. 

• Due Process:  With respect to the requirement to give notice of a transaction at least 
two weeks before such a transaction is finalised and given legal effect, KTA is 
recommended to extend the term of the notice in order to ensure due process to the 
benefit  of potential owners.  KTA is also advised to issue such notice in conjunction 
with any invitation to bid on specific SOEs.  This matter should be regulated in detail 
in the Operational Policies. 

 
Attempts to amend the KTA’s O perational Policies in line with the UN 
recommendations have met strong reservations from the PISG and to some extent 
within KTA structures.  The PISG have reacted particularly strongly against the UN’s 
determination on the Applicable Law and have advocated that all post-1989 transformations 
be disregarded outright as discriminatory in nature.  Also, the need to change the Operational 
Policies at all has only recently been acknowledged by key players.  Unfortunately, local 
members of the KTA Board did not take part in meetings since January 2004, resulting in a 
dysfunctional KTA Board unable to take decisions.   
 
While  these discussions were dominating political circles, the KTA undertook due 
diligence of the SO Es in the first and second waves.  Significant progress has also been 
made in status determinations of SOEs for further waves of tender.  Bearing in mind that 
KTA activities remain reserved under the Constitutional Framework, the SRSG instructed his 
Deputy to take concrete steps to ensure that the process moved forward.   
 
Upon this SRSG advice the sales contracts for the enterprises sold in late 2003 were 
ratified on 9 March 2004, bringing the total number of enterprises privatised in Kosovo 
to 16.  An additional 19 enterprises have been proposed for the third wave of tenders, pending 
approval of revised Operational Policies.  The intention to launch these tenders was posted on 
the internet on 16 March 2004.  
 
A revised version of the KTA O perational Policies and Sales Procedures have been 
drafted by KTA.  This draft was discussed with international and local representatives in 
Pristina.  Although in line with the guidance from New York, most discussants perceived this 
draft as too radical a change to the process.  Following the SRSG’s dismissal of the Managing 
Director, the KTA has been working on a second draft for the Operational Policies.  The issue 
of personal liability for Members of the KTA Board remains unresolved. 
 
 
4.3. Restructuring of Publicly Owned Enterprises 
 
During the second quarter of 2003, external financial and operational audits were 
finalised for the major PO Es, namely KEK, PTK, UNMIK Railways, Pristina Airport and 
other publicly owned utilit ies in the water and waste sectors.  These audits are keystones for 
the restructuring of public utilit ies and in developing appropriate models of corporate 
governance.  
 
Given the fact that these enterprises were heavily affected by the consequences of the 
1999 conflict, it is not surprising that the audits brought to light shortcomings in the 
areas of accounting, corporate  governance, human resources, and others.  The KTA is 
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now following up on the major recommendations of the audits, by addressing immediate and 
medium-term goals to improve the performance of the enterprises.  In order to follow up on 
cases of suspected fraud and misappropriations of resources, an Investigation Task Force has 
been set up including the United Nations’ Office of Internal Oversight (OIOS) and the 
European Office for the Fight Against Fraud (OLAF). 
 
With the KTA Board unable  to fulfil  its mandated responsibilities, progress in 
incorporating the Publicly Owned Enterprises and implementing the 2003 PO E audit 
recommendations has been difficult.  However, a KTA Board meeting on 17 January 2004 
voted in favour of incorporating Pristina Airport.  Moreover, KTA management has appointed 
a new Chief Executive Officer for PTK, and will soon create governing boards providing for 
the first  t ime proper corporate governance. 
 
Until April 2004, uncertainty remained if KTA has the mandate to incorporate  PO Es 
into Joint Stock Companies.  The issue came to light when the KTA wanted to proceed with 
such incorporation under the respective provisions of the KTA Regulation (promulgated on 
13 June 2002), in order to meet the requirements for the handover of Pristina Airport from 
KFOR to UNMIK civilian control on 1 April 2004.  A legal clarification received from UN 
New York on 2 April 2004 finally confirmed that the KTA has this option. 
 
The KTA strategy to rationalize  Water, Waste  and Irrigations sectors is ongoing thanks 
to significant donor support.  Difficulties in collecting fees for services provided make the 
newly restructured companies financially fragile. 
 
UNMIK Railways, managed by KTA, has the problem of having to maintain a large rail 
network with very little  traffic due to the peculiarities of Kosovo’s status and the lack of 
mining activity that provided it  with sufficient volumes of cargo in the past.  Reduction in 
staffing levels will be inevitable as will be the rationalization of the maintenance program.   
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Abbreviations 
 
 
CF Constitutional Framework 
ECSE European Charter of Small Enterprises 
EFC Economic and Fiscal Council 
EIB European Investment Bank  
EU European Union 
GDP Gross Domestic Product 
IMF International Monetary Fund 
KCB Kosovo Consolidated Budget 
KEK Korporata Energjetike e Kosovës (Kosovo Energy Corporation) 
KFOR Kosovo Force 
KPS Kosovo Police Service 
KSIP Kosovo Standards Implementation Plan 
KTA Kosovo Trust Agency 
MAFRD Ministry of Agriculture, Forestry and Rural Development 
MFE Ministry of Finance and Economy  
MPS Ministry of Public Services 
MTC Ministry of Transport and Communications 
MTI Ministry of Trade and Industry 
MYR Mid-Year Review 
PIP Public Investment Programme 
PISG Provisional Institutions of Self-Government 
POE Publicly Owned Enterprise 
PTK Posta dhe Telekomi i Kosovës (Post and Telecom of Kosovo) 
SME Small and Medium Sized Enterprise 
SOE Socially Owned Enterprise 
SOK  Statistical Office of Kosovo  
STM Stabilisation and Association Process Tracking Mechanism  
UNMIK United Nations Interim Administration in Kosovo 
SRSG Special Representative of the Secretary General 
 
 


