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1.      In the context of its continuing policy dialogue with the authorities, an IMF staff team 
visited Kosovo during March 10–19. While the recent tragic events have naturally given 
priority to re-establishing order and security, it is hoped that conditions will soon allow 
policymakers to refocus their attention on maintaining macroeconomic stability, accelerating 
structural reforms, and improving the enabling environment for investment. Jump-starting a 
process of self-sustained growth is needed to avoid a vicious circle where the lack of political 
stability hampers economic development and the lack of economic development undermines 
political stability. 

2.      Two key concerns in the near-term are the lack of a fiscal strategy and the slow 
progress in restructuring public enterprises. First, fiscal policy seems to be driven by the 
intent to appropriate all existing and prospective budgetary resources and to allow—if not to 
encourage—spending agencies to use their appropriations. This runs the risk of setting fiscal 
policy on a wasteful and unsustainable course. Precious government assets risk being 
squandered on unproductive expenditures, sapping the basis of future growth. Sooner or 
later, this would call for painful retrenchment as growth falters and government revenues 
decline. Second, the slow progress in restructuring public enterprises is one of the main 
factors hampering a process of self-sustained growth from taking hold, as these enterprises 
have monopoly power in strategic sectors with the strongest international comparative 
advantage and overall economic multipliers. Similarly, the lack of progress in privatization of 
socially owned enterprises (SOEs) is acting as a brake on private sector development. 

3.      The lack of a fiscal strategy is intimately linked to the existing system of budgeting 
on a commitment basis. This system has led to such opacity in the budget, that it has become 
impossible for legislators and policymakers to detect fiscal policy intentions through the 
existing appropriations. The mission views that the best way to address this problem, and 
allow a much needed debate on a sensible fiscal strategy, is to change the basis of 
appropriation from commitment to cash, and recommends that this process begin 
immediately. The transition that would have to be engineered during 2004 will not be easy. 
However, as long as there is an agreement on the main objective of the reform and the need 
for it, pragmatic solutions could be worked out such that in the actual execution of the 2004 
budget, the change is implemented. This change would lay the right basis for a 2005 budget 
which would be prepared as a regular cash-based annual appropriation, from the outset. 
 
4.      The rest of this document elaborates on these points, outlining the staff’s assessment 
of the current economic situation and the outlook, and its recommendations for policies in the 
near-term.  
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I.   CURRENT ECONOMIC SITUATION AND NEAR-TERM PROSPECTS 

5.      Available data suggest that, despite a sharp decline in foreign assistance, a 
contraction of private investment, and stagnating private consumption, a sizable fiscal 
expansion may have supported modest growth in 2003.1 The slowdown of inflation—
slipping into negative territory excluding the one-off adjustment in the price of bread—and 
the sharp deceleration in import growth indicate a weakening in domestic demand. 
According to banks and the business community, activity in most sectors has stagnated, 
given flat or even declining incomes and the lack of progress in addressing impediments to 
export competitiveness and access to neighboring markets. The end of the post-conflict 
construction boom has depressed private investment, while consumer confidence seems to 
have weakened.2 Even the near tripling of credit to the private sector may be a sign of 
weakness reflecting a squeeze on companies’ profit margins and their need to turn to banks 
to finance their working capital. Apart from some employment growth in the civil service, 
overall employment is likely to have stagnated, if not contracted, given some labor shedding 
by the donor sector. Incomes and imports continued to be supported by sizable workers’ 
remittances and other private inflows, whose stability and strength in the future is a source of 
appreciable macroeconomic risks, including for tax revenues. An overwhelming share of the 
tax base is imports, which have been sustained at a high level compared to GDP thanks to 
these large private inflows.  

6.      On a cash basis, the 2003 budget out-turn was strong, with an overall surplus 
estimated at 2½ percent of GDP and a current surplus (revenues minus current 
expenditures) in excess of 8½ percent of GDP. Tax revenues continued to perform 
strongly, reflecting mainly higher excises, the phasing in of the wage and profit taxes, and 
better tax compliance. Current expenditures grew by 25 percent, reflecting mainly a very 
rapid increase in spending on goods and services, plus the phasing in of the old-age pension 
scheme and a 20 percent increase in the salary of 2/3 of the civil service effected in July. As 
in previous years, capital spending fell well short of budgeted amounts, reflecting mainly up-
front appropriations for multi-year projects, the delayed approval of additional appropriations 
in the context of the mid-year review, and weak spending capacity, reflecting, inter alia, 
bottlenecks in procurement procedures.  

7.      Barring a further deterioration in the political situation, modest growth may be 
sustained in 2004, assuming a prudent fiscal expansion and relatively stable private 
transfers. Private investment is likely to remain subdued in light of the uncertain prospects 
while private consumption is likely to reflect the ensuing drag on job creation and incomes. 

                                                 
1 This assessment is only tentative given severe data deficiencies. 

2 According to a public opinion survey run by the UNDP, the share of respondents who were 
optimistic about economic welfare of their families dropped from 66 percent in the last 
quarter of 2002 to 48 ½ percent in the first quarter of 2003. 
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Indeed, border tax collection during the first 12 weeks of this year points to a weak economic 
activity. The prudent fiscal expansion recommended by staff could provide a useful support 
to the economy at this juncture. A much stronger expansion, as implied by the current fiscal 
plans, would not be sustainable and would risk fueling inflationary pressures. Unlike in 2003, 
the inflationary impact of a larger expansion would not be offset by a decline in foreign 
assistance as information on UNMIK’s budget and other donors’ spending during 2004 point 
to a marginal decline. 

II.   THE 2004 BUDGET AND RELATED FISCAL ISSUES 

 
8.      Current fiscal plans for 2004 raise serious concerns about the efficiency of 
spending and its sustainability. The already approved appropriations plus the proposed re-
appropriation of carried forward commitments from 2003—even excluding other spending 
requests under consideration—are problematic in several respects: 

2003
Preliminary Already Approved Proposed Re-appr. Fiscal Percent

Estimate Appropriations of Carry Forwards Plans increase
(1) (2) (3) (4)=(2)+(3) 2003/04

Revenues 590 619 619 5.0
(in percent of GDP) 37.3 37.7 37.7

Total expenditures 549 661 219 880 60.3
(in percent of GDP) 34.7 40.3 53.6

Current expenditures 452 522 104 625 38.3
(in percent of GDP) 28.6 31.8 38.1
Wages 146 188 0 188 28.9

Goods and services 175 154 62 216 23.3
Social programs 82 94 5 100 21.8
Other (including transfers to POEs) 50 86 36 122 146.0

Capital expenditures 97 139 115 254 162.6

Current balance 138 98 -6
(in percent of GDP) 8.7 5.9 -0.4

Overall balance 41 -42 -260
(in percent of GDP) 2.6 -2.6 -15.9

Memorandum item:
Government's bank balances 308 266 48
(in percent of GDP) 19.5 16.2 2.9

2004

Current Fiscal Plans for 2004
(Excluding donor designated grants, in millions of euros)

 

• The planned level of current spending leaves no surplus to finance much needed 
public investment, nor does it leave room for additional future spending needs on: (i) 
yet to-be-transferred government functions, (ii) reform of the civil service pay 
structure; and (iii) new recurrent expenditures arising from previous and ongoing 
spending on capital projects. Wasteful and inefficient spending on goods and services 
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diverts scarce resources and establishes spending patterns that will be difficult to 
change. Taxing the economy to the tune of 37–38 percent of GDP to finance 
expenditure that is not contributing to maintaining the stock of public capital, let 
alone increasing it, will not support self-sustained growth. Excessive expansion in the 
size of civil service and untargeted wage increases are not consistent with the need to 
build a professional, merit-based and career-oriented civil service. Large subsidies to 
loss making public enterprises without credible restructuring plans are also 
unsustainable. 

• The planned level of capital expenditures implies waste—given the pace of expansion 
and insufficient analysis of project proposals—and would result in near depletion of 
government accumulated reserves. Given the projected decline in foreign assistance 
and no access to borrowing, government investment would have to be curtailed 
sharply next year and beyond if the current spending plans are realized. 

• The projected expansion of total government spending would result in strong 
inflationary pressures on the economy as it would imply a dramatic swing in the 
overall budget balance (from a surplus of 2½ percent to a deficit of 16 percent of 
GDP), which, unlike in 2003, would not be mitigated by a decline in foreign 
assistance and private investment. 

9.      While expansionary fiscal plans in the past have not translated into 
commensurate increase on a cash basis, risks are much higher this year that actual 
spending will be excessively expansionary. First, some of the expansion in the fiscal plans 
reflects the impact of already implemented policies, namely the 5 percent across-the-board 
increase in civil service wages and the 14 percent increase in the old age basic pension. 
Second, in the past, large shares of appropriations were granted late in the fiscal year, 
following protracted negotiations of mid-year reviews. This year, most budget appropriations 
are likely to be available in the next few weeks, giving spending agencies more time to 
deploy them. Third, spending capacity, which was limited in the past, is growing.  

10.      Above all, the overriding fiscal policy concern is the lack of an overall fiscal 
strategy. For the moment, fiscal policy seems to be driven by the intent to appropriate all 
existing and prospective budgetary resources and to allow—if not to encourage—spending 
agencies to use their appropriations. In addition to political pressure to spend accumulated 
surpluses in an election year and pressure to cover losses in public enterprises, the lack of a 
fiscal strategy is intimately linked to the existing system of budgeting on a commitment 
basis. This system is a legacy of procedures—which were developed in the context of weak 
budget planning capacity—where large unspent appropriations were liberally allowed to be 
carried from one budget cycle to the next, as the timing of expenditures related to 
commitments was not a main consideration when deciding on the amount of appropriations 
during a fiscal year. The problem was compounded by procurement procedures which 
mandated that the full cost of multi-year projects be committed up-front. This system has led 
to such opacity in the budget, that it has become impossible to the legislators and 
policymakers to detect fiscal policy intentions on the basis of the existing appropriations. 
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11.      Based on this assessment, the mission would like to offer the following 
recommendations about: (i) critical changes to the existing budget system, (ii) a sensible 
fiscal strategy that could be deployed in the context of the new budgeting system, and (iii) 
expenditure policy in 2004. In addition, we offer some comments on various ongoing 
initiatives in tax policy.  

Reforming the budget system  
 
12.      The mission views that the best way to address the problems in the budget 
system is to change the basis of appropriation from commitment to cash, and 
recommends that this process begin immediately. The transition that would have to be 
engineered during 2004 will not be easy. However, as long as there is an agreement on the 
main objective of the reform and the need for it, pragmatic solutions should be worked out 
such that in the actual execution of the 2004 budget, the change is implemented. To start 
with, Treasury could request detailed monthly cash expenditure plans from all budget 
organizations for the remainder of 2004 with a deadline for compliance of mid-May 2004. 
Cash plans, which are not consistent with previous year’s patterns of expenditures and cannot 
be otherwise clearly justified, would then be returned to the budget organizations for 
clarification; thorough discussions should be carried out with the concerned agencies until 
agreement is reached. After the individual cash plans of the budget organizations have been 
discussed and agreed, actual 2004 cash allocations for budget organizations should be guided 
by these agreed expected expenditures. Appropriations that would not incur cash 
expenditures in 2004 should be allowed to lapse at the end of 2004, as per section 24 of the 
Law on Public Financial Management and Accountability.  

 
13.      The 2005 budget appropriations should be strictly cash-based and all budget 
organizations required to submit budget requests based on their expected cash outlays 
in 2005. All budget requests for 2005 should be accompanied by indicative monthly cash 
plans. Fine tuning of these requests can occur later but these initial cash expenditure plans 
should form the basis of the appropriation requests. Any outstanding commitments that are 
approved in 2004 but not expended during 2004 should be counted against the 2005 budget 
appropriations. By adopting this system of appropriation the existing problem of the carry 
forward of commitments will be divorced from appropriations without a real tightening of 
expected cash expenditures compared with previous year’s levels. 

14.      The mission recommends that no-mid-year budget review be undertaken 
during 2004 and all efforts be devoted to determining this year’s levels of cash 
expenditures and to improving the quality of the budget formulation process for 2005. 
After the ongoing discussion on re-appropriation of carry-forward commitments and on new 
appropriations is concluded, the finalized appropriations should provide ample room for most 
essential expenditures to take place. The need to increase appropriations further during the 
year is remote as finalized appropriations are much larger than the adequate level of cash 
spending. The need to cut budget appropriations as a result of shortfall in tax revenues is also 
limited given the likelihood that the size of any such shortfall is small compared with the 
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accumulated cash surpluses from the past,3 and the likelihood that the cash surpluses will not 
be drawn down in 2004 if the recommended cap on cash expenditure (see below) is adhered 
to. A mid-year review during 2004 is likely to add only marginally to the efficiency of the 
implementation of the 2004 budget, while it risks diverting scarce and limited resources away 
from the urgent need to remold the system of appropriations and toward inefficient budget re-
negotiations. 

15.      Improving the working relationship between the Ministry of Finance and 
Economy (MFE) and the reserved power agencies will also be critical to ensuring sound 
expenditure policy and consensus on the real priorities. Better and more constructive 
dialogue at the technical level between the MFE and the budget organizations will allow the 
policy formulating institutions, namely the Budget Commission, the self-government, the 
Economic and Fiscal Council (EFC), and the Special Representative of the Secretary General 
(SRSG) to concentrate on the strategic elements of the budget formulation process when they 
are presented with policy choices based on the outcomes of the negotiation phase. One way 
to improve the working relationship at the technical level is for the budget circular to commit 
the MFE to hold planned meetings separately with all budget organizations to discuss in 
detail their budget requests. This would allow time for discussion to be pursued until 
agreement is reached. No agency should bypass the budgetary negotiation process and 
recourse to the SRSG could be made only as a last resort, after the matter has first been 
referred to the EFC, as stipulated in the Law on Public Financial Management and 
Accountability. 

A sensible fiscal strategy 
 
16.      In the context of the new budgeting system, an urgent and much needed debate 
on an appropriate fiscal strategy has to start. Consensus should be build around the 
principle that the long-term fiscal objective is sustainable, efficient, and effective public 
spending financed by equitable and efficient taxes, which create incentives for work and 
savings. In the pursuit of this long-term objective, the fiscal strategy in the short-to-medium 
term should—as we have argued in the past—be based on two pillars:  

• Containing the expansion of current spending to moderate levels and preserving 
a comfortable current budget surplus to help finance public investment. A 
gradual expansion will ensure efficiency, prevent waste, and allow the budgetary 
process to be informed by evolving policy analysis and strategic planning. It will also 
help address the current limitations in administrative capacity. A prudent expansion is 
needed to ensure that the increase in public spending will, ex-post, be consistent with 
medium-term fiscal solvency, avoiding policy reversals. At the moment, the main 

                                                 
3 Nonetheless, updating revenues projections for 2004 will be an important exercise feeding 
into the revenue projections for the 2005 budget. Preliminary data on border taxes during the 
first 12 weeks of 2004 point to a possible revenue shortfall of some €10 million.  



  

 

7

parameters of fiscal solvency are still unclear owing to uncertainty about the growth 
potential of the economy, the cost of the needed public investment, and the level of 
foreign assistance in the future. 

• Stepping up work on strategic planning and the elaboration of a well prioritized 
public investment program with the aim of increasing spending on priority 
infrastructure and human capital. As the ability to design and implement 
investment projects increases, a level of capital expenditures higher than the current 
surplus is encouraged as long as it is consistent with a sustainable financing 
strategy—making prudent use of accumulated government assets and eventual 
borrowing, and taking into account the likely paths of foreign grants and donor-
financed investment, and overall macroeconomic conditions.  

Based on this fiscal strategy, the main anchor of fiscal policy in the medium-term could 
be rolling 3-year nominal growth rates of current expenditures.  
 
Expenditure policy in 2004  
 
17.      In line with the above strategy, the mission recommends a set of measures 
(explained below), which would limit the growth rate of current expenditures to about 
13 percent in 2004. These recommendations factor in the needed subsidy to cover KEK’s 
operating losses, but exclude the impact of the pay-scale reform as its implementation will be 
delayed until 2005. This would preserve a current budget surplus equivalent to 6 percent of 
GDP. Capital expenditures (on a cash basis) should be limited to some 9 percent of GDP (up 
from 6 percent in 2003), which would translate into an overall budget deficit of 3 percent of 
GDP (compared with a surplus of 2½ percent in 2003). Such a stance strikes the right balance 
between the long-term soundness of fiscal policy and the need to provide support to the 
economy given the expected weakness in private sector activity.  
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2003 2004
Preliminary Staff Percent

Estimate Projections and increase
Recommendations 2003/04

Revenues 590 612 3.8
(in percent of GDP) 37.3 37.3

Total expenditures 549 661 20.5
(in percent of GDP) 34.7 40.3

Current expenditures 452 511 13.1
(in percent of GDP) 28.6 31.2
Wages 146 167 14.7

Goods and services 175 175 0.0
Social programs 82 103 25.9
Other (including transfers to POEs) 50 66 33.6

Capital expenditures 97 150 54.8

Current balance 138 101
(in percent of GDP) 8.7 6.1

Overall balance 41 -49
(in percent of GDP) 2.6 -3.0

Memorandum item:
Government's bank balances 308 259
(in percent of GDP) 19.5 15.8

Staff's Fiscal Recommendations for 2004 
(Excluding donor designated grants, in millions of euros)

 

18.      Regarding wage policy, the mission recommends no further across-the-board 
wage increases. The 20 percent wage increase in mid 2003 to 2/3 of the civil service, the  
33 percent increase in the minimum wage plus the 5 percent across-the board increase early 
this year will result in a 15 percent increase in the wage bill in 2004, assuming no additional 
hiring. This would raise the wage bill from 24.7 percent of government revenues in 2003 to 
27.3 percent in 2004. Such level is high compared to the practice in other countries and does 
not leave sufficient room to finance much needed wage decompression and competitive 
salaries to skilled professionals. International comparison suggests that the government’s 
wage bill in relation to revenues has little room for further growth. The average wage bill in 
the 15 EU countries is less than 25 percent of government revenues and in EU accession 
countries this ratio is, on average, less than 30 percent.  

19.      Looking forward, and building on the recently completed job description and pay-
scale review, the government should adopt a new job grading and pay-structure aimed at 
ensuring: (i) consistent grading of jobs based on clear criteria, (ii) consistent pay levels for 
jobs at each grade, (iii) pay progression at each grade level to reflect increased experience 
and performance, (iv) full monetization of most allowances, and (v) payment of all pay and 
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allowances from a single payroll system. Wage increases in the context of the pay-scale 
reform should be targeted to offering competitive wages to professionals and allowing a 
greater wage decompression. Any further increase in the minimum wage (such as through the 
proposed meal allowance) would be unwarranted as there is no evidence of shortage of 
unskilled workers. 

20.      Civil service employment should be stabilized for the time being, until a review 
of the optimal size and skill composition of 
the civil service is undertaken. We 
welcome the authorities’ intention to 
continue the quasi-hiring freeze, but greater 
vigilance is needed. While the number of 
civil servants is not high compared with the 
size of population, there is now some prima 
facie evidence that it has already grown too 
much compared to private sector 
employment, approaching 1/5 of total 
employment. The review should help form 
informed views about the optimal size of the 
civil service and possibilities of some 
streamlining. Until such a review is 
completed, additional hiring should be 
limited to police and the judiciary—where 
the self-government has to assume new responsibilities transferred from UNMIK—and for 
tax administration. Efforts should be made to exploit to the fullest the possibility to redeploy 
excess employment in some sectors such as support and administrative staff in health and 
education to fill the need in the new fields. Natural attrition should also help keep at a 
minimum any net increase in the size of the civil service.  

21.      Social programs are under-funded to the tune of €10 million, despite 
a 20 percent increase in appropriations. The surge in the cost of these programs is mainly 
driven by the 14 percent increase in the uniform rate of the basic old-age pension and the 
introduction of a new disability pension scheme. The increase in the old-age pension is 
inconsistent with the policy calling for indexation to the cost of the food basket. To avoid 
further slippages, the authorities should publish the composition of the food basket. Each 
year the MFE should submit to the legislators, as part of the proposed budget, a document 
explaining the basis of the proposed adjustment. To close the financing gap this year, the 
mission recommends a more rigorous screening of the eligibility for the various programs, 
and that the new disability pension scheme to be introduced in mid-year is not applied 
retroactively. 

22.      Discretionary spending on goods and services and on subsidies and transfers 
should be contained. Spending on goods and services, which grew by 44 percent in 2003, 
should be frozen in nominal terms until its nature and justification is fully ascertained. 

In percent of In percent of 
population employment

Africa 2.0 6.7
Asia 2.6 6.3
Eastern Europe & former USSR 6.9 16.0
Latin America & Caribbean 3.0 8.9
Middle East & North Africa 3.9 17.5
OECD 7.7 17.2

Overall 4.7 11.0

Kosovo 3.7 17.8

  Sources: World Bank publication "An International Survey Of 
Government Employment and Wages ," and Fund staff estimates.

   1/ Data for all countries except Kosovo are for the early 1990s.

Government Employment

General Government Employment 1/
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Taking into account the expected operating losses in the main POEs, the increase in subsidies 
and transfers (excluding transfers for capital investment) should be kept at about 35 percent. 

23.      There is still room and need to expand public investment but the rate of 
expansion should be such as to safeguard the quality of investment. There is a concern 
that the already approved appropriations were not subject to sufficiently rigorous analysis. 
For instance, the large appropriations for vehicles and office equipments included in the PIP 
suggest that more attention needs to be paid to the quality of investment.  

Tax policy 
 
24.      The mission agrees with the objectives of the proposed legislative changes in the 
area of domestic taxation but emphasizes the need for cost effectiveness and avoiding 
that poor implementation adversely impacts people’s trust in the tax system. We believe 
that the main focus should be on strengthening administrative capacity and nurturing a 
culture of tax compliance. Too frequent changes in the tax environment increase both the 
burden on tax administration and compliance costs for the taxpayers. In this respect,  

 
• The tax administration and procedures law is welcome as it is likely to contribute to 

further improving efficiency and effectiveness of the tax administration.  

• The proposed integration of the presumptive tax on business income into the profit 
tax law will simplify the tax system and contribute to a better understanding by 
taxpayers. Staff is in favor of reducing the threshold for record-keeping regime from 
€100,000 to 50,000, bringing the profit tax regime into line with the VAT registration 
threshold, which would promote beneficial synergies. 

• While we support the objective of expanding the tax base and ensuring equal 
treatment of various types of incomes, we urge the authorities to proceed with caution 
in introducing the comprehensive income tax. In order to avoid excessive 
administrative burden and to ensure that all affected parties have sufficient time to 
prepare for the changes, a phased implementation of the proposed comprehensive 
income tax is advisable. At a minimum, the taxation of capital gains should be 
postponed and the withholding tax on rental income be limited initially to those paid 
by corporations. The appropriate timing for introducing a withholding tax on interest 
income should be assessed after sufficient consultation with the banking community. 
The authorities may want to consider the possibility of using final withholding taxes 
initially for their ease of administration. 

• The mission welcomes the review of the VAT law to make it fully EU compliant and 
consistent with the recently adopted Customs Code. The mission also is in favor of 
keeping the current VAT registration threshold unchanged for the time being as a 
further reduction is unlikely to be cost effective at the moment. The working of the 
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VAT rebate system needs to be improved and more emphasis should be placed on 
taxpayers’ education. 

25.      In the past, staff has urged the authorities to introduce a duty drawback scheme 
for exporters while maintaining a uniform tariff rate. This is the first best solution to 
alleviate the tax burden on exporters as it would not promote inefficient low-value-added 
industries through a higher effective rate of protection, and as it would minimize the 
opportunity for corruption. After 2½ years of inaction, the authorities are encouraged to make 
a decision. If the authorities decide to follow a different course of action, careful attention 
will need to be paid to minimizing the resulting costs and distortions.  

26.      Targeted reduction in petroleum products taxation could be part of a 
comprehensive strategy to promote alternative sources of energy. The lack of price 
discipline in electricity is leading to its inefficient use for cooking and space heating instead 
of more cost effective products. Furthermore, the resulting higher demand for electricity 
exacerbates already high technical losses, as distribution networks operate above capacity. 
To provide households with more options for affordable energy and to improve energy 
efficiency, the government should develop a strategy to promote the use of alternative energy 
sources. Reducing taxes on petroleum products might be a component of such a strategy. In 
particular, the following possible changes should be considered:  
 

• Lowering the excise rate for gas oil (LPG) (possibly to zero): as there is virtually 
no import (and no domestic production), there will be no direct revenue loss. Rather, 
some small positive revenue impact might be expected as LPG imports would be 
subject to VAT and customs duty. Also, no negative externalities on neighbors from 
outward smuggling should be expected, given high transportation costs. 

 
• Lowering the excise rate on low quality heating oil (possibly to zero) when 

chemical marker technology becomes available. As considerable revenue is being 
raised through excises on heating oil (diesel), appropriate measures need to be in 
place to prevent leakage of lower rate (or exempt) products. Chemical marker 
technology used in some other countries could be introduced. The same technology 
could be used to curtail leakage of exempt import by UNMIK and other international 
organizations, which would help offset some of the revenue losses. 

 
 

III.   STRUCTURAL REFORM 

 
27.      Two of the most pressing items on the structural reform agenda are the 
privatization/liquidation of socially owned enterprises (SOEs) and the restructuring of 
publicly owned enterprises (POEs). Steadfast progress in improving the statistical 
infrastructure is also essential.  
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28.      A speedy resumption of the privatization process is critical for promoting 
growth and building a market economy. The recent finalization of the privatization 
contracts that have been granted during the two first waves of tenders is an encouraging 
development. Revised operational policies for KTA should be agreed rapidly and the third 
wave of tender launched shortly thereafter. Clarification as to whether an additional 
amendment to the land use regulation is needed to allow liquidation should be made and an 
amendment passed if it proves necessary. This is important as the bulk of the SOEs are 
unlikely to be privatized as an ongoing concern while the land they are using is an important 
asset that needs to be unlocked for productive use.  

29.      The authorities should move speedily in developing a comprehensive and fiscally 
sustainable scheme to address labor redundancy in publicly owned enterprises, starting 
with the largest mining company TREPCA. The entire labor force in this company is de 
facto redundant as the company ceased operations 4 years ago. The existing social protection 
scheme for TREPCA miners is highly inefficient, onerous, and inequitable—creating a 
permanent source of social tension and ethnic unrest. Moreover, this labor legacy is 
compromising promising prospects to restart mining on a profitable basis and create an 
enabling environment to attract FDI in the sector. Dealing with this labor legacy and 
reforming the related social protection scheme is long overdue.  

30.      Incorporating POEs and endowing them with a strong and stable corporate 
governance will be critical to improving their financial performance and attracting 
much needed private capital participation. The sectors, in which the POEs operate, 
especially power and mining, are the sectors with the strongest comparative advantage and 
the greatest economic multipliers. The amount of investment, which is needed to realize this 
potential and exploit emerging opportunities such as the new South East European regional 
electricity market, is too large for the public sector to undertake on its own. Private public 
partnerships should be promoted but they would require a proper restructuring of these POEs 
first, along with careful monitoring of contingent risks.  

31.      KEK’s financial situation, which has taken a turn for the worse late last year, 
will require additional support during 2004 to cover minimum maintenance and 
finance urgent investment needs. Although donors have provided substantial amount of 
assistance over the past few years for rehabilitation and maintenance, it is the responsibility 
of the self-government and the Kosovo people (taxpayers and electricity users) to finance 
these maintenance and investment costs. As revenues through electricity bill collection would 
not cover all required spending in 2004, the budget needs to finance the gap. The exact 
amount should be agreed by the self-government, KEK, the Kosovo Trust Agency—the 
agency acting as a trustee to all SOEs and POEs, and UNMIK.  

32.      The use of budgetary resources by KEK requires much greater transparency 
and closer monitoring to ensure an efficient use of these resources. Allocation, approval 
of commitment, and disbursement of committed resources should be managed by the 
Treasury in the MFE following the normal budget execution procedures. Treasury could 
request technical advice from the sub-group of the Energy Working Group (EWG) 
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overseeing KEK’s financial requirements. This sub group could be entrusted with monitoring 
the execution of disbursed funds, in particular to ensure that funds are used for the agreed 
purposes. Monthly quantitative benchmarks on: (i) losses, (ii) bill collections, (iii) operating 
balance, and (iv) spending on maintenance and investment should be agreed and used as a 
basis for the monitoring. The EWG sub group should ensure timely information sharing with 
the Treasury.  

33.      Budgetary support to subsidize operating losses is clearly not desirable and 
needs to be phased out as it shifts the financial burden from electricity users to 
taxpayers To ensure that such budgetary support is reduced in 2005 and beyond, and that 
eventually KEK contributes to the budget when it becomes a profitable enterprise, a 
timetable of concrete steps to improve its financial performance needs to be agreed among all 
concerned parties.  

• We urge KEK’s management to take necessary actions in areas where KEK’s efforts 
alone can effectively improve its performance. Such actions would include, among 
others: (i) enhancing credibility in billing (e.g., elimination of unexplainable 
adjustments) by making full use of the Customer Care Package, and ensuring timely 
and regular bill deliveries, (ii) developing a strategy to reduce accumulated debts; 
while poor households could get substantial debt relief to facilitate future payments, 
debts of large businesses, who have the capacity to repay, should be rescheduled only. 
For starter, KEK should reconfirm/reschedule another 10–20 percent of the 
outstanding debt of the largest defaulters (in addition to the amount 
reconfirmed/rescheduled during the KEK-Yes campaign); (iii) enforcing bill 
collections, especially for large business users. KEK could consider publishing the 
names of the largest defaulters with whom rescheduling agreement has been signed 
but who are defaulting on the newly rescheduled debt (a “name and shame” 
campaign); filing civil cases against these defaulters does not discharge KEK’s 
management of its responsibility to collect bills.  

• We are encouraged by Pillar I’s (Policy and Justice) offer to help expedite criminal 
cases by offering to prosecute 10 high profile criminal cases. Successful prosecution 
and court decisions against large electricity theft cases would send a very powerful 
signal. 

• One of the policies that is impacting negatively on KEK’s financial performance is 
the injunction, de jure or de facto, to provide free electricity to poor households and 
some Serb enclaves. This policy leads to resource misallocation, while its cost is 
open-ended. We are encouraged that the authorities are working to develop a 
mechanism to provide a direct budget subsidy to support lifeline electricity 
consumption for the needy. This reform, which is long overdue, has to be 
implemented in the context of the 2005 budget at the latest. Alternatively, the use of a 
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very low tariff rate for a limited first tariff block, if consistent with EU directive, 
might be an administratively simpler way to provide lifeline support to the needy.4  

• To provide households with more options for affordable energy sources, and to 
improve energy efficiency, the government should develop a strategy for alternative 
sources of energy, including changing the taxation of petroleum products (as 
described in the section on tax policy). 

 
34.      A population census is a necessary pre-requisite for improving the statistical 
infrastructure and the reliability of statistics. The 23-year old population census 
conducted in 1981 cannot be used to draw reliable sampling frames. The population census 
law approved by Parliament last year needs to be promulgated without further delay and a 
law setting a date for its launch should be promulgated soon after.  

35.      In the meantime, the authorities need to work on improving data availability 
and quality. The Statistical Office of Kosovo (SOK) should aim to produce and publish 
semi-annual household budget surveys starting with the second half of 2003 to derive reliable 
semiannual estimates of private sector consumption and workers remittances. SOK should 
also aim to conduct labor force surveys (LFS) on a quarterly basis to increase the frequency 
of data and capture the strong seasonality of employment. It would also be advisable, if the 
SOK includes in the LFS supplementary questions on migration and remittances. Based on 
the business re-registration process, being currently completed, and other data sources, SOK 
and BPK should reconcile a consolidated business register data to create a basis for launching 
a business survey, which should at a minimum aim to derive reliable estimates on private 
sector investment. The BPK should work closely with customs to improve the quality of 
external trade data used in BOP compilation and develop a system for collecting data on 
nascent foreign direct investment. 

 
 
 

                                                 
4 Staff has estimated that tariff of 0.5 cents per kWh for the first 250 kWh during the 5 winter 
months and 150 kWh during the remaining months and an average tariff of 7 c per kWh for 
consumption higher than these levels, which is revenue neutral, would provide support to the 
most vulnerable while the average cost of electricity to the non-poor would increase by only 
some 6 percent.  
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2000 2001 2002 2003 2004
Actual Including Including Indicative
Budget Preliminary Approved March 6 Proposed Staff Proj. 

Actual Actual Actual after MYR Actual  Budget Approp. Reappropr. & Recom. 1/

Total revenues 15.1 25.7 32.7 37.0 37.3 37.7 37.7 37.7 37.3

    Taxes 14.3 22.7 29.2 32.4 33.0 32.5 32.5 32.5 32.2
        Border taxes 13.5 19.4 24.2 26.8 26.9 26.5 26.5 26.5 25.9
        Domestic direct taxes 0.7 2.3 3.2 4.0 4.0 4.2 4.2 4.2 4.3
        Domestic indirect taxes 0.0 1.0 1.8 2.3 2.5 2.7 2.7 2.7 3.0
        Tax refunds ... ... ... -0.6 -1.0 -0.9 -0.9 -0.9 -1.0
        Adjustments 2/ 0.6

    Nontax revenues 0.8 3.0 3.5 4.6 4.4 5.2 5.2 5.2 5.1

Total expenditure 24.0 19.6 26.4 51.3 34.7 38.5 40.3 53.6 40.3

    Current expenditure 22.0 17.9 23.7 37.2 28.6 30.6 31.8 38.1 31.2
     Wages and salaries 10.9 8.7 8.6 9.5 9.2 11.4 11.4 11.4 10.2
     Goods and services 5.1 4.4 8.0 16.5 11.1 8.8 9.4 13.1 10.7
     Subsidies and transfers 5.9 4.8 7.1 10.7 8.2 8.2 8.8 11.3 10.3

Of which : Pension and social assistance ... ... 3.7 5.4 5.2 5.7 5.7 ... 6.3
     Reserve 0.1 0.0 0.0 0.4 0.1 2.1 2.2 2.2 0.0

Of which : Capital ... ... ... ... ... 0.6 0.6 0.6 0.0

    Capital expenditure 2.0 1.6 2.8 14.1 6.1 8.0 8.5 15.5 9.1

 Current balance -6.9 7.8 9.0 -0.2 8.7 7.2 5.9 -0.4 6.1

Overall balance -8.9 6.2 6.3 -14.3 2.6 -0.8 -2.6 -15.9 -3.0

Budgetary support grants 14.2 3.3 0.6 0.3 0.0 0.0 0.0 0.0 0.0

Overall balance after budgetary support 5.3 9.4 6.9 -14.0 2.6 -0.8 -2.6 -15.9 -3.0

Financing -5.3 -9.4 -6.9 14.0 -2.6 0.8 2.6 15.9 3.0
   Changes in bank balances -5.3 -9.4 -7.2 14.0 -2.6 0.8 2.6 15.9 3.0

Memorandum item:
Government's bank balances 4.6 12.5 17.6 2.9 19.5 19.0 16.2 2.9 15.8
GDP (in millions of euros) 850 1,255 1,522 1,580 1,580 1,641 1,641 1,641 1,641

   Sources: Kosovar authorities; and Fund staff estimates.

1/ Excludes as yet the cost of the pay scale reform.
2/ Tax revenues pending allocation to the appropriate tax category.

Table 1. Kosovo: Consolidated Government Budget, 2000–04
(Excluding donor designated grants; in percent of GDP)

 



 

 

 
- 16 - 

 

2000 2001 2002 2003 2004
Actual Including Including Indicative
Budget Preliminary Approved March 6 Proposed Staff Proj. 

Actual Actual Actual after MYR Actual  Budget Approp. Reappropr. & Recom. 1/

Total revenues 128.5 323.0 497.9 584.4 589.6 619.3 619.3 619.3 611.9

    Taxes 121.4 285.5 444.5 512.2 520.7 533.2 533.2 533.2 527.5
        Border taxes 115.2 244.1 368.0 423.2 424.9 434.5 434.5 434.5 424.9
        Domestic direct taxes 6.2 28.9 48.5 62.7 63.0 68.4 68.4 68.4 69.9
        Domestic indirect taxes 0.0 12.5 27.9 36.3 39.4 44.3 44.3 44.3 49.0
        Tax refunds ... ... ... -10.0 -15.7 -14.0 -14.0 -14.0 -16.3
        Adjustments 2/ 9.2

    Nontax revenues 7.1 37.5 53.4 72.2 68.9 86.1 86.1 86.1 84.4

Total expenditure 203.8 245.7 402.3 810.5 549.0 632.3 661.2 879.7 661.4

    Current expenditure 186.8 225.1 360.4 587.1 452.1 501.8 521.7 625.3 511.4
     Wages and salaries 92.3 109.5 131.4 150.0 145.7 187.6 187.8 187.8 167.1
     Goods and services 43.3 55.4 121.3 261.5 174.9 144.3 153.9 215.6 174.9
     Subsidies and transfers 50.4 60.2 107.7 168.6 129.2 134.7 144.7 185.2 169.4

Of which : Pension and social assistance ... ... 56.3 85.7 81.8 94.2 94.2 99.6 103.0
     Reserve 0.8 0.0 0.0 7.0 2.4 35.2 35.3 36.6 0.0

Of which: Capital ... ... ... ... ... 9.1 9.1 9.1

    Capital expenditure 17.0 20.6 41.9 223.4 96.9 130.6 139.5 254.5 150.0

 Current balance -58.3 97.9 137.5 -2.7 137.6 117.5 97.6 -6.0 100.5

Overall balance -75.3 77.3 95.6 -226.1 40.6 -13.0 -41.9 -260.4 -49.5

Budgetary support grants 120.6 41.1 9.6 5.0 0.0 0.0 0.0 0.0 0.0

Overall balance after budgetary support 45.3 118.4 105.1 -221.1 40.6 -13.0 -41.9 -260.4 -49.5

Financing -45.3 -118.4 -105.1 221.1 -40.6 13.0 41.9 260.4 49.5
   Changes in bank balances -45.2 -118.3 -110.2 221.1 -40.6 13.0 41.9 260.4 49.5

Memorandum item:
Government's bank balances 39.1 157.4 267.6 46.5 308.3 311.8 266.4 47.9 258.8

   Sources: Kosovar authorities; and Fund staff estimates.

1/ Excludes as yet the cost of the pay scale reform. 
2/ Tax revenues pending allocation to the appropriate tax category.

Table 2. Kosovo: Consolidated Government Budget, 2000–04
(Excluding donor designated grants; in millions of euros)
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2000 2001 2002
Actual Actual Actual Budget Prelim. Act. Budget Staff proj.

Total revenues 128.5 323.0 497.9 584.4 589.6 619.3 611.9

Taxes 121.4 285.5 444.5 512.2 520.7 533.2 527.5
    Border taxes 115.2 244.1 368.0 423.2 424.9 434.5 424.9
         VAT on imports 63.4 118.5 171.8 187.7 180.6 193.5 184.1
         Excises on imports 19.5 77.6 127.6 156.8 169.3 158.0 162.4
         Customs 30.9 48.0 68.6 76.0 72.3 80.0 74.4
         Other duties 1.3 0.0 0.0 2.7 2.6 3.0 4.0
    Domestic direct taxes 6.2 28.9 48.5 62.7 63.0 68.4 69.9
          Wage tax 0.0 0.0 8.5 14.8 15.2 16.2 16.4
          Profit tax 0.0 0.0 6.2 29.9 28.4 34.1 34.8
          Presumptive tax 6.2 28.9 31.3 18.0 19.3 18.1 18.7
   Domestic indirect taxes 0.0 12.5 27.9 36.3 39.4 44.3 49.0
          VAT domestic 0.0 12.5 27.9 36.3 37.4 44.3 44.7
          Excises domestic 0.0 0.0 0.0 0.0 2.0 0.0 4.3

Tax Refunds … … … -10.0 -15.7 -14.0 -16.3
Adjustments 9.2

Nontax revenues 7.1 37.5 53.4 72.2 68.9 86.1 84.4
     Interest income … 0.0 0.0 … 3.0 ... 4.0
     Fees and others … 22.5 33.5 44.4 42.3 52.1 48.9
     Municipal own revenues … 15.0 19.9 27.8 23.6 34.0 31.5

Total revenues 15.1 25.7 32.7 37.0 37.3 37.7 37.3

Taxes 14.3 22.7 29.2 32.4 33.0 32.5 32.2
    Border taxes 13.5 19.4 24.2 26.8 26.9 26.5 25.9
         VAT on imports 7.5 9.4 11.3 11.9 11.4 11.8 11.2
         Excises on imports 2.3 6.2 8.4 9.9 10.7 9.6 9.9
         Customs 3.6 3.8 4.5 4.8 4.6 4.9 4.5
         Other duties 0.2 0.0 0.0 0.2 0.2 0.2 0.2
    Domestic direct taxes 0.7 2.3 3.2 4.0 4.0 4.2 4.3
          Wage tax 0.0 0.0 0.6 0.9 1.0 1.0 1.0
          Profit tax 0.0 0.0 0.4 1.9 1.8 2.1 2.1
          Presumptive tax 0.7 2.3 2.1 1.1 1.2 1.1 1.1
    Domestic indirect taxes 0.0 1.0 1.8 2.3 2.5 2.7 3.0
          VAT domestic 0.0 1.0 1.8 2.3 2.4 2.7 2.7
          Excises domestic 0.0 0.0 0.0 0.0 0.1 0.0 0.3

Nontax revenues 0.8 3.0 3.5 4.6 4.4 5.2 5.1
     Interest income … 0.0 0.0 … 0.2 … 0.2
     Fees and others … 1.8 2.2 2.8 2.7 3.2 3.0
     Municipalities own revenues … 1.2 1.3 1.8 1.5 2.1 1.9

Memorandum item:
GDP(In millions of euros) 850 1,255 1,522 1,580 1,580 1,641 1,641

Sources: Kosovar authorities; and Fund staff estimates.

(In millions of Euros)

(In percent of GDP)

Table 3 . Kosovo: Consolidated Government Revenues, 2000-04
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