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Kosova’s Trading Environment

1. Introduction

Kosova is a small open economy with a population of less than 2 million people and a land area of around 11,000 km2. Per capita income is around 1,000 Euro. Because of the small size of the domestic market the Kosovar business community, if it is to develop, must be able to export to neighbouring states and beyond. If Kosova is to attract new investors, the authorities in Kosova must be in a position to offer investors duty free access to neighbouring Balkan markets.

Duty free access to neighbouring markets therefore is one of the essential pre-conditions for the development of the Kosovar economy. At present the Kosovar business community faces virtually insurmountable customs and administrative difficulties in its efforts to export to neighbouring territories. At the same time traders in three of the four neighbouring territories (Montenegro, Serbia, and FYROM) have duty free access to the Kosova market. In some situations Kosovar producers (who must pay 10% customs duty on raw materials and equipment) operate at a competitive disadvantage in the domestic Kosova market vis a vis producers from neighbouring territories. 

The problems faced by Kosovar producers are reflected in the trade statistics. Exports of goods amounted to 15m Euro in 2,000 rising to 33m Euro in 2001. Import of goods was 958m Euro in 2,000 and 1,111 Euro in 2,001. (These figures are from the 2002 Budget).

In order to develop a more complete understanding of the situation and formulate recommendations that could be presented to the Ministry of Trade and Industry, Eurecna Srl commissioned RIIVEST to undertake research and investigate the issues involved.

The terms of reference for the research were:

· Examine the trade agreement signed in 1996 between FRY and FRYOM and in particular the impact of the agreement on trade relations between FYROM and Kosova

· Review trade co-operation between Kosova, Montenegro, and Serbia

· Identify the principal obstacles facing Kosovar exporters in neighbouring territories and illustrate the situation with practical examples

· Propose a set of recommendations to overcome these obstacles.

2. Approach and Methodology

RIIVEST used different sources of information in the compilation of its report: media, internet, reports from international financial institutions (IMF, WB, EBRD, USAID) and sources from CFA and Statistical Office of Kosova (SOK).  In an effort to provide data, present the realistic state and identify barriers in the trade co-operation of Kosova with Macedonia and Montenegro, a survey instrument was organised with several companies in Kosova. The survey was based on these criteria:

i. Export enterprises;

ii. Import enterprises; and

iii. Export enterprises using imported raw materials.

The survey was based on these issues:

1. Data on the company;

2. Category of company;

3. Experience with customs (local and foreign);

(i) borders crossed;

(ii) number of export and import shipments;

(iii) reasons for export denial;

(iv) taxes and the amount paid for the load;

(v) transit taxes.

2. Problems and experiences from border crossings;

3. Opinions of managers and company owners on the impact of customs in their business. 

The survey included:

· Local companies that have established trading co-operation with Macedonia and Montenegro, 

· Companies that use their territory as transit or companies that use transportation means. 

· Production and trade companies of Kosova that develop business activities for a longer period of time and

· Companies that recently started business activities, were taken into consideration. Three new production businesses, producing beer, mineral water and marble, are included, as well. 

Their answers are important in testing trade relations and their influence in the local and regional market competition. 

The following companies were included in the survey:

(1) Besholli Compani, Prishtinë,

(2) Lesna, Prishtinë,

(3) Bonita, Prishtinë,

(4) Beer Factory “Hugoss”, Gjilan,

(5) Radiators Factory, Gjilan,

(6) Mercon Compani, Burim,

(7) Marble Factory “Elsa”. Pejë,

(8) Interplast, Pejë,

(9) Pestova, Production and Trading Company, Vushtrri   

(10) Asllani, Bresie     

In an effort to collect all the necessary data, the RIIVEST team also met the following groups:

·  Ministry of Economy and Finance, Central Fiscal Authority (CFA), Kosova Customs Service, some exporters and importers;

· The Ministry of Economy of Macedonia;

The report objectives included:
· Analysis of Kosova’s legal position in relation to trade co-operation with countries of the Region;

· Analysis of FYROM - “FRY Trade Agreement and the impact on competition, market, and consolidated budget of Kosova; 

· Revision of Kosova - FYROM trade co-operation characteristics with special emphasis on the practical barriers;

· Promotion of new measures that would support establishment of co-operation on basis of reciprocity.

3. Background
3.1 Legal Documents

Security Council resolution 1244 0f 10th June 1999 is the base document for defining Kosova’s legal status and the rules and regulations that determine the trading environment.

Relevant points from the resolution include the following:

· The resolution reaffirms the call in previous resolutions for substantial autonomy and meaningful self-administration for Kosova.

· The Security Council decides to deploy under UN auspices an international civilian and security presence in Kosova and notes the agreement of the Federal Republic of Yugoslavia to such presence.

· The Secretary-General is requested to appoint a Special Representative to control the implementation of the international civilian presence and authorised to establish an international civilian presence. This is to provide an interim administration under which the people of Kosova can enjoy substantial autonomy within the Federal Republic of Yugoslavia.

Regulation no 1999/1 of 25th July 1999 provides that the laws applicable in the territory of Kosova prior to 24th March 1999 shall continue to apply in Kosova insofar as they do not conflict with the standards referred to in section 2 of the regulation (human rights standards), the fulfilment of the UNMIK mandate, or regulations issued by UNMIK.

Regulation no 1999/3 of 31st August 1999 provides for the establishment of Customs and other related services in Kosova. Section I deals with customs and excise duties and sales taxes. A customs duty of 10% shall apply to all goods destined exclusively for Kosova with the exception of goods in Annex 1. The list of goods subject to excise duties and the rates are set out in Annex 2 (mainly what might be termed “traditional excise duty items” – tobacco, alcohol, fuel). A sales tax of 15% on all imported goods is provided, except for goods listed in Annex 3. (The sales tax was subsequently replaced by VAT). Section II provides for the suspension of quantitative restrictions on imports. Section IV deals with administrative arrangements. Section V deals border posts and inland customs houses. Section VII of the regulation states that the provisions of applicable laws relating to customs and excise duties and sales taxes shall apply to Kosova subject to sections 1-6 of this regulation. This regulation has been amended over the last three years but the basic thrust remains.

Administrative Direction (AD) no 1999/1 of 31st August 1999, together with AD 2001/7 deal with the implementation of UNMIK regulation 1999/3. Section 1 provides that the existing tariff and the law on customs tariff shall, subject to specified amendments, be applicable until further notice. The principal amendment is that the customs duty shall be 10% for all goods destined for Kosova and not subject to an import ban under current laws – except for goods listed in the annex 1 (medical, pharmaceutical, basic foodstuffs, UN, NGO, and diplomatic/ consular) which are rated zero %. Section 6 provides for the temporary suspension of customs regimes including inward and outward processing regimes and customs warehouses. Customs transit across or through Kosova shall not be allowed until further notice. Section 15 provides that existing customs regulations on customs offences shall remain applicable. Section 16 provides  that the existing customs agreement with the Former Yugoslav Republic of Macedonia (FYROM) for preferential status shall remain in force.

3.2 Constitutional Framework

The functions of Government are divided between the SRSG and the Provisional Institutions of Self-Government in many areas including customs and international trade. Both of these issues impact significantly on private sector development -  which is primarily a PISG function. Regulation 2001/19 provides for the setting up of the provisional institutions of self-government and outlines the responsibility of each Ministry. 

From the point of view of trade and customs, the relevant points are as follows:

· The Ministry of Finance and Economy shall co-ordinate with the UNMIK customs service on administrative and operational matters

· The Ministry of Trade and Industry shall develop policies and implement programmes for promoting external trade and private sector development

Functions reserved for the SRSG include:

· Taking responsibility for and exercising control over the Kosovar Customs Service

· Finalising agreements with states and international organisations on all issues related to Resolution 1244 competences

· Supervising the discharge of obligations resulting from international agreements signed by UNMIK and 

· Conducting external relations with states and international organisations as required by the UNMIK mandate. In this context the SRSG consults and co-operates with the PISG on issues of concern

4. Kosova’s Customs Status

Kosova’s customs status is most unusual. Kosova is an autonomous part of the Federal Republic of Yugoslavia, which is governed by the Special Representative of the Secretary General under a mandate from the Security Council (Resolution 1244). There are two other parts to the Republic – Montenegro and Serbia – each governed by  separate administrations which are de facto independent of each other.

Each of the three parts or autonomous units of the Republic has its own customs administration. All are independent of each other in practice. Each autonomous unit has its own set of customs tariffs on 3rd country imports.  Montenegro has its own customs service law and tariff structure, which is significantly lower than the tariff level applied to imports entering Serbia. 

The UNMIK customs service in Kosova is recognised internationally. The EU considers Kosova to be a territory “possessing a customs administration”. UNMIK documentation is recognised by other customs administrations. On the other hand it (EU) considers that “the Republic of Montenegro within the FRY does not possess a separate customs administration”.

The agreement signed between the FRY and FYROM applies in practice to Kosova and Serbia.

Kosova has international customs borders with the FYROM and Albania. There are Administrative Boundary Lines (ABL) between Kosova and, Montenegro and Serbia. 

Customs personnel at the international border posts subject goods moving though the border to the usual customs procedures. UNMIK customs personnel at ABL posts only subject third country goods, in transit through Serbia or Montenegro, to the usual customs procedures. Goods originating in one of the three autonomous units are not subject to customs inspection or duty as the goods are simply passing through the ABL’s dividing the three autonomous units of the FRY.

5. Customs Administration

Responsibility for customs administration in Kosova rests with the SRSG. Under regulation 1999/3, section IV, appointments to the customs service are made by the SRSG. The UNMIK Customs Services is the sole institution in Kosova that has authority to perform customs and related functions. UNMIK customs officials wear a distinctive UNMIK customs services uniform while performing their duties - and carry an identification card.

These responsibilities have been retained by the SRSG, following the establishment of the PISG.

6. World Bank Report

The World Bank in its report of February 2001 raised a number of policy issues in relation to the trade regime.

The first point is that the recognition of the preferential trade agreement between FRY and FYROM has distorted trade flows and led to revenue losses because 

· FYROM is traditionally a major trading partner of Kosova and

· As a significant portion of Kosova’s total imports transit though FYROM, the opportunity to falsify certificates of origin arises.

There is a widespread perception that falsification occurs on a considerable scale. Last year the UNMIK customs returned 183 sets of customs documents accompanying FYROM goods to the FYROM customs for verification. The FYROM returned 53 sets to UNMIK after checking. There was no comment on the other sets to date.

A second point relates to the lack of coverage at international borders and ABL’s and understaffing of the customs service. This issue has been partly addressed by UNMIK with the opening of new tax collection points and increased staffing. A new recruitment drive is currently under way.

The third point is that excise and sales taxes are applied to imported goods only and constitute trade measures that discriminate against imports. This issue is being addressed. VAT is gradually being introduced on domestic sales. With more efficient controls in place, a larger percentage of excise duties are coming from categories other than fuel.

A fourth point is that, while the customs duty rate is relatively low the aggregate border tax is considerable with a 15% sales tax on top of the customs duty making a total border tax burden of 26.5% ad valorem. This compares with a 1% duty plus 15% VAT on FYROM imports, making the cumulative tax 16.2%. Many Kosovar manufacturers are very aggrieved at paying a cumulative 26.5% in taxes on raw material and capital goods imports while finished products from FYROM are subject to a cumulative tax of 16.2%. Exporters in particular are affected by the customs duty on raw materials as there is no provision in the UNMIK customs code at present for the rebate of such duties when the finished product is exported – unlike most other customs codes. The new Kosova government in its 2002 budget, set two possible options starting on July 1st 2002 

· reduce the customs duty from 10% to 6% or reduce the duty on raw material and capital goods imports  or

· introduce a two tiered system with a 1% or 2% duty on capital goods and raw materials. 

The current thinking is that capital goods and raw materials should be subject to a 1 or 2 % duty. There is widespread support for this course of action – but the proposal has not yet been implemented. 

One of the most important points in the document is the formal recognition by its trading partners of Kosova’s trade regime and the need to obtain duty-free access for Kosovar products to neighbouring Balkan states. This is especially important for export development – which is a priority for Kosovar business given the small size of the domestic market.

7. Trade Statistics

Table 1 sets out Kosova’s trading situation over the last two years.



Table One:
Exports and Imports in m Euros

	
	2000
	2001

	Total Exports
	106.6
	180.5

	Exports
	15.3
	33.2

	Donor Purchases
	51.7
	82.3

	Expat. Purchases
	39.6
	65.0

	Total Imports
	1055.5
	539.4

	Food and Drink
	69.4
	164.5

	Clothes
	-
	15.7

	Gasoline
	46.3
	89.1

	Plastic and Wood
	37.1
	73.7

	Construction Material
	15.1
	26.2

	Metals
	19.6
	43.0

	Electrical Equipment
	23.0
	41.0

	Transport Equipment
	-
	4.5

	Other
	845.0
	81.7




Source:  Import figures -Monthly Macroeconomic Monitor/ RIINVEST




   Export Figures- 2002 Budget

Table 2 sets out the imports by country of origin

.



Table Two: Origin of imports (percentage)

	Country
	2000
	2001

	EU/ Switzerland
	9
	31

	FYROM
	33
	27

	Montenegro/ Serbia
	16
	9

	Turkey
	10
	14

	Bulgaria
	8
	6

	Croatia/ Bosnia
	3
	4

	Albania
	2
	5

	Others
	19
	4

	Total
	100
	100




Source: RIIVEST

A point to notice in table one is there is a high percentage of consumer goods – with a very limited amount of capital equipment or raw materials being imported. The European Union and FYROM are presently the dominant trading partners. Turkey is also a significant source of imports. It is quite possible the Turkish imports are understated  - as the may be relabelled as FYROM goods in transit through FYROM.

Oil and derivatives (31%), Drinks and cigarettes (20%), Food (10%), Metals (9%), Chemicals (9%), account for the major portion of FYROM exports to Kosova. The perception is that the misuse of certificates of origin is greatest in relation to oil derivatives and food products. According to FYROM trade ministry officials exports to FRY in 2001 amounted to $500m with 50% going to Kosova. Most (95%) of these exports were covered by the preferential trade agreement.

Imports from Serbia/ Montenegro were dominated by oil and derivatives (33%), Food and Drink (31%) and Plastic and Wood Materials (23%).

It should be noted that other documents present a slightly different set of trade statistics. However the differences are in matters of detail. The broad picture presented by all sets of statistics is similar. They show that:

·  Kosova’s trade is very dependent on the Region

· 45-50% of Kosova’s imports originate in countries of the former Yugoslavia

· Another 20-25% is sourced elsewhere in the Region – mainly Turkey, Bulgaria, and Albania.

· Most of the remainder comes from the EU/ Switzerland

8. Survey of Investors

In order to get some practical information on how the current trade regime impacts on producers and traders in Kosova, a survey of ten major producers and traders was undertaken. The list included companies that established trading relationships in Montenegro and Macedonia, as well as companies that transited goods through these territories. The mix of companies included some that recently started as well as some longer established companies. New companies included manufacturers of beer, mineral water, and marble.

8.1
Questionnaire

The questionnaire was simple and included five questions as follows:

(i) Basic company data and category (i.e. importer or exporter or both)

(ii) Experience with customs (local or foreign)

· Borders crossed

· Number of Import and Export shipments

· Reason (where relevant why export shipments were refused or cancelled

(iii) Details of taxes and other charges paid including transit taxes

(iv) Problems and experiences at border crossings

(v) Opinions of managers and company owners on the impact of customs on their business

8.2 Results

The ten companies employed a total of 450 people. They ranged in size from 6 to 200 people. 

Eight companies were involved in manufacturing and two were trading companies.

Six companies were engaged only in importing. The other four were engaged in both importing and exporting.

The most frequently used border crossings are those on the Macedonian and Montenegrin borders (eight of ten companies use those borders). Four companies use the Serbian border and one company uses the Albanian border.

When asked if “you have been refused export” state the reasons, eight companies responded. The principal reason given was high taxes and duties being charged at the Montenegrin and Macedonian borders. Two companies (Brewery and water companies) complained of being charged 107% combined duty and tax on goods destined for Montenegro. These two cases are well known. The breakdown on the 107% is – 17.3% customs tariff; 1.2% evidence tax; 84.3% agriculture tax; and 4.4% tax for the quantity of goods shipped – (see p 25 Kosova Export/ Import Road Map by KBS July 2002). Non recognition of Kosovar documentation by Macedonian officials and bad customs behaviour. One interviewee stated that he had no problem on the Serbian border

When asked the countries of origin of raw materials nine companies responded. Germany received five mentions, followed by Slovenia with four, Austria with three, Netherlands and Italy with two each, and Bosnia, Macedonia, Switzerland, Croatia, UK, Finland, Serbia, Bulgaria and Turkey with one mention each. The very few mentions of neighbouring states is noteworthy. It would seem that the more developed European states are the primary source of raw materials and capital goods, while the neighbouring states supply most of the consumer products.

When asked what taxes were paid on exports and imports, three respondents complained about transit taxes. One respondent complained about the necessity to bribe police transiting through Macedonia. One complained about high taxes (60-70%) on exports to Macedonia and Montenegro. One company complained about the method used by customs to value goods.

When asked what taxes are paid and to whom, 6 respondents mentioned the 26.5% customs and VAT paid on goods coming into Kosova. Six respondents mentioned the transit taxes in Montenegro (3-5%) and Serbia (4-5%). One respondent mentioned a  presumptive tax. One mentioned a 200DEM per truck charge at the Macedonian border.

When questioned about problems and experiences with delays at border crossings, the responses were varied. 

· Two companies mentioned that delays caused shortages and cost increases

· Two more complained about transit taxes

· A fifth stated that he had no problems

· A sixth stated that he paid 100-200DEM to avoid delays

· A seventh spoke of 2-5 day delays in Macedonia

· Another spoke of 68 hour delays in Montenegro, bad customs behaviour and refusal to allow trucks to use certain roads

· Another claimed that delays were deliberately caused by slow customs and police work

· Another mentioned non recognition of documents, illegal taxes, and customs valuation problems

The final question was what the manager/ owner thought based on his experience – how much has customs influenced his business. Those surveyed were almost unanimous in their response. They wanted protection of domestic producers and encouragement of exports by exempting raw materials and capital goods from import duties.

9. Trade Agreement between FRY and FYROM

9.1 Agreement Details

The agreement was signed in 1996 and came into operation on the 1st January 1999 (article 1 of the agreement). The agreement follows on the pattern of many other trade agreements negotiated within Europe by the EU, EFTA, and individual countries. 

The agreement was the first signed by the FRY after several years of isolation and sanctions. The two parties were motivated to sign the agreement in order to develop their economies and because of the complimentary nature of both economies.

The objectives of the agreement include:

· extending bi-lateral trade

· promoting free and fair competition

· removing trade obstacles

· removing import taxes including customs duties, special food taxes, equalisation taxes, and seasonal taxes

Certificates of origin are the basis for the implementation of the agreement. The certificates of origin are based on WTO regulations.

Article 1 of the agreement sets out the date of implementation – 1st January 1999.  According to article 3, the agreement shall apply to all goods in chapters 1-97 of the customs tariff except cars and other means of transportation.

Article 4 provides for the abolition of customs and other import taxes, to be replaced by a 1% evidence tax. Exports will not be subject to an evidence tax.

Article 6 deals with quantitative restrictions. The list of goods subject to quantitative restrictions and the volumes permitted are set out in Annex 1 (the list is quite short).

Article 10 deals with rules of origin. The detail of the rules are elaborated in Annex 2. The rules are generally in line with international practice.

Article 11 deals with the transit of goods through each other’s territory. It provides that both parties will offer free transit on goods through each other’s territories.

Article 15 provides for payment in convertible currency. Article 16 deals with dumping. Article 17 covers general protection measures. Article 19 covers the method of implementing protective measures. Article 20 deals with balance of payment difficulties.

Article 22 provides for the establishment of a joint committee to oversee the implementation of the agreement. Article 23 deals with the work of the committee. The committee should meet twice a year and may establish sub- committees to deal with particular topics.

Article 28 of the agreement deals with cancellation. Either party may cancel the agreement with six months notice.

9.2 Implementation  FRY/ FYROM

According to Macedonian officials, FYROM experienced a deficit in its trading relationship with FRY for a number of years but recently Macedonia has a surplus in its trade with FRY. Total exports to FRY from FYROM in 2001 was about 500m Euro. This figure includes exports to Kosova – which amounts to 50% of the total.

During the course of the agreement both sides have introduced quantitative restrictions to protect domestic producers. There are examples of both countries introducing quantitative restrictions as a retaliatory measure. Serbia introduced restrictions on bitumen imports from FYROM. Macedonia responded with restrictions on chocolates and some building products.

9.3 Implementation FYROM/ Kosova

The FRY/ FYROM free trade agreement of 1996 together with an MOU signed by the UNMIK and Macedonian customs in June 2,000 should govern trading relationships between the two customs territories. Goods originating in one territory are free of customs duties when exported to the other territory. Such goods are liable only for a 1% evidence tax.

A new regulation by the FYROM Ministry of Finance abolished the 1% evidence tax and replaced it with a 19 Euro customs fee payment. The Ministry believes the 1% evidence tax is contrary to WTO rules.

As can be seen from the figures in Table One, FYROM is Kosova’s major trading partner. Food, drink and tobacco, together with oil products are the main exports from FYROM to Kosova. The belief is widespread however that a significant volume of goods entering Kosova via FYROM are not of Macedonian origin but are issued with false certificates by the FYROM customs.

Goods of FYROM origin coming into Kosova are subject only to a 1% evidence tax, VAT, and excise duties where appropriate under the FRY/ FYROM trade agreement. Documents required include:

· A commercial invoice

· CMR or transport document

· An EUR-1 origin certificate and 

· a SAD customs declaration

Under this trade agreement and these documentary procedures goods of FYROM have be exported without difficulty to Kosova for the past three years.

Goods of Kosovar origin exported to FYROM are subject to the same procedure. However Kosovar business people have experienced severe problems when exporting to FYROM. The problems include:

· Non recognition of EUR 1 certificates of origin stamped by the UNMIK customs service

· Border delays and 

· Difficulties with bribery and corruption

A memorandum of understanding signed in June 2001 by the Directors of both customs services (FYROM and UNMIK) failed to improve matters. UNMIK customs personnel recently expressed a hope that the situation would improve following an exchange of customs stamps in June this year.

Apart from customs difficulties, traders face other non-tariff barriers. Vehicles with Kosovar number plates are not always allowed to circulate freely in FYROM.

10. Trading Relationships with the other Neighbouring Territories 

Table three shows the import flows for the last two years from neighbouring territories by place of loading.

Table Three: Imports from Neighbours (in m Euro’s)





	Source
	2000
	2001

	Macedonia
	265
	90%
	148
	65%

	Montenegro
	18
	6%
	46
	20%

	Albania
	11
	4%
	29
	13%

	Serbia
	1
	0%
	4
	2%

	Total
	295
	100%
	327
	100%


Source: Export/ Import Road Map by KBS July 2002

It is obviously dangerous to draw definite conclusions on the basis of two sets of statistics. However the very low level of trade with Serbia and the growing importance of Montenegro and Albania are worth noting.

10.1 Units of the FRY
The view from an UNMIK perspective is that there are no customs or international borders between Kosova and Montenegro or Serbia – only Administrative Boundary Lines (ABL). Kosova, together with Montenegro and Serbia are part of the FRY, as per Security Council Resolution 1244. There are no customs duties or quantitative restrictions on trade between the three units of the FRY. Goods originating in one part of the FRY, can circulate free of customs duties in other parts of the FRY.

10.1.1 Trade with Montenegro

The view from Montenegro is that it (Montenegro) is an independent customs territory. It has its own set of laws, customs administration, and tariff structure. The Montenegrin government is that Montenegro is not a signatory to any trade agreement, although agreements may have been signed on its behalf by the Federation customs. The Montenegrin authorities do not recognise any agreements signed on its behalf. 

Goods coming from Kosova in Montenegro require the same paperwork and are treated in the same way as goods from any other customs territory. This paperwork includes:

· A commercial invoice

· Convention de Marchandises en Route (CMR) – a roadwaybill or document for transporting goods by road

· EUR – 1 Certificate and

· A customs declaration in the SAD format

Goods are subject to 1% evidence tax, customs duty, sales tax, and if relevant excise duty.

From a Montenegrin viewpoint the regulations governing the transit of goods to/ from Kosova through Montenegro are set out in the Official Gazette no 49/01 and amendments no 56/01, 65/01 and 15/02. The main points of this regulation are:

· Goods in transit through Montenegro to Kosova are subject to a transit tax of 3%

· Beer and wine are subject to a 5% transit tax, other alcoholic drinks 10%, cigarettes and coffee 15%

· Goods of Serbian origin transiting through Montenegro to Kosova are also subject to a transit tax

· For oil derivatives a specific tax per litre or per kilo depending on the product, is applied

· Goods of a humanitarian character are not subject to tax
Montenegrin goods coming into Kosova are treated as FRY goods and do not require a SAD or customs declaration. All that is required is a commercial invoice.

There is a very clear case here of non-reciprocity, based on differing interpretations of the current situation by the two administrations. It is a situation that clearly benefits Montenegrin traders and penalises their Kosovar counterparts.

Apart from customs barriers Kosovar exporters also face a number of non-tariff barriers including  an underdeveloped banking system, inefficient court procedures, and corruption.

10.1.2 Trade with Serbia

The Serbian authorities view goods of Kosovar origin as goods originating in the FRY. Thus such goods can enter Serbia without international customs documentation and free of all customs duties. On the basis of the recent agreement between the CFA and the Serbian Public Revenue Service goods of Kosovar origin entering Serbia are subject to a 5% sales tax. This is the difference between the VAT rate in Kosova (15%) and the Serbian sales tax (20%).  Serbian goods entering Kosova receive a 15% rebate of the sales tax from the Serbian authorities and pay 15% VAT. 

Goods in transit through Serbia are subject to a 5% transit tax.

The obstacles to trade with Serbia are rooted primarily in the conflict of recent years. The agreement between the CFA and the Public Revenue service in Serbia has been challenged by nationalist party elements in Serbia. Trucks with Kosovar number plates are not allowed to travel in Serbia – but can travel in Montenegro, Albania, and in recent times more freely in FYROM. Kosovar traders would face numerous problems on the road s of Serbia.

10.2
Trading Relationship with Albania

The trading relationship with Albania is a normal third country trading relationship. Goods of Kosovar origin are subject to full customs duty in addition to 20% sales tax and excise duties where applicable. Similarly Albanian origin goods entering Kosova are subject to the full customs duty (normally 10%) together with 15% VAT and excise duty where applicable.  The documents required include:

· An EUR – 1 certificate of origin

· Commercial invoice

· CMR or other transport document

· SAD customs declaration

A major problem for companies trading with Albania is the inefficiency of the Albanian customs service.

10.3
Trading Relationship with the European Union

This relationship is governed by the provisions of Council Regulation (EC) No 2007/2000. The regulation introduces exceptional trade measures for countries and territories participating in or linked to the EU’s Stabilisation and Association process. 

The regulation removes all ceilings for industrial products and further improves access to the Community market for agricultural and fishery products, including processed products.

It is noted that trade preferences can only be granted to countries or territories possessing a customs administration. Albania, Bosnia and Herzegovina, Croatia, FYROM, and Kosova fulfil these conditions.  All of these countries and the territory of Kosova therefore benefit from these trade preferences.

11. Free Trade Situation in the Balkans

Under the aegis of the Stability Pact countries of the Region are negotiating a series of 21 free trade agreements. These agreements are expected to be concluded in December 2002. By the end of 2003 the countries of the Region will form a single free trade area. To date Kosova has been excluded from this process because of the status issue. Only recently Kosova has been permitted to attend the Stability Pact working groups as observers.

When the FRY enters into these free trade agreements with other countries of the Region these free trade agreements will not take account of goods of Kosovar origin in the certificate of origin procedure, nor in the list of sensitive goods, nor in quotas.

From a practical point of view, it is impossible for Kosovar exporters to get certificates of origin in Belgrade. The other alternative for these free trade agreements is to recognise UNMIK certificates of origin. This idea has not been considered in the context of any of the agreements.

The net effect of this FTA process is that Kosovar goods will be at a disadvantage in other Balkan markets. All Balkan countries will have duty free access to each other’s markets. Kosovar products will be subject to full customs duty. In this scenario it will be extremely difficult for Kosova to attract new investment.

12. Impact of Current/ Developing Situation

The current de facto trading arrangements deny Kosovar producers reasonable or reciprocal access to a number of neighbouring markets and place Kosovar producers at a competitive disadvantage on the domestic market.

When competing with Montenegrin or Serbian producers selling in Kosova, local Kosovar producers must pay a 4 to 5% transit tax on imported raw materials shipped via Serbia/ Montenegro plus 10% customs duty – assuming the raw materials originate outside Serbia, Montenegro or FYROM.  Serbian and Montenegrin producers have duty free access to the Kosovar market and pay no transit tax. Montenegrin producers often pay a lower duty (less than 10%) on materials and equipment. It would seem that most of the raw materials and capital equipment used in Kosova come from the more developed European states – see section 8.2 Results of Survey. Much of the material probably travels through Montenegro or Serbia. It would seem therefore that the transit tax impacts particularly on Kosovar manufacturers.

If the current de facto trading arrangements are allowed to continue and Kosova is excluded from the free trade negotiations currently ongoing in the Balkans a number of consequences arise. 

The Kosovar budget suffers a loss of revenue as goods are improperly classified as originating in FYROM. It is impossible to know what percentage of FYROM imports into Kosova are wrongly labelled. Assuming that 50% of FYROM imports do not originate in FYROM and are issued with bogus certificates of origin, the loss of budget revenue is in the order of 10m Euro. (i.e. 100m of FYROM wrongly certified as coming from FYROM).

More seriously the current and emerging situation (free trade agreements currently being negotiated) limits Kosovar producers to a very small domestic market. They cannot expand and avail of the consequent economies of scale. They are condemned to remain as small inefficient producers. In this situation they will be unable to compete with larger producers from neighbouring territories even on the Kosovar market.

Without duty free access to larger neighbouring markets there will be little or no new investment in Kosova by the existing business community or new investors.

Without investment the economy will not develop. The alternative to development is crime and smuggling. In those circumstances Kosova would become a source of instability – which is neither in the interests of Kosova or the other countries of the Region.

It follows therefore that, for both the sake of regional stability and Kosova’s development, the issue of duty free access to neighbouring and wider Balkan markets must be addressed as a priority matter.

13. Problems

The problems faced by Kosovar producers can be divided into two groups – those related to market access and those related to fair competition.

There are two problems related to fair competition. These are:

· The fact that Kosovar producers pay 10% duty on imported equipment and raw materials while competitors from neighbouring states and territories pay a much lower duty rate and

· The fact that Kosovar producers pay a 4 to 5% trafsit tax on goods shipped through Serbia and Montenegro.

The problems related to fair or duty free market access can be divided into what might be termed official problems and unofficial problems.

The official problems include the following:

· The fact that Kosova is currently excluded from the free trade negotiations currently ongoing within the stability pact, - and may possibly be in future excluded from the developing Balkan free trade area.

· The fact that Montenegro does not grant reciprocal treatment (duty free access) to Kosovar exports to Montenegro

· The fact that FYROM customs refused until recently to recognise UNMIK certificates of origin for Kosovar exports to FYROM.

The unofficial problems include:

· The fact that Kosovar producers are often prevented from exporting to Serbia because of what are sometimes termed “road problems”, and

· The fact that some FYROM imports have improper certificates of origin attached, and

· The fact that in all areas Kosovar (and other) traders have to contend with corrupt customs and police.

14. Recommendations
In addressing the list of problems the SRSG and PISG should focus on those issues that will produce immediate results and /or have a significant impact on Kosova’s trading prospects.

14.1
Duty Free Materials and Equipment
Immediately the government can reduce (or eliminate) the duty on capital equipment and raw materials. There is very broad-based support for this measure among the various institutions in Kosova. The ten traders surveyed as part of the research were unanimous in their appeal to abolish duties on raw materials and capital equipment.

14.2
Bogus FYROM Certificates of Origin

The UNMIK customs administration can adopt a more proactive approach and scrutinise more closely FYROM certificates of origin. Where there is reason to believe such certificates are bogus they can return them to the FYROM customs for verification. The fact of returning the certificates for verification and securing the customs duties due while the certificates are verified (or not as the case may be) will impact on bogus traders.

14.3 Transit Taxes

Transit taxes paid in Serbia and Montenegro are not normal trade or transport practice. Such taxes are contrary to recommendations emanating from customs conventions. The UNMIK should approach the Serbian and Montenegrin authorities with a view to having such taxes abolished and if necessary replacing then with road tolls or other charges that reflect cost of transit – (the user pays principle)

14.4 Reciprocal Duty Free Access

The priorities from a practical viewpoint are FYROM and Montenegro as these territories are likely to provide the most promising markets for Kosovar exports in the immediate future.

FYROM

Since the exchange of stamps by the UNMIK and FYROM customs administrations in just 2002, no problems with duty free access to the FYROM market have been reported according to a CFA official. The situation needs to be monitored closely and in the event of problems, strong representations should be made to the FYROM authorities.

Montenegro

The situation in Montenegro is ore difficult to resolve as the Montenegrin government looks on Kosova as another third country and therefore treats imports from Kosova like imports from any other third country. Any unilateral retaliatory measure by Kosova could be regarded as contrary to the spirit of resolution 1244. Perhaps the situation can be more easily resolved with a broader stability pact framework.

Serbia

Officially Kosovar products are allowed duty free into Serbia. The obstacles are “on the road”. The use of rail freight may eliminate some of the obstacles “on the road”. The recent agreement on rail freight signed by the SRSG and the Serbian transport minister should help in this respect.

14.5 Stability Pact Trade Negotiations

It is essential that Kosova is able to take part in the Balkan free trade negotiations. How this is achieved is a matter for debate and consideration. The important issue is that Kosova is part of the wider Balkan free trade area – otherwise Kosova will face an impossible situation from a development perspective – and have the potential to be an unstable influence in the wider Balkan Region.

The following points are relevant in this context:

1. Kosova has a tax and customs regime that is independent of FRY

2. Kosova conducts commercial relations in an autonomous manner free from outside influence

3. The WTO allows customs territories possessing full autonomy to conduct commercial external relations, to apply for membership. It would seem logical that such territories could conclude trade agreements or trade protocols with other states or territories.

4. Several countries in the stability pact including Albania, Bosnia, and Croatia have expressed a wish to conclude bi-lateral free trade agreements with Kosova.

14.6 Rail Transport

Old rail transport networks are being re-opened for goods transport. It is possible that by using rail transport many of the bribery and corruption problems that road users encounter, can be avoided. The potential for rail transport in Kosova and the extent that it could reduce problems and costs for traders, should be investigated

14.7 Agriculture

Agriculture producers face particular problems, as many food items are exempt from both customs duties and VAT. The inputs of many Kosovar producers are subject to both customs duties and VAT while their Serbian counterparts are exempt from duty and VAT on inputs. Thus Kosovar producers face unfair competition from Serbia. Measures to eliminate such unfair competition should be instituted. The recommendations relating to agriculture should synchronised with those emanating from a recent study on agriculture.

Appendix One
Illustrative Examples

Three examples are used to evaluate the influence of FRY- FYROM Trade Agreement in the local market. 

(i) Potatoes production: In Serbia, potato producers are exempt from customs and taxes on import of seeds. At the same time Kosovar producers are charged 26.5% VAT and customs on raw material inputs. Potatoes from Serbia are exempt from customs and VAT on entering Kosova. Therefore, local producers are at a serious disadvantaged from inception since potatoes from Serbia are not subject to customs duty or VAT when imported into Kosova. Inputs for production of potatoes are exempted from customs charges in both these countries. Therefore, the seeds cost in the cost price of potatoes in Serbia is 26%, whereas in Kosova 33%. If local potato producers decide to export to FYROM they will face customs charges of 46%. This makes it impossible to export potatoes produced in Kosova to the FYROM markets. The situation is more problematic in relation to Serbia, since Kosovar producers are endangered by import released from customs charges. Kosovar producers face these barriers: non-recognition of papers and documents and hindrances to Serb companies in purchasing the potatoes- all with the aim of protecting Serb producers. 

(ii) Mineral water production: In the case of mineral water producers in Kosova, face similar problems due to lack of adequate protection policies. The import price of mineral water from Serbia is lower than that of domestic producers: the price for one bottle of “Heba” from Bujanovc (Serbia) is not realistic, the local producer complains. According to him the price of 12-13 phening is not realistic and is higher in many cases. The reduction of price in the waybills in intended to reduce the fiscal charges at the border with Kosova thus damaging the domestic producers, says one domestic producer.

(iii) Beer production: Lately some private enterprises started to produce beer. We can emphasise the business activity of “Hugoss” and “Vala”. Being new producers, they are faced with various obstacles from the domestic and foreign suppliers. The wholesale selling price for one bottle 0.33l produced at “Hugoss” is 0.36 phening, whereas beer imported from FYROM and Montenegro to Kosova has a lower price. Beer import from FYROM and Montenegro penetrates Kosova’s market released from customs charges of 100%. If the full customs were paid, it would be easier for domestic producers to survive the local market. On the other hand, exporters of this product to other countries face high customs fees and many other administrative charges. 

 Examples of practical barriers in Kosovar export to FYROM and Montenegro

While exporting to FYROM, local producers are faced with customs charges of 60 – 70%. When this is added to the high customs charges on import of raw materials applied to Kosovar companies (irrelevant of the fact that the goods are dedicated to export), the penetration of the FYROM market becomes impossible.  FYROM companies execute their export to Kosova without any costs i.e. making use of the “FRY” – FYROM Trade Agreement. This is related also to the use of Macedonian transport capacities in the territory of Kosova disregarding the reciprocity principle. The stances of Macedonia towards reciprocity, status of their export, and status of Kosovar export are controversial. In the case of their export to the Kosovar market, they generally prefer the application of the Trade Agreement, but in the case of reciprocal Kosovar export they do not abide the obligations arising from this agreement.

