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The Government’s Medium-Term Expenditure Framework for 2009-2011 (MTEF) provides a 
broadly sound strategy for achieving steady, job-creating growth in Kosovo. Success will 
hinge on a sustainable fiscal stance, improving the effectiveness of public spending, and 
maintaining wage and price flexibility. Policy credibility would be enhanced by stricter 
adherence to the government’s fiscal rule on primary spending growth, speedier 
improvements in public investment implementation capacities, and more cautious tax rate 
reductions than envisaged in the MTEF. Success will also depend on both jump-starting 
energy sector reform and on avoiding legislation that might endanger fiscal sustainability or 
threaten economic growth. 
 
Recent Developments and Outlook 

Kosovo’s economic performance has been broadly favorable. Although still below the 
regional average, growth accelerated slightly in recent years, reaching 4½ percent in 2007 on 
strong domestic demand supported by large flows of remittances and foreign direct 
investment, a sustained donor presence, and high deposit-financed credit growth. However, 
the expansion has been accompanied by an acceleration of inflation to 14 percent year-on-
year in May 2008. Although due mostly to rising international food and energy prices, price 
pressures in the nontradable sector have also contributed. The widening current account 
deficit (26 percent of GDP in 2007), reflecting in part competitiveness losses, continues to be 
financed largely by donor transfers and workers’ remittances.  
 
Fiscal policy has remained disciplined. Revenue growth of 26 percent in 2007 was much 
stronger than expected, thanks to buoyant indirect tax receipts (due to fast-growing imports) 
and one-time revenues. Fiscal discipline helped keep current spending in line with the 
budget. However, given the poor planning and implementation capabilities of line ministries, 
over-budgeting of public investment was evidenced by another year of low execution of 
capital spending. The resulting large surplus in turn swelled the government’s bank balance 
to over €400 million (12½ percent of GDP).  
 
The outlook in the Fund staff’s macro framework is broadly positive. Fund staff’s 
normative scenario is predicated on largely the same policy framework as in the MTEF, with 
the exception of a lower primary spending path (in turn, a more gradual reduction of the 
government’s bank balance) and a more cautious approach to tax rate reductions. Real 
growth is projected to average five percent (annually) in 2008-11 compared to about 2 
percent in 2001-07. Maintaining wage and price flexibility, in particular in the context of an 
eventual donor withdrawal, will be important for holding inflation below levels in Kosovo’s 
trading partners. Enhanced competitiveness, enabling import substitution and export growth, 
will prove crucial to bringing down the current account deficit from a projected high of 33½ 
percent of GDP in 2008. 
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The Medium-Term Expenditure Framework  

The fiscal strategy spelled out in the government’s MTEF 2009-2011 is broadly 
supportive of delivering sustainable job-creating growth. The fiscal framework, anchored 
in principle by a rule that strictly limits the rate of growth of real current primary spending, 
rightly envisages prioritized and boosted public investment over the medium term to restore 
and expand infrastructure and to improve human capital. The government has also wisely 
opted to establish a “stabilization reserve” to insure against a number of risks related to status 
resolution. In addition, establishing and operating an escrow account for depositing payments 
on a notional stock of debt demonstrates the government’s resolve to service Kosovo’s 
eventual official external liabilities. Finally, the government is committed to low tax rates 
applied to a broad base, and to giving urgent and high priority to improving tax 
administration. 
 
At the same time, the MTEF has some potential shortcomings. First, the budgeted three-
fold increase in capital spending in 2008 (relative to last year’s outturn) would be ill-timed. 
With domestic demand pressures manifested in rising inflation and a widening current 
account deficit, the budgeted public investment program would inject yet additional stimulus. 
Moreover, most line ministries do not have the capacity to implement budgeted capital 
spending. Indeed, less than 12 percent of capital spending budgeted for 2008 was executed 
during the first six months of the year. The authorities now expect capital spending to be 
again significantly underexecuted, as reflected in the lower-than-budgeted public investment 
in the macro scenario in the MTEF. In turn, the mid-year budget review should formally 
scale back the planned spending to a more realistic level. 
 
Second, a relaxation of the fiscal rule in 2008 points to some laxity in practice. Current 
primary expenditure is set to increase by more than would be consistent with adherence to 
the fiscal rule, even after taking into account significant additional status-related spending. In 
turn, the medium-term path of primary current spending is commensurately greater than 
otherwise. Against a backdrop of rising wage demands (notably in the education sector) and 
mounting pressures to move forward with new and/or expanded social initiatives, risks to 
fiscal sustainability will increase in the absence of very careful fiscal planning and strong 
political support for spending restraint.  
 
Third, the significant tax proposals in the MTEF could weaken revenue performance. 
As Kosovo’s corporate income tax rate exceeds that of its neighboring competitors, there is a 
basis for a modest reduction of the statutory rate, offsetting the potential revenue loss with a 
small increase in the excise tax rate on tobacco. The MTEF, however, proposes a large 
reduction in the rates of both the corporate and personal income taxes, requiring in turn yet 
higher tobacco excises (with attendant risks of increased smuggling) and an ill-timed and 
regressive increase in the VAT rate. Moreover, given the significant weakness of domestic 
VAT collection in Kosovo, the planned increase is likely to trigger additional tax evasion.  
 
Fourth, the macro scenario depicted in the MTEF is not fully consistent with 
underlying policies. The macro framework appears to be too optimistic with regard to the 
impacts of domestic demand pressures on net imports and inflation. Moreover, the projected 
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reduction in the import content of investment is at odds with the bold public investment 
program and the hoped-for increase in foreign direct investment. In turn, and on the basis of 
the fiscal policies laid out in the MTEF, the balance of risks surrounding the improved 
external picture implied by the government’s macro framework is moderately on the 
downside. 
 
Policy challenges 

Sound fiscal policy will be crucial to achieving sustained employment-creating growth 
over the medium term. In the absence of independent monetary policy, fiscal policy has a 
key macro stabilization role to play. Fiscal policy is also critical to restoring competitiveness 
through targeted improvements in physical and human capital via well-prioritized public 
investment. Combining restraints on the growth of real primary current spending with 
improved capital budgeting and project monitoring would help preserve prioritized public 
investment. More important than substantially raising public investment spending envelopes, 
however, is the need to improve line ministries’ project planning and implementation 
capacities. In this regard, the government’s commitment in the MTEF to implement specific 
reforms in this area is welcome, but needs carry-through. 
 
Decentralization is understandably a high priority, but should be implemented in a 
properly sequenced fashion. While the plans outlined in the MTEF are broadly consistent 
with reforms needed to successfully achieve the fiscal decentralization objectives of the 
Ahtisaari Proposal, their hasty implementation poses budgetary risks. Fiscal decentralization 
is frontloaded in the MTEF, with a substantial increase in transfers to municipalities in 2009. 
A more gradual approach would be preferable, with emphasis placed initially on 
strengthening municipalities’ own source revenues and their financial management systems, 
introducing a new block grant system, and avoiding early direct municipal borrowing. 
 
Improved competitiveness will only materialize if underpinned by appropriate 
structural policies and reforms. Labor market flexibility is a key ingredient to restoring 
competitiveness, but would be seriously threatened by a labor law recently approved by the 
Assembly in the first reading. Before launching potentially expensive and ineffective social 
spending initiatives, the government needs, as proposed in the MTEF, to develop a social 
assistance strategy to avoid ad hoc designs not appropriate to Kosovo’s social and economic 
circumstances. In this regard, the government’s commitment to improve the targeting of 
existing and new social benefits is welcome, and needs to be carried through. However, 
several initiatives could undermine the medium-term fiscal outlook, including a health 
insurance law, the draft labor law, a proposal for reforming basic pensions, and the draft law 
for the retirement of ex-Kosovo Protection Corps staff. The government’s recent actions to 
pull back from the Assembly some of these draft laws are welcome. However, in the future, 
the government should systematically assess the budgetary and economic impacts of social 
initiatives prior to their adoption. 
  
Reform of the energy sector is a high priority. Limited progress has been made in 
rehabilitating the energy sector, thus endangering growth prospects. The government, 
working in close consultation with the World Bank and other donors for several years, needs 
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urgently to decide on a strategy and to take initial concrete steps. The commitment to 
transparency in taking forward privatization initiatives in the energy sector is crucial to 
gaining credibility among donors and potential private investors. 
 
Maintaining the soundness of the banking sector is also critical. The independence of the 
Central Banking Authority of Kosovo is an important signal to foreign investors and remains 
essential for the development of the financial sector. Also important is safeguarding the 
banking sector through proper supervision. The authorities should proceed cautiously with 
the creation of a deposit insurance system, given the current structure of the banking sector 
and the absence of a viable emergency funding source. 
 
Managing eventual debt obligations will be a challenge. Albeit based on partial data, the 
outlook for Kosovo’s prospective debt service obligations suggests a moderate risk of debt 
service problems. Of the several measures traditionally used for debt sustainability analysis, 
only the net present value of debt-to-exports exceeds the threshold level. However, overall 
debt sustainability could be easily undermined by lower than projected GDP and export 
growth, as well as by shortfalls in transfers, weaker than hoped-for foreign direct investment, 
or a widening of the primary fiscal deficit. These risks argue strongly in favor of relying on 
concessional financing during the period ahead. Developing a legal and institutional 
framework suitable to Kosovo, along with debt management capacities, should be given high 
priority. 
 
Status of Fund Relations 

Kosovo is not a member of the Fund. In 1999, the IMF Executive Board authorized the 
provision of technical services to Kosovo consistent with the terms of UN Security Council 
Resolution 1244, which remains in force.  
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2005 2006 2007 2008 2009 2010 2011
Est. Est. Est. Proj. Proj. Proj. Proj.

Real growth rates (in percent)
GDP 2.0 3.9 4.4 6.7 5.6 4.6 4.2

Contribution of foreign assistance to GDP growth -1.4 -1.3 -0.6 1.4 1.1 -1.4 -1.4
Private sector disposable income 4.5 2.4 2.4 8.5 5.0 5.5 4.7
Private sector consumption 8.0 4.2 5.4 3.8 3.9 3.6 3.6
GDP per capita 0.6 2.4 3.1 4.9 3.8 2.8 2.4
Private consumption per capita 6.5 3.0 4.2 2.0 2.0 2.0 2.0

Price changes (in percent)
CPI  (annual average inflation) -1.4 1.5 4.2 8.4 2.0 0.9 0.6

Dec-on-Dec inflation 0.7 2.0 10.4 2.5 2.4 ... ...
GDP deflator -1.7 0.2 3.4 4.8 2.1 1.6 1.1
Real effective exchange rate (CPI-based; annual average change) -5.0 -2.8 -0.1 ... ... ... ...
Real effective exchange rate (CPI-based, end of period) -5.5 -1.3 3.6 ... ... ... ...

General government budget (in percent of GDP)
Revenues 21.1 23.0 26.9 23.2 22.2 22.1 22.3
Expenditures 24.2 20.5 19.6 23.9 23.0 22.5 22.1

Of which: Capital and net lending 5.1 3.5 2.9 6.5 6.8 7.3 7.6
Current balance 2.0 6.0 10.2 5.8 6.1 6.8 7.8
Primary balance -3.1 2.5 7.3 -0.7 -0.7 -0.5 0.2
Overall balance (including notional interest payments) ... ... ... -1.7 -1.6 -1.3 -0.5

Savings/investment balances (in percent of GDP) 1/
Domestic savings -14.9 -14.3 -14.0 -15.3 -13.4 -9.8 -7.0

Remittances 9.2 11.6 12.9 11.7 10.9 12.0 13.1
Net factor income 1.3 1.4 2.0 1.0 1.1 1.2 1.3

National savings -4.4 -1.2 0.9 -2.6 -1.5 3.4 7.4
Investment 21.4 23.0 27.2 30.9 28.9 29.8 29.5
Current account -25.7 -24.3 -26.3 -33.5 -30.3 -26.4 -22.1
Foreign assistance 2/ 12.3 10.3 8.9 9.2 9.4 7.4 5.9
Current account balance (after foreign assistance) -13.4 -14.0 -17.4 -24.2 -21.0 -19.1 -16.2

Main aggregates (in millions of euros)
GDP /3 2,977 3,099 3,343 3,739 4,029 4,280 4,509
GDP per capita (in euros) 1,438 1,476 1,573 1,729 1,832 1,914 1,982
GNDI per capita (in euros) 1,589 1,668 1,806 1,949 2,052 2,166 2,268
Workers' remittances 4/ 274 359 431 438 439 514 590
Foreign assistance 2/ 403 355 340 386 418 361 312
Direct contribution of foreign assistance to GDP 179 171 170 185 187 166 147

Source: Fund staff estimates.

1/ Savings/Investment balances of the entire economy, i.e., the domestic sector and the donor sector.
2/ Total foreign assistance excluding capital transfers.
3/ GDP has been increased in March 2008 based on the revision of private household consumption for 2004 to 2006
by about EUR750 million each year.
4/ Including pensions from abroad.

Kosovo: Main Indicators, 2005-11
(Fund Staff's Normative Medium-Term Scenario)

 
 


