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Introduction

The Brcko District of Bosnia and Herzegovina is small, with less than 100,000 people. In 2001, about 30 public companies were selected for privatization. At the outset, there were good reasons to ask whether the District would have any success in privatizing them. Many of the public companies had been shut down for up to ten years, while the rest were operating at a small fraction of their pre-1991 output. There was not a single company that was profitable enough to be sold successfully on the basis of its performance, none had adequate working capital or marketing arrangements, many were deeply in debt, some had too many nonworking “employees” and the equipment of most companies that was not damaged during the war was worn out or obsolete.


Yet, the terms under which the first group of companies slated for privatization have been sold indicate that the Brcko model for enterprise privatization is working. The reasons behind its success are worth examining, both because understanding the principles behind the model will help ensure that the process continues to be successful in Brcko and because some aspects of the Brcko model could be adapted in other areas where privatization remains unfinished, perhaps even in the Federation of Bosnia and Herzegovina or the Republika Srpska (the so-called “Entities”). This paper will address first the historical, legal and practical constraints, and then the main policy decisions that created the Brcko model.  

The context of enterprise privatization in Brcko

Brcko District was created by the 1999 Final Award of the Arbitral Tribunal for Brcko to resolve a territorial dispute between the Entities left over from the 1991-95 war. The Final Award fills an important gap in the Dayton peace accords, which failed to resolve the Inter-Entity Boundary Line in the area of Brcko. Although the Entities failed to compromise on this issue during negotiations, they agreed to accept the outcome of binding arbitration. The Final Award suspended the legal authority of the Entities within the District and transferred all of the Entity powers of governance to the District within its territory. Entity legislation continued to apply in the District only until modified by action of the Supervisor or the District Assembly.
 The Final Award requires the Supervisor to implement the Award and gives him or her the authority to do it. Among the Supervisor’s many tasks, the Final Award requires him or her to approve all disposal of public property in the District, and particularly any privatization within the District.


As an integral part of the state of Bosnia and Herzegovina, the Brcko District’s privatization conforms to the state’s 1998 Framework Law on Privatization of Enterprises and Banks in Bosnia and Herzegovina.
 This law assigns to each Entity (and following the Final Award also to the Brcko District) the responsibility for implementing privatization. It makes clear that each Entity may privatize only the assets and related liabilities located on its territory.
 The District, like the Entities, is therefore responsible for privatizing public companies on its territory, even if they had been part of some larger Yugoslav enterprise before the war. The District may not privatize assets of District companies located outside the District, nor may the Entities privatize assets on Brcko District territory.  


Before Brcko’s privatization began, both Entities had decided to allow their citizens to participate in enterprise privatization by issuing vouchers (in Republika Srpska) or certificates (in the Federation) so that their citizens could claim shares in the privatized companies. Since Brcko residents are citizens of either the Federation or Republika Srpska, they were entitled to vouchers or certificates, and it seemed reasonable to the international community and to local officials that these claims should be accepted in Brcko privatization as well. 


But this was a complex process. Most notably, Entity rules for accepting vouchers and certificates differed from each other. Brcko had to decide whether to use vouchers and certificates on a territorial basis. If Brcko used the former Inter-Entity Boundary Line running through the District to decide which companies received vouchers and which certificates, then only one relatively small company, DD Biljana, would receive certificates on the overwhelmingly rural Federation side of the Line. All the sizeable companies were in Brcko town, which Republika Srpska had held throughout the war. The Supervisor had a mandate to abolish the IEBL within the District,
 not to reinforce it, which meant treating citizens of the two Entities on a nondiscriminatory basis. Prior to the war and ethnic cleansing, the three main ethnic groups lived on both sides of what became the IEBL. They began returning to their homes on both sides before privatization was implemented. 


A further complication was the Entity practice of “voucher privatization.” This form of privatization sold medium-sized public companies without giving majority control to any private buyer with experience in the business. In Republika Srpska, 55 percent of the shares were allocated to vouchers, 10 percent to the Republika Srpska Pension Fund and 5 percent to the Republika Srpska Restitution Fund. Since most Republika Srpska citizens (including those in Brcko) invested in voucher investment funds rather than directly in specific companies, the controlling share of each company privatized in this manner went to the voucher funds. The management of the voucher funds was determined chiefly by political party recommendations. As a result, 70 percent of a company would be under the influence of Republika Srpska political bodies of one kind or another, each seeking to gain from their ownership but typically having no funds to invest in the company. Selling the remaining 30 percent to anyone other than insiders, or for a good price, or with the expectation of new investment, was difficult to imagine. It was even more difficult to imagine how the resulting company could be expected to act effectively in the private sector without improved management, marketing and substantial capital investment. A comparable form of privatization was carried out by the Federation, leaving privatized firms similarly handicapped.


I could not see how this model would lead to a vigorous and competitive private sector, or stimulate economic growth. As Brcko’s Supervisor, I could not justify adopting this model, given my mandate to revitalize the economy. I believed Brcko needed a model that would give real control of each company to a private buyer or buyers with the capacity to revitalize it. I hoped we could develop a model that would encourage potential buyers to compete with each other on the basis of their investment plans.  


By 2001, the need for economic revitalization in Brcko was an urgent requirement. Bosnia and Herzegovina was one of the last of the Eastern European countries to privatize its public companies. Due to its new status, the Brcko District had even fallen behind the Entities in starting the process. People in Brcko, remembering that Yugoslavia had been one of the more prosperous parts of Eastern Europe before the 1991-95 war, were clinging to the hope that privatization would bring their companies back to life, create jobs and restore their standard of living. Even if they were too optimistic, it was nevertheless clear that the effort to revitalize the companies had to begin as quickly and effectively as possible.  

Entity conflict over Brcko privatization

The office of the Supervisor (usually called the Office of the High Representative in Brcko, or OHR/Brcko) prepared a draft law to implement privatization in accordance with the State Framework Law and the District Government submitted this draft to the Brcko Assembly in April 2001. The draft law provided for the sale of 67 percent of 15 larger, “strategic” enterprises to private buyers, with the remaining 33 percent reserved for vouchers (for companies north of the IEBL) or certificates (south of the IEBL), and for so-called “Markovic shares,” which had been distributed to employees of some public companies under Yugoslav law prior to the 1991-95 war.
 The Federation objected to the fact that certificates could only be accepted south of the IEBL and supporters of that position in the Assembly blocked acceptance of the draft law.  


OHR/Brcko revised its draft, dividing the part of the 33 percent not used for Markovic shares in half and accepting both vouchers and certificates equally in all companies. This time the Republika Srpska objected, and Bosnian Serbs in the Brcko Assembly blocked passage of the second alternative. Since the Statute of Brcko District requires a three-fifths majority to pass a law in the Assembly (enabling either the Serbs or a coalition of Bosniaks and Croats to prevent passage), it became clear that neither draft would be passed. Neither side showed flexibility or proposed a compromise solution. 


While no one was prepared to argue that vouchers or certificates were more important than privatization itself, it soon became clear there would be no privatization in Brcko unless the Supervisor launched it. Rather than impose a law, I issued a series of Supervisory Orders having a similar effect. One Order reserved the 33 percent in each company that would not be sold in order to hold out for a compromise between the Entities and the District on the use of vouchers, certificates and Markovic shares.
 This did not, however, cause either Entity to yield. Our efforts to promote negotiations between the three sides were unsuccessful. The voucher/certificate issue became entangled in other disputes and was not finally resolved for another two years.


Meanwhile, Republika Srpska made a much more serious attack on privatization in the Brcko District by selling two Brcko companies, Merkur and Intersped, which were clearly under the jurisdiction of the District. The Republika Srpska Privatization Agency also began procedures for the privatization of ODP Brcko (the Revena Hotel and several restaurants). These actions were illegal, in that they violated the clear text of the Final Award and two pre-existing Supervisory Orders. They were also surreptitious, in that there was no prior consultation with District authorities or the Supervisor’s office, and the sales were executed with almost no public notice.
 I signed a new Supervisory Order on August 14, 2001, to remove any possible ambiguity about the Republika Srpska’s actions, to declare them without legal effect and to make clear that similar attempts in the future would also be reversed.
 


Thus, in my first months as Supervisor of Brcko, I learned a valuable lesson: economic revitalization in Brcko would fail, and the District’s economic assets would be seized by Republika Srpska, unless I exerted forceful and independent leadership on the key privatization issues. I continued to offer to negotiate solutions with the Entities, but I could not assume there would be progress. Brcko had to proceed on its own, whether or not that stimulated the Entities into more productive negotiations. The Brcko international and local authorities had to work as a team—we needed both foreign and local expertise, legal advice and a lot of hard work to produce better policies and to implement them. 

Setting up the Brcko model

The Supervisory Order of September 19, 2001, established a legal basis for privatization of public enterprises consistent with the Final Award. It also established a District Privatization Office and a Tender Commission for privatization. The German technical assistance agency, GTZ, assisted the District and OHR/Brcko by contributing the first Director of the Privatization Office,
 a member of the Tender Commission
 and occasional short-term specialists. We worked together as a team: the Privatization Office prepared all of the documentation and made recommendations on the companies to be sold, with input from GTZ and my office. The Tender Commission decided whether any bids were acceptable, rank-ordered them and conducted negotiations. My staff and I supervised the procedure and provided policy guidance so that I would be able to approve each sale, though I did not choose the winning bids.


The basic tender requirements were established for the first six companies tendered in Fall 2001, although we made important improvements later. Bids were scored on three factors: offered purchase price, planned investment and planned employment over three years. Heaviest weight was given to investment and employment commitments, not the purchase price. Brcko’s tender requirements also had qualitative elements: a business plan consistent with the investment and employment plans, and sufficient evidence that the buyer had the financial, management and marketing capacity to make it work. 
 


The emphasis on investment plans attracted serious buyers interested in developing the companies. Instead of paying a high purchase price, the successful bidder would be putting the money into the business, and would get 67 percent control of the new company. Politically, a low purchase price risked the appearance of giving away the company. Yet without new investment, the market value of nearly all of the public companies was very low. Economically, the emphasis on investment was exactly what Brcko needed to restart the companies and to build a vigorous private sector. While job creation was a basic economic goal for the District as a whole, in order to have viable and sustainable companies, the number of jobs in each firm had to depend upon the technology and capacity plans of the investor.  


This concept worked. Bids for four of the first six companies—DD Biljana (herbal tea producer, ODP Brcko (hotel), Impex/Robna Kucha (department store) and the vegetable oil mill Bimal—were impressive. We started negotiations on Bimal, presuming that if we got that contract right, it would be a success that could help promote the whole privatization process.  


Drawing up the first contract exposed a series of legal and policy issues that we had not yet addressed effectively. We borrowed a commercial lawyer from OHR/Sarajevo
 to deal with the legal weaknessess. We realized, while negotiating with Bimal, that the investment commitment had to be entirely new, and could not involve pledging or mortgaging the existing property. We decided that outside investment had to be in cash or covered by a bank guaranty in each of the three years and, moreover, that a review committee would examine the fulfillment of the investment and employment plans by each buyer every six months over a three-year period. We were driven to set these financial restrictions in part by the knowledge that the highest bidder had offered only one euro for the purchase of Bimal, and had bid over nine million euros for the investment plan. The investment and employment plans had to be implemented faithfully or the District would lose one of its biggest commercial assets, increasing the risk that the process would be attacked politically.  


Ultimately, these policies worked. Bimal and Biljana were sold in June and July 2002. Initially, Brcko’s contract demands elicited some criticism, since they were far more detailed and financially binding than comparable privatization contracts in the Entities. But we incorporated the basic policies of the Bimal contract in a model contract distributed in later tender documents,
 and the buyers began accepting them as reasonable. The tough model contract helped ensure that bidders were serious and capable from the start. Qualitative bidding standards were also important: the Tender Commission rejected several high bids during 2003 that were not solidly justified by the bidders’ financial strength. 


More importantly, the investment and employment plans of the successful buyers are being implemented according to the contracts, in most cases ahead of schedule. As can be seen in Table 1, the first 15 privatized companies are generating a major inflow of private capital, over 58 million konvertibilna marka (KM), which amounts to about 29 million euros (nearly half from foreign investors), into diverse manufacturing and service companies. Only one of the companies (Impex/Robna Kucha) plans to hire more than the number of employees working there in April 1992, but nearly all newly-privatized companies are committed to hiring more than were working there in 2001. 


Brcko gained two advantages by creating its model later than the Entities. First, it avoided some (but not all) of the pitfalls experienced by the Entities. Second, Brcko had time to improve the investment climate. By the time of the first privatization negotiations in 2002, Brcko District had an independent, reformed and fully-functioning judiciary—applying completely new civil and criminal codes that later became models for the rest of Bosnia and Herzegovina. The District government was becoming known for its business-friendly attitude and procedures, having abolished many unnecessary regulatory obstacles before the rest of the country. Brcko also had a modern bankruptcy law and judges were being trained in the new procedures. Some considered the presence of a Supervisory regime to have strengthened political stability and government objectivity. I did consider my mandate to include developing a healthy business-government relationship.  

Remaining risks

Privatization works best when the buyers see a public company as potentially successful in a competitive environment. That requires not only expertise, but also plenty of imagination. Most Brcko District companies suffered from serious debts, even fraudulent debts. Some had kept too many non-working employees without paying them. Some had completely obsolete technology, while other companies (created for markets that existed 10 or 20 years ago) could no longer find buyers for their products. Successful buyers pointed out, quite rightly, that the low purchase price they paid should be added to the extensive liabilities they assumed, which could more than offset the value of assets, such as buildings or location.


One critical feature of Brcko’s model should be emphasized. By giving 67 percent control of the company to the buyer, the District transfers the business risk as well. Neither the District nor any other government can make daily business decisions in a market economy. It has to be possible for a privatized company to fail, without a District obligation to save it, or one of the major benefits of privatization will be lost. A failed business hurts any community, but some business failures are inevitable and should not be rescued at the cost of the taxpayer.  


Should a privatized firm run into trouble during the three-year investment plan period, the Brcko model has some flexibility. If a newly-privatized company needs more capital than the buyer committed, then the existing assets could be pledged for the extra investment. Should extraordinary problems arise during the three-year investment plan, the review process gives the District government the option of making adjustments to the plan so the company is not forced into failure. 


Another risk Brcko avoided was the privatization of natural monopolies. I strongly opposed privatization of the Brcko port, which is a vital but underdeveloped transportation link for the whole country—and the only river port ready for multi-modal operation. I saw no pressing need to privatize Brcko’s water supplies or electricity distribution. Privatization of such monopolies would also require a regulatory regime in order to protect the public, and we did not have one. Perhaps in the future, if railroads are privatized and regulated, a model could be developed. In the meantime, a much higher priority would be to privatize business premises, especially small shops and services, including those located in privatized apartment buildings. 

What if the enterprises do not sell?

It was obvious throughout the process that some public companies cannot be privatized as they are—with no commercial future, liabilities far outweighing assets or a combination of factors causing buyers to consider them too risky. Several such companies have not been sold. Yet, the fact that a formerly socialist enterprise cannot be sold as a private company in a single transaction does not automatically mean that it must be liquidated, especially if there are parts of the enterprise that could become profitable. 


Restructuring is the intermediate option between privatization and liquidation. We delayed the introduction of a Supervisory Order
 and implementing regulations
 to start restructuring until 2003, in part because tearing companies apart or reorganizing them is very labor-intensive for the lawyers, accountants and industry experts involved. We needed to give priority to selling companies that could be sold intact and bring them back to life as quickly as possible.  


Restructuring must include firing unproductive employees and writing off some liabilities. This generates political opposition and increases the potential for lawsuits. In Brcko, we chose to address first one of the most politically sensitive companies—the public bus company, ODP Laser. Before the war it had been a decent bus company, with a good location and a sound maintenance facility. But after the war, it suffered from far too many employees, worn-out buses, poor management and no credible business plan. It could not compete with local minibuses or with large buses from nearby Entity towns. When tendered as a whole company, Laser received no bids. No one was surprised, given its reputation for poor service and employee demonstrations. Since Laser could not survive as a bus company, I concluded that the only solution was to work with the District government to use this notorious case to convince the public of the need to restructure.
 If the restructuring of Laser was successful, I reasoned, it and other public companies could attract more investment, and preserve or create more jobs, than would liquidation. And if it failed, the option would still be open for the public sector to use the property (where suitable) or completely liquidate the company.

Some critical factors

Privatization in Brcko would not have worked without a clear objective. Successful privatization may have multiple benefits—social, political and economic. But if the privatization strategy has multiple objectives, they will conflict with each other unless they are clearly prioritized. I believe the basic objective has to be simple: to create sustainable, independent companies that can prosper in the private sector. Secondary goals may be worthy—citizen participation, helping the public budget, increasing employment—but they will fail if the central objective of creating competitive private companies fails. 


To be independent and competitive, private companies need a business-friendly environment, a predictable and reliable legal and judicial structure, experienced management with a controlling voice in each company, effective marketing and the financial strength to invest, grow and survive adverse developments. In Brcko these considerations took precedence over citizens’ participation through vouchers and certificates—with the consolation that a citizen with a small share in a growing company is better off than if he has a bigger share of a failing company. We found few direct “proceeds of privatization sales” for the District budget (as shown in Table 1, purchase prices totaled less than half a million KM), but we knew that successful companies would soon be paying taxes, as would their employees. We set up no arbitrary employment restrictions, because employment grows fastest when many small firms are founded or expanded, not when companies are required to keep unproductive labor on the payrolls. Instead, the Brcko model is strict in its requirements for investment commitments and its enforcement of the investors’ promises.


The process must offer confidentiality for legitimate private business information and, at the same time, transparency for all other aspects of the bidding, selecting and negotiating process. The privatization process must be executed with objectivity and integrity, especially in an atmosphere so threatened by and distrustful of corruption as exists in the Balkans. Fortunately, the Brcko District and its Privatization Office were ready for that. A reputation for objectivity and integrity help attract the right kind of buyer.  


By the end of January 2004, 15 firms had been successfully privatized, many already contributing to the visible economic recovery in Brcko District. The District Assembly will be considering a draft law to replace most of the Supervisory Orders, and I would urge the Assembly to take full advantage of the existing concepts and policies that can be called the Brcko model. It may be late to advocate a similar model for the rest of Bosnia and Herzegovina, now that many public companies have already been privatized on a different basis. Yet the concepts behind the Brcko model described above could, I believe, be useful to authorities trying to complete privatization in transition countries.  
TABLE I*: Companies Privatized in Brcko District with Basic Purchase Commitments (Through January 2004)

	Name and

Activity
	Buyer(s)
	Sale Date
	Purchase Price (KM)
	Employees in 3rd year
	Investment over 3 years (million KM)

	BIMAL

veg. oil mill
	Oil Seed Holdings, Vienna
	6/27/02
	2
	115
	18.5

	BILJANA

herbs, tea manufacturing
	Ernes Husaric, Piding, Germany

(later resold to ZZ Maoca, Brcko)
	7/17/02
	25,000
	105
	1.03

	IMPEX/

Robna Kucha:

large store
	Sloboprom, Loncari (RS)
	10/17/02
	110,000
	150
	10.7

	BOSNAPLOD:

fruit packing
	ZZ Maoca, Brcko, & MJM Ljubljana
	1/30/03
	25,000
	141
	6.595

	ZITOPROMET:

flour mill
	Dan Trading, Vienna
	3/17/03
	1
	70
	4.15

	PSC: vehicle maintenance
	Niko Babic, Brcko
	5/23/03
	25,000
	47
	1.636

	STAKLORAD:

glass, windows
	Jelen DOO, Brcko
	5/25/03
	15,000
	42
	1.481

	MAJEVICA:

furniture manufacturing
	Duka DOO, Tuzla (Federation)
	5/30/03
	100,000
	70
	3.0

	ODP Brcko:

Hotel Revena
	Sloboprom, Loncari (RS)
	8/20/03
	102,000
	38
	2.5

	FEROS:

metal trade
	Expres Promet, Brcko
	12/18/03
	10,000
	22
	0.615

	Novogradnja: construction
	Galax, Pelagicevo (RS)
	12/24/03
	5,000
	39
	0.9

	MIBO:

metalworking
	Vend Prom, 

Gradacac (Fed.)
	12/29/03
	1
	38
	1.004

	Agrosjeme:

seeds
	El Hido Centar

Gradacac (Fed.)
	1/19/04
	100
	55
	0.626

	ZANAT: constr.
	Ibis Projekt, Brcko
	1/27/04
	1,000
	40
	2.66

	Izgradnja: constr.
	Ibis Projekt, Brcko
	1/27/04
	2,000
	40
	3.27

	TOTALS:
	
	
	420,104
	1,012
	58.667


Table II*: Investment commitments by origin of the investor:

	Origin
	Total Investment (million KM)
	Company purchased

	Austria
	22.65
	Bimal and Zitopromet  

	Joint ventures (Brcko/foreign)
	7.625
	Biljana and Bosnaplod

	Brcko District
	9.662
	5 other companies

	Republika Srpska
	14.1
	3 companies

	Federation BiH
	4.63
	3 companies


*Tables compiled from data supplied by Nedim Beganovic of OHR/Brcko

� The views in this article are the author’s, and not necessarily the views of the Office of the High Representative for Bosnia and Herzegovina or the U.S. Government.


� Arbitral Tribunal for Dispute over Inter-Entity Boundary in Brcko Area, Final Award of 5 March 1999, paragraphs 9-11. (Hereafter: “Final Award.”)


� Arbitral Tribunal for Dispute over Inter-Entity Boundary in Brcko Area, Annex to Final Award, Revised as of 18 August 1999, paragraph 12. (Hereafter: “Annex to Final Award.”)


� Framework Law on Privatization of Enterprises and Banks in Bosnia and Herzegovina, imposed by the High Representative on 22 July 1998. (Hereinafter: “Framework Law.”)


� Framework Law, Art. 3 para 2.


� Final Award, paragraphs 11 and 39.


� Law on Social Capital, Official Gazette of SFRY No. 84/89 and 46/90, and Law on Personal Income, Official Gazette of SFRY No. 37/90 and 84/90. In most cases, Markovic shares were a small fraction of the total capital. Only one Brcko company, Pirometal, has over 33 percent in Markovic shares, and thus cannot accommodate vouchers or certificates.  


� Supervisory Order on the Conduct of Privatization of the State Capital of Enterprises in the Brcko District of Bosnia and Herzegovina, OHR Brcko, 19 September 2001. (Hereafter: S.O. of 19 September 2001.)


� OHR Brcko Press Releases on 8 and 14 August 2001.


� Consolidating Supervisory Order on Privatization in the Brcko District of Bosnia and Herzegovina, 14 August 2001.  After careful investigation of the circumstances of the Merkur and Intersped transactions, and recommendations by the OHR/Brcko Economic section, I later approved the Intersped sale as an acceptable outcome for such a very small company, and confirmed the reversal of the sale of Merkur, as insufficiently transparent and badly undervalued.  See letters to Prime Minister Mladen Ivanic, Republika Srpska, from Supervisor Henry L. Clarke, Brcko District, November 28, 2001, and January 22, 2002. While the Annex to the Final Award does allow the Supervisor to approve privatization by the Entities, this was never a general policy option because neither Entity would tolerate privatization in Brcko by the other. Their unwillingness to compromise over the use of vouchers and certificates also reflected this basic concern.


� Wilmar Dix was replaced in mid-2002 by Suada Fazlovic as acting Director, later confirmed as Director.


� The Tender Commission chairman was Ismet Dedeic, Head of the Government’s Department for Economic Development; members were the Director of Privatization and Enida Imamagic from GTZ/Sarajevo.


� Tender packages were published by the Brcko District Privatization Office for each group of companies offered for privatization, setting forth the rules for bidding and the criteria for selecting the best bidder, in addition to a detailed description of the companies. See, for example, the package published in November 2002 for Tesla, Laser, Interplet and Majevica.


� Annmarie Gayle developed key features of the Bimal contract, officially a “ Share Purchase Agreement.”  She was supported by Predrag Veselinovic and others from OHR/Brcko’s legal section.  


� See, for example, the November 2002 tender package.  


� Supervisory Order on Public Auction and Restructuring in the Course of Privatization of Enterprises in the Brcko District, June 11, 2003.   (Hereafter, S.O. on restructuring.)


� Rules on the Procedure and Manner of Restructuring the State enterprises in the Brcko District, Official Gazette of Brcko District No. 2/03.  The District Privatization Office also issued a new Procedure for Sale of the State Capital or Assets of Enterprises in Brcko District through Public Auction, Official Gazette of Brcko district No. 2/03. 


� I began the public education process in my comments to the press at the signing of the Majevica privatization contract, May 30, 2003.  The Mayor and I made more specific comments at a press conference when I issued the S.O. on restructuring, together with a formal press release, on June 11, 2003.  The restructuring process for Laser was still underway when I left Brcko in September 2003.
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