CHAPTER 5

This chapter examines the prospects for poverty reduction in the
Region. Obviously, how overall growth rates are sustained—and accel-
erated—will determine the extent of poverty reduction. Given coun-
try differences in the elasticity of poverty reduction to growth, the
poverty impact from growth will be variable across countries. This
chapter asks three questions. First, given the progress that countries in
the Region have made, what level of growth rate would generate sus-
tained poverty reduction in the future? Second, given public policies
already being implemented, what else needs to be done to promote
growth with poverty reduction? Third, how does the future agenda for
poverty reduction differ across countries or groups of countries?

Medium-term outlook. One should begin with some simple projections
of poverty rates in the medium term (up to 2007). For growth rates,
the country-specific projections for personal consumption from the
World Bank’s Global Economic Prospects 2005 are used. Using the survey
data for the latest available year, one then multiplies everyone’s con-
sumption by the same growth rate and compares it with the poverty
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line. Assuming that households in all parts of the income distribution
benefit uniformly, poverty is projected to fall in the Region from 12
percent in 2003 to 8 percent in 2007, at an annual rate of 8.5 percent
a year, or by about 21 million (figure 5.1).

The key variable underpinning these projections is household pri-
vate consumption, which is projected to grow by about 6 percent a
year between 2003 and 2007. The elasticity of the poverty headcount
to growth in average per capita consumption is therefore relatively
low (a little more than 1.3), reflecting the increasing concentration of
the poor in the low-income countries in the Region, where the effi-
ciency of growth in reducing poverty is not high and medium-term
growth prospects are below the average of the Region.

In the low income CIS group, the average poverty rate is projected
to fall from its 2003 level of 47 percent to around 36 percent by 2007,
at an annual rate of about 6.5 percent a year. On the other hand, in
the middle income CIS group, poverty is projected to fall from 8 per-
cent of the population in 2003 to 2.8 percent by 2007, implying an
annual rate of poverty reduction of more than 20 percent. Poverty is
projected to reach almost zero in the EU-8, but will still affect around
5 percent of the population in SEE.

Nevertheless, by 2007, according to these projections, some 40
million people will remain poor. Thus poverty will not disappear, but
together with economic vulnerability will affect 30 percent of the
population. Faster growth could lead to faster reduction of poverty
rates. Sustained economic growth is hence a crucial component of
any poverty alleviation strategy.

The evidence presented in chapter 2, however, points out that a
worsening of the income distribution would undermine a positive
impact of growth and significantly reduce the efficiency of growth in
reducing poverty. Although it is difficult to discern general trends in
inequality over time for a given country, chapter 2 presented evidence
that reductions of inequality observed in CIS countries were driven by
a unique combination of factors and are unlikely to continue at the
same pace. Nevertheless, even the scenario of unchanged inequality
offers improvement in poverty rates in the medium term (as shown by
figure 5.1).

But are the projected reductions in poverty rates sufficient? For
this, one needs to see what the longer-term objectives and vision for
poverty reduction are. The discussion turns to this subject next.

Long-term scenarios contain a vision for poverty reduction in the Region.
To assess whether a given rate of poverty reduction is sufficient, one
needs to take a broader and a longer-term perspective. The Millennium
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Population of the Region by Poverty Status, 1990-2002, and
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Development Goals (MDGs) present such an internationally agreed
target for poverty reduction (box 5.3). The first one (MDG1) is to
reduce absolute poverty by half by 2015, compared with its level in
1990. Obtaining strictly comparable figures on poverty is difficult, but
using external sources, one can arrive at a set of rough estimates of
poverty and vulnerability at the country level circa 1990.! Choosing
2015 as the time horizon for these projections gives a longer-term per-
spective and a clearly defined goal. Although this general vision is
shared by most nations, countries interpret various targets in a way
that makes them more relevant for their level of development and aspi-
rations. In particular, for countries in the Region, a poverty line of $2 a
day (or, more precisely, $2.15 a day) would appear to be more appro-
priate as a standard of material deprivation than the $1 a day ($1.075)
currently embodied in MDG]1.

Using poverty rates from 1990, one can establish a target for each
country in the Region with regard to absolute poverty (at $2.15 per
day) by 2015 (table 5.1). Halving poverty rates in the poorest CIS
countries would mean achieving by 2015 a poverty rate (weighted by
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EU Accession and Poverty Reduction Objectives

Countries in the Region that recently joined the EU (the Czech Republic, Estonia, Latvia, Lithua-

nia, Poland, Hungary, Slovenia, and the Slovak Republic), that are about to join the EU (Bulgaria

and Romania), or that are in the Stabilization and Association Process with the EU (the Balkan

countries) have a clear framework for aligning their policy objectives with the common social

agenda of EU. Its key features are listed below.

At the European Council of Lisbon in 2000, the European Union member states and the Euro-

pean Commission outlined steps to make the EU the world’'s most competitive economy by

2015 and adopted a new approach to promoting social cohesion across the EU. Specifically, it

laid out six key objectives:

1.

Promote employment and employability through active labor market measures to help those
who have the most difficulty in entering the labor market and a mutually reinforcing system
of social protection, lifelong learning, and labor market policies

. Ensure adequate social protection systems, including minimum income schemes, for all to
have a sufficient income for a life with dignity and effective work incentives for those who

. Increase the access of the most vulnerable and those most at risk of social exclusion to de-
cent housing conditions, to quality health and long-term care services, and to lifelong learn-
ing opportunities, including to cultural activities

population) of about 14 percent, which is substantially below the cur-
rent poverty incidence of around 52 percent in 2002-3. For the mid-
dle income CIS and SEE countries, the target poverty rates would be
close to 1.6 percent and 0.2 percent, respectively. (In statistical terms,
these rates are not distinguishable from zero.) Thus the goal for these
countries can be stated simply as the elimination of absolute poverty.
For the EU-8 countries, which had already achieved by 2002-3 an
absolute poverty incidence of 2.3 percent (again in statistical terms
not very different from zero), a more meaningful target is reducing
the size of the vulnerable population—about 25 percent—and pre-
venting poverty from reemerging (see box 5.1).

Using these differentiated, MDG-related targets, what would it
take to achieve these goals for poverty reduction? Table 5.1 reports
the average annual growth rates that would be required before 2015
to achieve these differentiated targets, assuming no worsening of the
distribution (that is, similar growth rates for the poor and nonpoor
alike). This table also reports actuals and projected growth rates for
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4. Prevent early exit from schools and formal education and training and facilitate the transition
from school to work, in particular of young people leaving school with low qualifications

5. Eliminate poverty and social exclusion among children as a key step to combat the intergen-
erational inheritance of poverty, with a particular focus on early intervention and early educa-
tion initiatives that identify and support children and poor families

6. Reduce the levels of poverty and social exclusion and increase labor market participation of
immigrants and ethnic minorities to the same levels as the majority population

The EU also identified a number of monitorable indicators. Every two years, each member state
must submit a National Action Plan (NAP) to the European Commission, laying out how it in-
tends to fulfill progress on 18 agreed-on “social inclusion indicators” that focus on social out-
comes. Primary indicators include poverty rate, inequality indexes, regional employment rates,
long-term unemployment rate, prevalence of jobless households, number of early school leavers
not in further education/training, life expectancy at birth, and self-defined health status by in-
come level.

From these sets of objectives and indicators, it is very clear that poverty reduction remains in
the center of policy making in the new member states and that both the absolute poverty re-
duction goals discussed in this report and the implied inequality targets are in line with the
broader set of goals accompanying European integration. If anything, EU accession results in a

tighter set of requirements than these country-level simulations and scenarios.

Sources: Council of the European Union 2004; and Atkinson, Marlier, and Nolan 2004.

the period 2002-7, showing that despite recent progress, many coun-
tries in the Region are facing a real challenge of poverty reduction.
Especially in the poorest CIS countries, growth rates required to
achieve needed progress in poverty reduction are significantly above
the projected range. Even for the EU-8, more realistic (and challeng-
ing) targets would imply the need to accelerate growth rates. Only for
the middle income CIS group and SEE are the projected growth rates
close to what is needed to eliminate absolute poverty by 2015.

But if the political vision and ambition in these countries go well
beyond exceeding the welfare levels observed in the past before the
breakup of the Soviet block, then accelerated and shared growth
would be needed for all groups of countries. A forward-looking agenda
could, for example, aim at reducing the risk of reemergence of poverty
by reducing the incidence of economic vulnerability to zero (table 5.2)
or, with European income convergence in mind, at achieving levels of
poverty no higher than those observed in the poorest EU member
states today (table 5.3). Both of these visions would suggest a signifi-
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Annual Growth Rates of Private Consumption Needed to Achieve Poverty Reduction by 2015,
MDG-Related Targets

Actual/ Target Current
Growth rate projected poverty poverty
required to growth rates rate, rate,
reach targets, 2002-07, Target, Definition population population
Countries GDP weighted | GDP weighted MDG-related of Poverty weighted, weighted
Low income CIS 5.6% 3.9% Reduce by 1/2 country's Absolute poverty 13.8% 52.3%
poverty rate in 1990 ($2.15)
Middle income CIS 4.3% 6.8% Eliminate Absolute poverty 1.6% 8.0%
absolute poverty ($2.15)
SEE 3.4% 5.4% Eliminate Absolute poverty 0.2% 11.4%
absolute poverty (82.15)
EU-8 5.9% 4.3% Eliminate Vulnerability 0.0% 24.6%
economic vulnerability ($4.30)

Source: Staff estimates.

Annual Growth Rates of Private Consumption Needed to Achieve Poverty Reduction by 2015,
Country-Specific Targets Focused on Economic Vulnerability

Growth rate Actual/projected
required to growth rates Current state in
reach targets, 2002-07, reaching target
Countries GDP weighted GDP weighted Specific target related (poverty rate)
Low income CIS 12.0% 3.9% Eliminate absolute poverty ($2.15) 52.3%
Middle income CIS 9.7% 6.8% Eliminate economic vulnerability ($4.30) 39.6%
SEE 10.8% 5.4% Eliminate economic vulnerability ($4.30) 55.3%
EU-8 6.6% 4.3% Reduce poverty to half the incidence 36.6%
in the poorest EU-15 member today (10.5%)

Source: Staff estimates.

Annual Growth Rates of Private Consumption Needed to Achieve Poverty Reduction by 2015,
Country-Specific Targets with European Vision

Growth rate Actual/projected
required to growth rates Specific target related Current state in
reach targets, 2002-07, to country level of reaching target
Countries GDP weighted GDP weighted development (poverty rate)
Low income CIS 12.0% 3.9% Eliminate absolute poverty ($2.15) 52.3%
Middle income CIS 8.0% 6.8% Reduce poverty to the incidence in the poorest
EU-15 country today (21%) 62.4%
SEE 9.9% 5.4% Reduce poverty to the incidence in the poorest
EU-15 member today (21%) 65.8%
EU-8 6.6% 4.3% Reduce poverty to half the incidence in the poorest
EU-15 member today (10.5%) 36.6%

Source: Staff estimates.
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cant acceleration of growth rates. In fact, they call for a tripling of
growth rates in the low income CIS countries and almost a doubling of
growth rates in the SEE. They also suggest a significant growth accel-
eration in both the EU-8 and the middle income CIS group. Given the
assumption of unchanged income distribution, this suggests that the
gains from this growth need to be equitably shared in the population.

The recent evidence suggests that poverty reduction has been driven
largely by a consumption boom. Growth rates for private consump-
tion exceeded GDP growth rates in the Region for the initial eco-
nomic recovery (figure 5.2). Now, for various reasons (such as needed
correction of external account imbalances in SEE or debt burdens in
some poor CIS countries), consumption growth rates are likely to
slow down and even lag GDP growth rates.

What would this development imply for patterns of growth? Inter-
national experience suggests that in fast-growing economies, higher
GDP growth is driven by increased investment and exports (see figure
5.2 for growth rate projections for the Region). This suggests that to
achieve the objective of reducing poverty, the countries of the Region
need to step up even more aggressively the potential engines of eco-
nomic growth and encourage new investments and net exports.

Trends from Global Projections (Percentage Changes)

Growth Rates in the Region

% change

2001 2002 2003 2004 2005 2006

GDP at market prices = Private consumption

Source: World Bank 2005b.
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Inequality dynamics. Although the simulations presented in tables
above assumed distributionally neutral growth, what would happen
if the distribution actually worsens? Growth incidence curves pre-
sented in chapter 2 show that the growth process in the Region trig-
gered complex distributional changes. In some countries, they were
associated with increase of inequality; in other countries, with
inequality reduction. But there were usually systematic differences
between the growth rates of consumption achieved by the poor and
the nonpoor. Chapter 2 argues that the observed periods of strongly
pro-poor growth were driven by the exceptional circumstances and
may not be continued in the future. Box 5.2 presents evidence of
how, for instance, through the depletion of social capital, the poor
may be unlikely to take full advantage of new growth opportunities.
What does it imply for projected growth required at the level of the
national economy to generate a desired change in poverty?

The simplest way to think about the growth rates presented in
tables 5.1, 5.2, and 5.3 is to take them as the growth rates in real con-
sumption that those groups of the population who are currently poor
need to achieve. Thus, if growth rates of the poor systematically devi-
ate from the consumption of the rest of the population, it would have
implications for both the required overall growth rate and the level of
inequality. For Poland and Romania, for example, the growth rate

Depleted Social Capital of the Poor Limits Opportunities

Social capital in the form of networks of information exchange and reciprocity helps people to
reach out to new opportunities and to weather difficult times. Although inherently difficult to
measure and follow over time, a large body of qualitative evidence from the Region suggests
that the social capital of the poor has withered because of not only ruptured workplace networks
and unemployment but also the inability of the poor to maintain communications and reciproci-
ty. This is due to a variety of reasons.

In some cases, geographical isolation, coupled with limited improvements in the standard of liv-
ing, has meant that the social capital of the poor has come to be largely confined to people in
similar circumstances. For example, in rural Bulgaria, poverty, unemployment, and lack of main-
tenance of decayed roads have weakened social cohesion. Trust and social activities are limited
to close family members. Community organizations hardly exist, and villages lack leaders able to
take initiatives for community development. The loosening of social bonds has also been aggra-
vated by the depopulation and aging of depressed rural communities as young families and
youth migrate to cities (Blackstone and Agency of Socioeconomic Analysis 2004).



Prospects for Poverty Reduction

197

among the poor (vulnerable) in 1999-2002 averaged less than half of
the average growth rate. One can therefore simulate what such a sce-
nario with unequally shared benetfits from growth would imply.

For Poland, for example, that would imply achieving an 11 percent
overall growth rate, instead of 6.5 percent, to meet the basic target
reported in table 5.1 (eliminate economic vulnerability). Other
national targets in the context of EU would require even higher
growth rates—much higher in fact than the economy was able to sus-
tain over the past five years. For inequality, that would imply wors-
ening Gini coefficients to a level of 0.46—not entirely implausible,
but a level that would put Poland on par with the most unequal Latin
American societies. In Romania, assuming the growth rates of the
poor to be one-half of the national average, that would imply that the
needed growth rate to achieve a complete elimination of absolute
poverty by 2015 would be 8 percent a year. The Gini coefficient would
worsen to 0.35—a level that is quite conceivable, given the observed
inequality dynamics. In Russia, reversal of pro-poor growth would
imply the need to sustain a 9-percent-per-year growth rate of mean
private consumption until 2015 and see inequality worsen again to
0.37, the highest level observed during Russia’s economic transition.

Thus, for middle income CIS countries, SEE, and the EU-8, wors-
ening of inequality so significant as to reverse completely gains from

In others, large-scale migration has meant that the poor have yet to build up the social capital
necessary to seek better living conditions. Albania, for example, has seen large-scale migration
of rural populations from the impoverished northeast portion of the country. Despite the physi-
cal accessibility of improved educational services, however, these populations have far less
access to good-quality schools than do wealthier local families, who use their social networks to
enroll their children in the better schools (Dudwick and Shahriari 2000).

Low social capital offers a partial explanation of why certain households, groups, or communi-
ties are less likely than others to benefit from socioeconomic opportunities. Depletion of social
capital in the closed networks accessible to the poor goes hand in hand with long-term poverty.
As these factors work together to reinforce each other in a vicious cycle, they often work to
make poverty resistant to improved job opportunities or to improved physical access to educa-
tion and medical care.

Sources: Blackstone and Agency of Socioeconomic Analysis 2004; Dudwick and others 2004; and Dudwick and Shahriari
2000.



198

Growth, Poverty, and Inequality: Eastern Europe and the Former Soviet Union

growth seems rather implausible, but given past trends it cannot be
fully ruled out.

But where reversal of pro-poor growth may have disastrous impli-
cations is in the poorer CIS economies. Because the poor constitute a
very sizable share of the population in these countries, if they fail to
fully take part in the growth process, that would mean dramatic
changes in the distribution and failure to achieve the needed poverty
reduction. In Moldova, for example, that would imply stepping up
the growth rate to 9 percent annually to just halve the absolute
poverty by 2015 (compared with 1990), but the implied change in
inequality would drive the Gini coefficient up to 0.57! For Armenia,
the Kyrgyz Republic, or Tajikistan, results in inequality increase are
similar. Among those countries, only Tajikistan has actually recently
experienced rapid growth accompanied by an increase in inequality.

The scenario of worsening inequality due to inequitable growth is
an entirely plausible proposition for the middle income CIS group,
the EU-8, and SEE and less plausible, but extremely worrying, for the
low income CIS countries. Because the growth rates it implies are
very high and probably not achievable, going along this path would
most likely mean that the poverty reduction targets will not be
achieved by 2015. Thus, a serious change in policies is required not
only to ensure rapid and accelerated growth but also to prevent
inequality from rising.

Achieving Progress in Nonincome Dimensions

The scenarios of poverty reduction discussed above deal only with
material poverty. Ending deprivation in other noneconomic dimen-
sions is also a challenging task. This challenge is perhaps best under-
stood in the prospects of meeting nonincome MDGs (box 5.3). Low
income CIS countries face a particularly difficult challenge, but in the
middle income CIS countries, SEE, and even the EU-8, the nonin-
come MDGs are still relevant because a number of countries are vul-
nerable on the health-related goals and because disaggregations of
national-level data by region, ethnic group, or gender identify pock-
ets where the targets are less likely to be achieved.

The child and maternal mortality MDGs represent a challenge in
many CIS countries, including the middle income CIS group. Progress
with the under-five mortality rate may be limited because utilization
rates at secondary hospitals are often lower than international aver-
ages and there are concerns about quality and out-of-pocket pay-
ments acting as barriers to care. Regarding the maternal mortality
rate, poverty, distance, and poorly performing hospital networks



Prospects for Poverty Reduction 199

Nonincome Dimensions of Poverty and Achieving the MDGs in the Region

The Millennium Development Goals (MDGs) grew out of the agreements and resolutions of
world conferences organized by the United Nations (UN) over the past decade. Brought togeth-
er as a set of “International Development Goals” in 1996, they have since been refined and are
now widely accepted as the framework for measuring development progress. At the Millenni-
um Summit in September 2000, the 189 states of the United Nations reaffirmed their commit-
ment to working toward a world of peace and security for all—a world in which sustaining de-
velopment and eliminating poverty would have the highest priority. Signed by 147 heads of
state, the Millennium Declaration was passed unanimously by the members of the UN General
Assembly. The first seven goals are directed at reducing poverty in all its forms: hunger; a lack
of income, education, and health care; gender inequality; and environmental degradation. Al-
though each goal is important, collectively they form a comprehensive and mutually reinforcing
approach to alleviating poverty. (The MDGs are more relevant to some countries than others in
the Region.)

» The EU-8 is the least challenged of the Region’s subregions by the nonincome dimen-
sions of poverty. Most countries have met, or are likely to meet, the nonincome MDGs, ex-
cept for the Baltics, where on current trends it does not appear that the spread of HIV/AIDS
will be effectively combated.

» The nonincome dimensions of poverty are likely to challenge some countries in SEE. It
is not clear that countries such as Bulgaria and Romania will be able to combat the spread of
HIV/AIDS. Romania may also struggle to meet the water access MDG because only 16 per-
cent of the sizable rural population is assessed to have access to an improved water source.

« The nonincome dimensions of poverty, particularly related to health, are likely to chal-
lenge the middle income CIS countries. None of these countries is assessed as likely to
be able to combat the spread of HIV/AIDS. The targets for reductions in child mortality and
maternal mortality may also not be achieved in some countries. It should be pointed out,
however, that because of the age and epidemiological profile of these countries, proportion-
ately higher gains in life expectancy would accrue from reducing adult mortality through the
control of noncommunicable diseases than from achieving targets related to the MDGs.

» The low income CIS countries are most severely challenged on nonincome dimensions
of poverty. Most MDGs are unlikely to be met in these countries; indeed, only the MDG re-

garding attaining gender equity in schooling is on track.
(Box continues on the following page.)
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BOX 5.3 (continued)

Prospects of Regional Countries Achieving the Global MDGs

MDG1 MDG2 MDG3
Increase Increase

Reduce school equality

poverty enrollment in school

EU8
Czech Rep.
Estonia
Hungary
Latvia
Lithuania
Poland
Slovak Rep.
Slovenia

SEE
Albania
Bosnia & Herzegovina
Bulgaria
Croatia
Macedonia, FYR
Romania

Serbia & Montenegro
Turkey

Middle income CIS
Belarus
Kazakhstan
Russian Fed.
Ukraine

Lower Income CIS

Armenia

Azerbaijan
Georgia
Kyrgyz Rep.
Moldova

Tajikistan
Uzbekistan

Key
- Likely  MDG target likely to be achieved
Maybe Too hard to tell whether MDG target will be met or not
Unlikely MDG target unlikely to be achieved.
- No data Inadequate data to predict whether or not MDG target will be met

Source: World Bank 2005c.
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inhibit progress toward this goal and, in some cases (such as Georgia),
maternal deaths are increasing rather than decreasing.

The HIV/AIDS MDG represents a challenge in all subregions.
Although absolute numbers may be lower than in other parts of the
world, the Region is seeing one of the most rapidly growing epidemics
in the world. There is a pressing need to improve the effectiveness of
disease control through epidemiological and behavioral surveillance
systems that can identify the status and trends of HIV infection and its
determinants. Denial, stigma, and the institutional challenges of pro-
viding services to marginalized and vulnerable subpopulations, such
as injecting drug users and persons with disabilities, need to be
addressed to combat the spread of HIV/AIDS in the Region.

Access to water and sanitation is also an issue in most parts of the
Region outside the EU-8. Low investment in, and poor maintenance
of, water infrastructure significantly reduced access to sustainable,
improved, and safe drinking water since 1990, as well as access to
improved or adequate sanitation. Drinking water frequently does
not meet biological and chemical standards, supply may be irregular,
and there have been outbreaks of waterborne diseases in many
countries.

As chapter 4 shows, arresting trends toward worsening quality of
public services, declining affordability, and exclusion of the poor will
require changing the current institutional setup of providing health,
education, and infrastructure services. Undertaking such reforms
often meets harsh resistance from coalitions of those who benefit
from the status quo. Engineering policy change in these areas may
prove to be easier in the environment of a rapidly growing economy
that generates enough resources to compensate losers than in a more
constrained environment. Thus, accelerated shared growth may be
an imperative not only for the direct benefits it provides in poverty
reduction but also for the indirect impact in opening windows of
opportunity to reform the provision of social services.

Conclusion

Countries of the Region need to accelerate shared growth for contin-
ued poverty reduction. Targets for reducing poverty and vulnerability
need to be differentiated by country groups, given their current
income levels. The low income CIS group needs to generate growth
of more than 5 percent a year (at the minimum) to be able to reach
even modest targets. Setting more ambitious targets of poverty elim-
ination would require equitable and sustainable growth at rates in
excess of 10 percent. But even in the middle-income countries, reduc-
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ing poverty and economic vulnerability requires growth rates in the
range of 6-8 percent, above what is currently forecast for these
economies. And all this requires unchanged income distribution; with
any worsening of the distribution, even higher growth rates would be
needed.

It is clear from the above that accelerated and shared growth, along
with reform of public service delivery and better targeting of social
programs, will be key to making progress on both income and nonin-
come dimensions of poverty. It is also important to be able to monitor
progress in poverty reduction. Within these four areas, what are the
priority actions for public policy?

Accelerating Shared Growth

It is difficult—based on the experience of the past five years—to
overemphasize the importance of raising and sustaining high rates of
growth for poverty reduction. As the simulations in overview table 1
suggest, future growth is essential for poverty reduction. The EU-8 is
already well placed to take advantage of the new economic opportu-
nities and market integration provided by EU accession. Enhanced
competition and the mobility of both products and factors of produc-
tion that EU accession provides will likely become a dynamic source
of growth in the future. This is also true, but perhaps to a more lim-
ited extent, for countries with the prospect of accession. But for low
and middle income CIS countries that do not yet have such an exter-
nal driver for change, domestic catalysts remain crucial. Good eco-
nomic governance and responsible leadership must take advantage of
the relatively good economic times to put into place policies and insti-
tutions that would enhance growth.

Understanding the policies and institutions that lead to strong and
sustained rates of growth is therefore a first step in reducing poverty.
Although this report has less to say on factors that drive growth—which
is not the focus of this study—the pursuit of sound economic policies
are a necessary precondition. These include sound monetary and fiscal
policies (reflected in, for example, moderate-size government and low
inflation), a climate conducive for investment, a relatively well-devel-
oped financial system, and trade openness. Countries of the Region are,
with few exceptions, relatively well integrated into world markets,
although more can be done (World Bank Forthcoming-e).
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However, beyond these broad issues around promoting growth,
the diagnosis in this report points to a number of areas where more
could be done either to increase the assets of the poor or to create
greater returns from their assets. These relate to (a) further reforms of
the enterprise sector, (b) reforms to agriculture, and (c) promoting
opportunities for those in lagging towns and regions. The report con-
siders each in turn.

Further reforms of the enterprise sector. The failure to reform the enter-
prise sector not only in the CIS but also in SEE and parts of the EU-8
is an important underlying cause of poverty in the Region. Differ-
ences in income (consumption) between poor and nonpoor are due
to several factors such as household dependency, labor force partici-
pation, earnings, and other factors (access to social transfers). How-
ever, the most important factor by far is earnings, with earnings per
employed substantially lower in poor than nonpoor households. The
education profile of workers in poor households helps explain part of
the earnings gap. The analysis of earnings functions suggests that a
worker with primary education faces a wage disadvantage of 20-40
percent across countries of the Region, compared with a worker with
secondary education (Yemtsov, Mete, and Cnobloch 2005). Gender is
another source of wage differentials in the Region. But even when
controlling for the main observable characteristics that distinguish
poor and nonpoor households, one is still left with a large “unex-
plained” gap in earnings, which is a key determinant of poverty. This
unexplained gap is greater than that suggested by estimates from
other regions (see, for example, Vandycke 2001; also Munich et al.
2005). One reason for this large unexplained gap is that two observa-
tionally equivalent workers in the Region may have very different
pay rates, depending on which type of firm they work in.
Encouraging the growth of new, more productive firms and
strengthening the financial discipline for existing enterprises continues
to be important. The typical economy of former socialist countries con-
tinues to face significant productivity differences across old, restruc-
tured, and new firms within the same sector (World Bank 2002h). New
firms are typically the most productive, reflecting not just the more effi-
cient use of resources but also the relative dynamics of different kinds
of firm and the very different policy environment in which they func-
tion. For example, old firms are subject to relatively soft budget con-
straints; restructured firms face harder terms, but still carry the legacy
of former methods of organization and management; while new
firms—which face hard budget constraints—are able and forced to
adopt best practices. Many of the poor are trapped in the old, unre-



Prospects for Poverty Reduction

205

structured, low-productivity firms. The role of productivity differentials
at the micro level, which can in turn be related to a number of institu-
tional factors, is unique to the transition process and is a very important
factor underlying the phenomenon of the working poor. Reform of the
enterprise sector and of the business climate as a whole to create a level
playing field across all firms and—in particular—to encourage the entry
and growth of new firms is thus an important factor for equalizing the
returns to labor and reducing poverty.

Boosting agriculture growth and productivity. Many of the poor in the
Region are in rural areas, where poverty is proving more resistant to
growth than in urban areas. Agriculture is the main activity in rural
areas; thus, stimulating agricultural growth is crucial for poverty
reduction. Because many of the Region’s countries have completed
their land reforms, poverty reduction from this type of reform can
be expected to be limited in the future. It is worth pointing out,
however, that where land reforms have been implemented, espe-
cially where initial conditions favor labor-intensive cultivation (for
example, low income CIS), land distribution resulted in significant
one-time productivity and income gains to rural households. These
gains are no different from what was experienced outside the
Region (for example, in China in the late 1970s and in Vietnam in
the mid-1980s). Indeed, the sharp reduction in rural poverty in the
Kyrgyz Republic over the period of this study may be partly attrib-
uted to this factor.

The more capital-intensive nature of agriculture in other parts of
the Region means that where incomes have grown, factors other than
land distribution have been important. In many EU-8 countries (for
example, the Czech Republic, Estonia, Hungary, and the Slovak
Republic), large-scale privatized farms have experienced rapid pro-
ductivity growth in large part through labor shedding. But nonfarm
growth and a generous social safety net have absorbed excess labor
and supported income growth and poverty reduction. In contrast,
much of the reduction in rural poverty in the middle income CIS
countries (for example, Kazakhstan and Russia) in recent years is due
primarily to greater overall liquidity and growth in the economy,
which have pushed up agricultural wages and income. Productivity
gains have been relatively weak because of limited land reforms and
remaining weaknesses in agriculture markets. SEE countries have
also failed to see strong productivity growth. This is due to incomplete
farm restructuring on account of deficiencies in land markets stem-
ming from the restitution process and imperfections in input and
credit markets.
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Identifying and addressing the key market imperfections in input
and output markets are essential for enabling self-employed farmers
to lift themselves out of poverty. This is true for all countries. In par-
ticular, the integration of rural areas into national credit markets is
critical for further investments and productivity growth in agricul-
ture. More broadly, improving the investment climate in rural areas
is very important. Increasing evidence shows that investments in
food processing, agribusiness, trade, and retail companies play a cru-
cial role in helping small farmers overcome input and output market
imperfections, in helping them upgrade the quality of their products,
and in accessing markets (World Bank 2005a). It is also important to
promote land reforms, where they are lagging (for instance, in mid-
dle income CIS countries), and improve land markets (for instance,
in several SEE countries) to facilitate land restructuring. Integration
of the rural poor into national labor markets, either through rural
off-farm employment or by improving access to urban labor markets
and adequate social safety nets, will be crucial for sustained income
growth and poverty reduction, particularly in the middle income CIS
and SEE countries. Emphasis on rural service delivery and infra-
structure is also critical, especially in the low income CIS, not only
for its instrumental role in raising rural incomes but also as an aspect
of poverty that warrants attention in its own right.

Promoting opportunities in lagging regions. Countries in the Region face
substantial differences in poverty rates between urban and rural areas
and between capital cities and smaller towns. This is not just the case
with large countries such as Russia or Ukraine but also with small
countries such as Hungary or the Kyrgyz Republic. Although some
differentiation is only to be expected, countries need to consider
whether, and to what extent, spatial and regional inequalities risk
perpetuating intergenerational poverty and inequality traps and act
as a drag on economic growth. To the extent that there are implica-
tions for equity or efficiency or both, countries need to ask what more
can be done to address regional disparities.

Most countries seek to address regional inequalities through the
maintenance of a stable macroeconomic environment, the creation of
a level playing field for businesses, social safety nets, and fiscal trans-
fers for targeted programs in lagging regions. But more can be done.

First, countries need to enhance labor mobility. When people move
to economic nodes that promise a higher expected income, it helps to
reduce spatial income disparities. This could be through internal or
external migration. Unfortunately, data on internal migration are
scarce, but anecdotal stories suggest that the lack of access to housing
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in destination areas—itself a result of inadequate housing policy
development—credit constraints, and difficulties in accessing benefits
and other entitlements and social services in the new location pose a
serious constraint to people seeking opportunities to improve their
livelihoods. That people are willing to move is evident, for instance,
through the high migration from low income CIS countries such as
Armenia and Moldova to neighboring EU countries and to Russia.
Job-search assistance is also known to be highly cost-effective in
matching workers to jobs. Adoption of appropriate policies to encour-
age movement, supported by the development of urban housing mar-
kets and policies, credit markets, and entitlement reform can provide
a strong stimulus to inter- and intraregional mobility and help
improve income levels in relatively poorer areas while also boosting
competition, productivity, and growth in destination areas.

Second, in countries with decentralized fiscal systems, fiscal trans-
fers from the center to lagging regions have to be part of the overall
package of measures to address regional disparities and promote
equalization. In the EU-8, regional disparities are the focus of regional
policies promoted by the EU. These provide large transfers to impov-
erished regions for rural infrastructure, among other things. Although
the evidence is mixed on the results of such policies in reducing
regional inequalities (Boldrin and Canova 2001; Funck and Pizzati
2003), the scale of such investments may also not be replicable in
other parts of the Region for fiscal and other reasons. Different trans-
fer mechanisms could be used such as transfer formulas that provide
weights for both equity and efficiency considerations. There may also
be a role for introducing competitive allocations to support innova-
tive schemes to improve local economic and social conditions, espe-
cially those with strong local ownership. Transters may also be used
to improve performance standards in service delivery, especially in
the middle income CIS countries and SEE, where budget systems and
administrative capacity is stronger. In addition to paying for much-
needed improvements, such transfers can also generate demonstra-
tion effects for successful policies.

Third, investments in human capital have to be an integral part of a
strategy to boost economic opportunities for those in the lagging
regions. In particular, existing spatial inequalities in access to public ser-
vices and quality of services provided need to be addressed as a priority.

Strengthening Public Service Delivery

Ensuring access and quality of education and health care is critical to
promoting opportunity for the poor. However, to improve access and
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quality, it is essential to improve accountability in these sectors. The
Region’s countries inherited a good network of education and health
services, and the erosion in access (or utilization) that had been
observed during the 1990s has been partially reversed. However,
much remains to be done. Although low levels of spending are an
issue, more so in education than in health care, only a few countries
spend less than is warranted, given levels of income. Thus, going for-
ward, most countries will need to operate within the available
resource envelope. Reforms will therefore have to focus on improv-
ing the quality and efficiency of public spending.

Enhancing education quality and equity. In education, the low income
CIS group needs to stem the decline in primary enrollments and qual-
ity of education, in particular by ending the situation in which staft
are underpaid and complementary expenditures (on textbooks, heat-
ing, and repairs) are underfinanced, while at the same time employ-
ment and, in some cases, facilities remain well above standards
common in much richer countries. In addition, some countries may
need to ensure greater equity in education spending across subna-
tional regions (for example, the Kyrgyz Republic). Ensuring access to
primary education is much less an issue outside the low income CIS
countries. Here the main issue is secondary education, where quality
and relevance to market demand are often in question. Governance
reforms that both strengthen government accountability for out-
comes as well as increase participation and voice will be essential to
improving outcomes. Lessons from the experience of the EU-8 in
raising quality certainly point in this direction. In particular, decen-
tralization of services to allow for a greater role for both school admin-
istrators and parents has an important role to play in stemming
declines in quality.

Strengthening access to, and quality of, health care. In health care, low-
income countries suffer from having to provide for a range of services
when budget resources are limited, but even the available allocations
are not spent wisely. This is reflected in the large share of household
contributions in total health spending. Improving utilization among
the poor is closely linked to financing and quality issues. Tough deci-
sions are required on the size of the basic package and a major reallo-
cation of expenditure—and greater accountability for its use—to
improve access to, and quality of, care (World Bank 2005c). To be
sure, public budgets are limited, but the failure to fund a basic pack-
age of services for all citizens is much more a result of the failure of
citizens to exercise their voice and the ability of politicians to remain
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largely unresponsive to poorly expressed demands than resource lim-
itations per se. The available allocations are not spent wisely because
of the failure of compacts between politicians and providers to create
and sustain an environment of incentives in which providers are
induced to serve the poor and needy. To improve matters, accounta-
bility relationships between politicians and citizens need to become
more effective (through such means as more organized voice power
of citizens, citizens’ report cards, and informed voting), and the
accountability relationships between politicians and providers need
to be strengthened (through such means as clarifying responsibility,
aligning incentives between policy maker as principal and provider as
agent, and better enforcement of contracts between organizational
and front-line providers). Countries such as Armenia have shown
that even with limited resources and high poverty rates, improve-
ments in key dimensions such as affordability can be made, albeit at a
moderate scale.

At the other end of the spectrum, the EU-8 is struggling to main-
tain the easy access to a wide range of health services in a context of
rising costs (driven up both by aging populations and costlier medical
technology). Many countries, like the Slovak Republic, are respond-
ing to this situation by reducing the scope of services covered by social
health insurance and introducing formal patient copayments in a bid
to reduce demand; others, like Estonia, have been fairly successful in
finding efficiency gains through reducing hospital beds. Clearly, fur-
ther efficiency-enhancing mechanisms will need to be found to con-
trol expenditures. More direct attention on quality of services is also
warranted, given the growing affluence and expectations of the pop-
ulation. Many countries may need to look to the private sector for
financial contributions and managerial expertise to take some pres-
sure off public provision and improve service delivery.

Managing reform of utilities. A looming issue in all countries in the
Region is the likely social impact of the increase in the price of utili-
ties that will need to be undertaken to attract much-needed invest-
ment in the sector. The Region inherited a large network of
infrastructure services, including power, water, gas, district heating,
and other municipal services, much of which is eroding from lack of
maintenance. Service quality is extremely poor in the low income
CIS countries, and even within richer countries there are large dis-
parities between service quality for the poor and the nonpoor. The
infrastructure needs of the poor are unlikely to be met without reform
of the utilities sector to bring it to a financially self-sustaining basis,
which would encourage much-needed upkeep and maintenance of
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viable infrastructure and improvements in service quality. The EU-8
may well be able to look to the private sector for financial contribu-
tions and managerial expertise to improve service delivery. However,
in the CIS and SEE, the private sector may well not invest because of
regulatory and other uncertainties. Whatever the model, the public
sector has a key role to play, either as a regulator or as a provider of
services, in improving financial performance and service quality.?

Improving financial performance will involve raising tariffs,
which—except for power, where there has been some movement
toward cost recovery, and possibly water in the EU-8—are well
below cost recovery levels. Further movement toward full cost
recovery in power is expected to have a limited impact on poverty,
except in the poorest countries. However, across-the-board increases
in the full range of utilities is expected to have a more serious impact
on poverty (World Bank Forthcoming-b). The social impact of tariff
increases will need to be factored into the sequencing and pace of
reforms in the event of across-the-board reforms in a range of utili-
ties. Where the social safety net is adequate, it can be expected to
mitigate the impact on the poor. However, where social safety nets
are relatively thin, as for example in the low income CIS group, other
options are worthy of consideration. For utilities that can be
metered, life-line tariffs can serve as a useful temporary cushion;
however, where life-lines are not practical (as, for example, in sec-
tors where consumption cannot be measured), reforms would need
to be calibrated to affordability.

Enhancing Social Protection

Strengthening the social safety net. Social safety nets are typically judged
using three criteria: coverage, targeting, and adequacy. As shown pre-
viously, the system of public transfers in the Region has an important
role to play in reducing poverty. Evidence on trends, where available,
suggests that these programs cover the poor increasingly well. In EU-
8 countries such as Hungary, nearly 100 percent of the poor receive
public transfers of one sort or the other. Many SEE countries also
come close to this level of coverage. Coverage is lower in the CIS, but
even in the poorest CIS countries, coverage rates are high, exceeding
50 percent of all poor. These levels compare favorably with coverage
rates elsewhere. Where data on targeting performance of poverty-
focused programs are available, they suggest that targeting perform-
ance is improving, albeit at slower rates than one would have hoped.
Adequacy varies from the most generous schemes in the EU-8 to the
least generous in the low income CIS countries.



Prospects for Poverty Reduction

211

Given their importance for poverty reduction and the broad
improvements over time, it should be clear that countries need to
maintain ongoing social insurance and social assistance reforms,
which are largely designed to improve sustainability, and to enhance
coverage and targeting of the poor within the available resource enve-
lope. In the low income CIS group, the main constraint will continue
to be the fiscal means to cover the population adequately. In the mid-
dle income CIS group and SEE, although there is more fiscal space for
social protection, there is also greater resistance to reforms, as sug-
gested (for example) by the difficulties with the monetization of priv-
ileges in Russia. Although the objective of the reforms is not in
question, the difficulties in implementation serve as a useful reminder
of the importance of sequencing with other social and economic
reforms, the need to protect the most vulnerable groups, and an
appropriate communications strategy to explain the benefits of
reforms. Where systems are more generous, as for example in parts of
SEE and the EU-8, a balance will need to be struck between the need
for social protection and labor market incentives.

Strengthening targeted interventions for marginalized groups and minorities.
Marginalized groups—typically with tenuous links to the labor mar-
ket—are often the hardest to reach and require targeted interven-
tions. This may be in the form of assistance in cash or in-kind (such
as education, health, or housing), depending on the nature of the
group. For the long-term unemployed or nonparticipants, active labor
market programs can be particularly relevant. But evidence from suc-
cessful training programs suggests that these should be targeted,
offered on a selective basis, with clear links to potential employers,
and in collaboration with the private sector. It is important to bear in
mind that there is limited evidence of successful retraining programs
from the low income CIS group. Another group that may require tar-
geted interventions is minorities. In this case, interventions may need
to be integrated across many fronts. For example, in the Roma minor-
ity of the EU-8 and SEE, governments are taking a holistic approach
to ending persistent exclusion by setting goals in four areas—educa-
tion, employment, health, and housing. Other minorities may require
a different approach. The elderly, especially those who are very aged
or living alone, may also require special interventions. Many coun-
tries make supplementary cash benefits available to them. Other
options include provision of assisted living services. For most margin-
alized groups, however, additional assistance, whether in cash or
kind, need not be provided by the public sector alone. Civil society
organizations, community-based groups, and other organizations
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could also be encouraged to come into the sector under the overall
direction of the government.

Ensuring adequate minimum wages. Minimum wages are an important
policy instrument for enhancing the income security of the poor.
These can help provide a floor to income, but need to be kept at a rea-
sonable level. In this context, the large real increases in the CIS in
recent years have brought minimum wages closer to subsistence lev-
els. However, future increases in minimum wages need to be consid-
ered carefully, so as not to become so high that they have negative
effects on growth and employment, with adverse impacts on poverty.
Where variations in regional income and labor market profiles are
large, governments may need to consider setting region-specific min-
imum wages, which may help improve the employability of certain
groups of workers (such as younger workers and those in lagging
regions). This is an issue particularly in the EU-8 and SEE, where
minimum wages represent a relatively high proportion of the average
wage and the adverse impact of common minimum wages is particu-
larly noticeable. For example, the relatively high minimum wage is
found to constrain employment opportunities for the low-skilled in
countries such as Lithuania and Poland.

Monitoring Progress on Poverty

Despite great progress with improving the quality and accessibility of
poverty data, there remain significant outstanding challenges. Coun-
tries need good survey data to monitor changes in poverty and to eval-
uate the impact of specific policy actions on the poor. This report
documents huge progress achieved in collecting up-to-date high-qual-
ity data across the Region. The previous report on poverty (World Bank
2000a) relied on a single survey for many countries and could produce
an estimate of poverty over time for only three countries. With full data
sets closed to users outside statistical offices, the report also had to rely
on partial data. Since then, many countries have started implementing
regular surveys that periodically collect representative data on income
and nonincome dimensions of living standards. In addition, data are
provided openly to researchers for the purposes of study and policy
evaluation. These improvements are not only confined to EU-8 coun-
tries (for example, Hungary) but also cover SEE (for example, Roma-
nia), middle income CIS countries (for example, Kazakhstan), and low
income CIS countries (for example, Georgia and Moldova).

Despite this progress, many outstanding challenges remain. First,
improvements to data quality and availability are very recent, and for
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many countries in the Region, reliable data on poverty changes can
be obtained for only a few recent years. The efforts in collecting data
need to be maintained. Second, survey coverage and response rates
have fallen over time in all countries; and there is a need to
strengthen the technical capacity of statistical offices to curb this trend
and deal with it appropriately. Third, wide gaps exist in data collection
on the nonincome dimensions of poverty: there are practically no
attempts to gauge trends in the quality of health care and infrastruc-
ture services, and even indicators of access are not consistently col-
lected. Given the changing nature of poverty with the increasing role
of nonincome components, this gap is the most worrying. Fourth, not
all countries have opened their data sets to researchers, undermining
the effective use of public funds spent on data collection and moni-
toring. These areas—keeping up with periodic surveys to provide
comparable data, collecting information on nonincome dimensions,
and opening up access to survey data—are priorities for action to
ensure adequate information support for poverty reduction efforts.

The countries in the Region have made significant progress in reduc-
ing poverty in the past five years. More than 40 million people
moved out of poverty during 1998-2003. Much of this poverty
reduction derives from the growth rebound in the CIS countries. But
poverty and vulnerability still remain a significant problem: more
than 60 million are poor, and more than 150 million are vulnerable.
Most of the poor are the working poor. Many others face depriva-
tions in access and quality of public services. Regional inequalities
both between and within countries are large. The highest levels of
absolute poverty are found in poor countries of Central Asia and the
South Caucasus, but most of the Region’s poor and vulnerable are in
middle-income countries.

Notwithstanding the tremendous heterogeneity among countries in
the Region, reducing poverty and vulnerability requires an acceleration
of shared growth, strengthening of public service delivery, better target-
ing of social protection, and regular monitoring of progress in poverty
reduction across the Region. While much is being done, a number of
areas deserve further attention. In promoting accelerated shared growth,
there is a need to (a) further reform the enterprise sector to encourage
the release of resources from the old, less-productive sectors to the new,
more-productive sectors; (b) boost agricultural growth and productivity,
especially by addressing remaining imperfections in input and output
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markets, and integrating rural areas into the rest of the economy with
regard to capital markets, credit markets, and services; and (c) promote
greater opportunity in lagging regions. Public service delivery needs to
be improved through increasing the accountability of government and
the voice and participation of citizens. This is essential to improving
access and quality of social services, which are not only important in
their own right but also of instrumental value in helping the poor move
out of poverty. There is also the continuing need to further strengthen
the social safety net to meet the challenges of restructuring economies.
Finally, monitoring progress on poverty reduction on a regular basis
needs good-quality data sets that are publicly available.

The analysis in this report is based on an extensive multiyear effort
to put together a comparable database on the income and nonincome
dimensions of poverty in the Region. Data by country for all available
years on the different dimensions of poverty are presented in the
appendix to the study. It is hoped that this database, these tables, and
the accompanying analyses, combined with the attempt to bench-
mark the former socialist countries in the Region with other interna-
tional comparators (Colombia, Turkey, and Vietnam), will prove to be
a useful resource both within and outside the Bank. At the same time,
the data-gathering efforts point to a number of shortcomings in the
data, not only in basic consumption and income measures but also in
access to, and quality of, public services. It is hoped by bringing them
to the public eye, this publication will begin a process whereby these
shortcomings can be addressed.

1. Data issues are discussed in detail in Atkinson and Micklewright (1992).

2. Improving the financial performance of utilities would, in many coun-
tries, also have the added value of reducing macroeconomic risks from
the quasi-fiscal liabilities of the utilities.



