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I. OVERVIEW

1. The Government of Azerbaijan has prepared the first Annual Progress Report of its
Poverty Reduction Strategy Paper, known as the State Program for Poverty Reduction and
Economic Development (SPPRED). The SPPRED was approved on February 20, 2003 and
presented to the Boards of the IMF and IDA on May 14 and May 27, 2003 respectively.
This Progress Report presents the results of the implementation of the SPPRED. The Report
is a well structured document presenting a review of measures taken to date to achieve the
goals set in the SPPRED and identifying areas for further improvement. It addresses six key
areas: (i) SPPRED and Millennium Development Goals (MDGS); (ii) economic growth and
employment; (iii) social policy and human capital; (iv) regional policy; (v) institutional
reform and capacity building; and, (vi) the participatory process. In addition, the Report
updates the poverty profile, analyzes the main poverty indicators, and discusses ways to
improve poverty monitoring.

2. The Progress Report indicates that the Government has had a number of
accomplishments in the implementation of the SPPRED and stresses the need to further
accelerate execution of the identified policies and programs to meet the desired goals.
Accomplishments include (i) a new Household Budget Survey to update and improve the
analysis of poverty; (ii) strengthened capacities of the SPPRED Secretariat through
establishment of a Monitoring Unit; (iii) a new Budget Systems Law that integrates extra



budgetary funds into the state budget; (iv) improved costing and prioritization of the
SPPRED through the Medium Term Expenditure Framework (MTEF); (v) enhanced links
between the SPPRED and the MDGs; (vi) a medium term strategy for enhancing targeting of
social assistance; and (vii) established audit institutions and adopted a governance and
management framework for the Oil Fund. The progress report placed continued emphasis on
macroeconomic stability and economic growth as key instruments to generate employment
and achieve poverty reduction objectives. The Report highlights the need to strengthen
institutional capacities and the removal of administrative barriers to economic activity and to
improve the efficiency and effectiveness of the public sector in general, and social policies in
particular. It also identifies challenges in achieving the MDGs, particularly the lack of
adequate data to set benchmarks and monitor progress, and notes the need to develop specific
indicators as one of the Government’s immediate tasks.

3. However, the Report does not incorporate some of the recommendations flagged
in the JSA of the SPPRED and suffers from weaknesses in several areas. The Report is
weak in the analysis of policies in key sectors, identification of problems in the
implementation of the SPPRED, and in the discussion of alternatives to enable the main
poverty reduction objectives to be met. Prioritization of projects and analysis of project
costing needs to be further strengthened, together with detailed analysis of the budgetary
allocations across key sectors. While the Report incorporates the MTEF in its discussion of
SPPRED objectives, it does not elaborate on efforts made to carefully design the Long Term
Oil Revenue Management Strategy which is critical in developing the long-run strategy for
poverty reduction. There is limited discussion of the governance issues in the social sectors,
which impede efficient implementation of policies to fulfill SPPRED objectives. Finally, the
Report could have made some suggestions to improve engagement of key line ministries to
the main goals of the SPPRED.

II. THE PARTICIPATORY PROCESS

4, The Progress Report reflects an extensive process of consultation involving the
Government, civil society, the private sector, and the donor community. This has
resulted in the participatory process broadening and becoming an integral part of SPPRED
implementation. The 15 Sector Working Groups setup for the SPPRED, composed of both
government and civil society representatives, continue to be functional. Policy formulation as
well as changing priorities have been discussed with, and communicated to, the general
public through regional Town Hall meetings, seminars, workshops, and the mass media. This
has helped increase the public’s general interest in the SPPRED and MDGs, and increased
feedback on improving the SPPRED agenda in terms of prioritizing and sequencing. Donor
participation and coordination has also improved significantly and multiple donors are
involved in various aspects of the poverty reduction programs of the Government. USAID,



the EU and other donors are directly supporting the SPPRED secretariat and deriving their
program according to the agenda.!

5. The consultation process has significantly increased public awareness and
interest in debating key policy issues. There is a new openness to discussing and analyzing
the economic reform agenda of the Government. Over the last year, the consultation process
has improved the ability of communities to analyze the emerging problems and to propose
ways for their solution. Public debate has been conducted through a broad range of activities,
public information has been increased through radio and TV broadcasting, newspapers and
website forums, and trainings in participatory methods, particularly by local communities and
municipalities, have been conducted by NGOs.

6. In staffs’ view the participation process needs to be institutionalized and become
an integral part of policy formulation in Azerbaijan. The staffs believe that greater
ownership would be fostered if the Government generated well-focused and realistic action
plans directly from the participatory process. An enhanced role for Parliament, which has
already demonstrated its commitment to the SPPRED implementation through the PRSP
Support Group, would also be an important step in this process. The staffs welcome the
efforts to improve the coordination of the assistance provided by the donor community and
believe that this has been instrumental in engaging the donors in the implementation of the
SPPRED.

I11. UPDATED POVERTY DIAGNOSTIC

7. The Progress Report presents an updated poverty diagnostic based on the
Household Budget Survey (HBS) for 2002. Poverty is estimated at 46.7 percent of the total
population with an extreme poverty incidence of 8.8 percent. The Report highlights the
changes to the HBS questionnaire in 2002 to achieve consistency with EUROSTAT. These
changes, together with changes in the calculation of poverty aggregates and the poverty line,
preclude the comparison of poverty estimates between 2001 and 2002°. In spite of this, the
Report could have conducted a more rigorous comparison of the changes in poverty rates
over the two years, for example, by calculating rates based on the same food-item derived

! Other examples of enhanced donor coordination include budgetary reform, in which the Bank and the Fund are
working closely together with USAID and the US Treasury, as well as accounting reform, where we work as one
team with EU TACIS.

2 The main differences include (i) changes in the definition of consumption expenditure in the HBS
questionnaire; (ii) differences in the poverty lines with 2002 figures defining a minimum consumption basket for
food and non-food products, and 2001 figures incorporating only food items; and (iii) changes to the weights
and prices of items in aggregating the consumption basket.



poverty line. Furthermore, although substantial changes are not expected to be introduced to
the survey methodology, the Government needs to ensure that future revisions or
modifications of this methodology do not adversely affect data consistency and
comparability.

8. Despite the change in methodology, the 2002 data do not show a significantly
different poverty profile for Azerbaijan. The incidence of poverty remains slightly higher
among urban than rural households—47.8 percent compared to 45.4 percent respectively—
and is associated with falling employment opportunities and earnings in the formal economy.
Although Baku (with a poverty rate of 40 percent) has the largest absolute number of urban
poor, poverty incidence is highest in provincial towns. Rural areas and small towns are more
deficient in terms of access to basic services, inadequate infrastructure, and unreliable supply
of energy and gas, factors that contribute to intense rural-urban migration and discourage
investment in the regions outside Baku. With respect to individual and household
characteristics, children under 15, and households with 3 or more children, experience the
highest poverty risk.

0. Setting up a system to monitor living standards has been a major achievement to
date, but the monitoring of those standards for refugees and internally displaced
persons (IDPs) has serious shortcomings.® The SPPRED Secretariat uses a wide range of
indicators on living standards for education, health, employment, environment, and gender to
monitor poverty and assess the overall progress in these areas. However, as the Report notes,
there are sizeable deficiencies in monitoring the living standards of IDPs and refugees who
are most vulnerable to poverty. No progress has been made in the introduction of a unified
annual survey as had been envisaged by SPPRED. Monitoring living standards of IDPs and
refugees has therefore relied on various one-time surveys designed to meet different needs
and the HBS, resulting in a lack of coherent, periodic, and systematically comparable
collected data.

10. The Report assesses the impact of education and health services on poverty and
provides detailed assessments of measures to improve data quality. The Report finds that
households with heads educated to higher levels are less likely to live in poverty. It also notes
that since current personal expenditures on education are low the possible decline in the
country’s human capital could have serious implications for poverty. The staffs commend the
authorities for the Report’s detailed analysis of data issues in the assessment of health
policies through presentation of unofficial survey data which demonstrate that official data
underestimate the real health situation. It is welcome that the SPPRED aims at improving the
registration of infant and child deaths in order to produce reliable data. This, together with the

® IDPs of the Nagorno Karabakh conflict, who lack assets and depend heavily on State transfers, are particularly
vulnerable. The conflict resulted in nearly 209,000 refuges and 576,000 IDPs according to official registration,
in total almost 10 percent of the population.



improved health information system and the international statistical classification, will
contribute to the elimination of discrepancies in certain key health indicators. In staffs’ view
the SPPRED should continue to focus on improving quality and accessibility of education
and health services and developing a reliable database to assess progress.

11. The staffs recommend future Progress Reports include a broader analysis of
labor market issues and explore in more detail the link between poverty and the
ongoing reforms in key sectors. The staffs commend the Government for the analysis of
employment trends through introduction of the Labor Force Survey (LFS). The LFS estimates
the overall unemployment rate (10.7 percent) and labor force participation rate (62.9 percent),
which is high by international standards; employment to population rate (56.2 percent); and
an inactivity rate for women, which is higher than for men in the 25-59 age group. It is
important the LFS be conducted on a regular basis since the administrative data do not cover
the informal sector. In addition, the staffs suggest that poverty analysis be integrated with the
LFS to better enable future analysis of the working poor. In staffs’ view, the assessment of
poverty reduction in the context of the SPPRED goals would improve greatly if the future
reports explore in more detail the link between poverty and the on-going sectoral reforms. In
this respect, the staffs recommend social incidence analysis of public expenditure allocation,
and the integration of qualitative data in poverty diagnosis to better assess the effect of
SPPRED projects. The staffs commend the Government for including a matrix showing the
MDGs (Appendix 1 of the Progress Report) and the status of actions in the case of each
target.

Iv. IMPLEMENTATION AND UPDATING OF THE STRATEGY

12. The Progress Report reviews progress made in implementation of SPPRED
policy measures but is relatively weak in critically assessing achievements and in providing
specific measures to improve the effectiveness of public policies. A large part of the Report
focuses on what has been achieved without providing much data on specific indicators. The
Report stresses the importance of reporting on all standard MDGs annually. Substantial work,
however, is needed to better prioritize the strategic focus of the SPPRED and to better
estimate the cost of public action in each area.

A. MACROECONOMIC POLICIES AND PUBLIC EXPENDITURE MANAGEMENT

13. In staffs’ view the macroeconomic framework continues to be broadly consistent
with the Government’s poverty reduction objectives and the stability of inflation and
exchange rates. The framework targets real GDP growth of around 11 percent per annum
over the period 2003-05 which is consistent with the SPPRED reform objectives and the
average growth in the non-oil sector over the period 2000-2002. The oil-sector is forecast to
receive a major boost in 2005 with a growth rate of around 40 percent. While such a rapid
expansion of the oil export sector — which now comprises one-third of the economy—runs
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more attention on eliminating impediments to private sector development and foreign direct
investment, including unreliable utility and infrastructure services, especially in the regions
outside Baku, as well as administrative barriers to business start-up, and site acquisition and
development.

27. The Progress Report clearly defines the challenges of maintaining environmental
sustainability as the economy expands. There is a need for greater monitoring and control
of pollution levels. SPPRED is addressing the shortage in household drinking water supply
and inadequate water quality (especially in rural areas) through rehabilitation of infrastructure
in a number of regions, with the help of the donor community. A national forest
rehabilitation plan, adopted in 2002, has been implemented to meet the SPPRED objective of
creating and expanding forestry areas. The staffs concur that institutional capacity for
monitoring environmental problems and developing an effective regulatory framework
should be at the core of SPPRED activities.

28. The Progress Report recognizes that gender issues have not received sufficient
attention. The staffs recommend that this be addressed in a more systematic way in the next
progress report, with a clear mechanism in place that would enable the utilization of various
data sources for an effective assessment of gender as it relates to poverty. In staffs” view the
SPPRED could take stock of all activities supported so far by both the Government and
donor community and conduct a country gender assessment.

C. MONITORING AND EVALUATION

29. The staffs welcome the establishment of the Poverty Monitoring Unit at the
SPPRED Secretariat and efforts to build capacity for poverty analysis. The SPPRED
Secretariat continues to monitor changes in poverty levels and, where possible, analyzes the
effect of policies on poverty results. Capacities also need to be strengthened in key line
ministries to undertake policy monitoring and evaluation. The next progress report will need
to be more explicit on monitoring of outputs and outcomes. The staffs welcome the
Government’s intention to gradually expand the core set of indicators, especially for
measuring the targeting of social services. Reporting annually on all the standard MDGs is
critical.

30. The staffs encourage establishing annual surveys such as the Labor Force
Survey, the survey of IDPs, and others that would assist Azerbaijan in setting up a credible
database for monitoring poverty and living standards. It is important to continue to make data
available for independent researchers as part of the participatory process. Education and
specially health sector data need to be dramatically improved. The staffs welcome the
Government’s engagement in the Poverty and Social Impact Analysis (PSIA) on energy tariff
reform and on worker displacement due to the enterprise restructuring and privatization.
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V. RISKS TO THE STRATEGY

31. In the staffs’ view, the Strategy is subject to several institutional and political
risks that are not evaluated in the Progress Report. The leading one is the
implementation risk resulting from weaknesses in coordination among line ministries and
multiple agencies in charge of the implementation of policies and programs identified by
SPPRED. In addition, capacity constraints and governance problems in line ministries could
pose risks in full implementation of the SPPRED programs. There is also a risk that power
struggles as a result of the recent political transition could lead to major shifts in policies. In
the staffs’ view, future Progress Reports should include an assessment of the exogenous risks
and detail plans to mitigate them. The Government also needs to develop contingency plans
and alternative scenarios and policy considerations to deal with these risks.

VI. CONCLUSIONS

32. The Government of Azerbaijan has made significant progress in implementing
the SPPRED within a short period of time, notwithstanding the political challenges in
2003. Although there are weaknesses due to insufficient implementation capacity, in staffs’
view the Progress Report is a credible and inclusive effort on the part of the Government and
provides a basis for more harmonized and effective donor support.

33. In staffs’ view there are some shortcomings that need to be addressed during
implementation of SPPRED and in subsequent progress reports. First, the analysis of
poverty needs to be strengthened by expanding the information base to include labor market
surveys and social impact assessment. Health statistics, in particular, need to be improved
urgently. Second, policies should be better prioritized to identify pro-poor spending
programs. Third, the link between policies and budgetary allocations needs to become
stronger through the MTEF process. This requires detailed analysis of budgetary allocations
across key sectors and their poverty implications, as well as a more critical review of
government policies in each area to identify the need for future support. Fourth, capacity
constraints need to be further analyzed and clearly identified, including the need for possible
support from the donor community. Fifth, more accurate costing of programs is needed.
Finally, more attention needs to be paid to the analysis of gender issues.

34. The staffs of the IDA and the IMF consider that Azerbaijan’s poverty reduction
strategy continues to provide a credible framework for Bank and Fund concessional
assistance. The staffs recommend that the respective Executive Directors of the World Bank
and the IMF reach the same conclusion.



