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KEY RESULTS FOR 2002-2006 AND RECOMMENDATIONS

Non-income dimensions of poverty improved while income poverty deteriorated despite economic
growth.

- FYR Macedonia’s social indicators improved, especially indicators of health, hunger, and access to
basic amenities.

- Total poverty' remained stagnant at 19 percent in 2002 and 2006, while extreme poverty increased
from 4.5 percent to 7.4 percent of the population.

- Spatial inequality increased. Skopje saw a decline in poverty while the Northern and Eastern areas
saw increasing total poverty, due to higher extreme poverty.

- Though GDP per capita was rising on average by slightly less than 4 percent 2002-2006, the average
(real) consumption per capita of the poor fell by some 7 percent.

Few net jobs were created mostly in low productivity sectors.
- Jobs were not created in the growth sectors. Many new jobs were unpaid family work.

- The working poor increased, especially in secondary urban centers. They held low-wage low-
productivity jobs.

- Despite low net employment growth, the enterprise sector had high job creation and destruction rates,
characteristic of an economy in an earlier stage of transition.

- Mostly firms with negative productivity growth created jobs.

The social assistance program helps the poor but not enough.

- The social assistance program exhibits good performance by international standards as measured by
the proportion of its total transfers received by the poorest 20 percent of the population.

- Nevertheless, in 2006 less than 40 percent of households living in extreme poverty received social
assistance compared to over 50 percent in 2002.

- An estimated 60 percent of total transfers of the social assistance programs were received by the non-
poor in 2006.

- About one-third of the poor lived in households that received pension income.

- Social assistance income contributed 32 percent to total consumption of recipient households in
extreme poverty.

Facing the challenge: Protecting the poor from the impact of the global economic crisis

- Sustainable economic growth is essential to poverty alleviation. Thus, weathering the global crisis
and undertaking necessary structural reforms could lay the foundation for future growth and poverty
reduction.

! In 2008, the extreme and total poverty lines were respectively 57.3 and 102.0 denars per capita per day. Those
living in extreme poverty were unable to meet basic food needs, while those living below the total poverty line were
unable to meet basic food and non-food needs.



The poor’s welfare is linked to improvements in competitiveness. Reforms to improve the business
environment, retrain workers, and develop infrastructure are important.

Upgrading the education system by improving school quality and expanding adult education will
increase the productivity of both new job entrants as well as the stock of existing labor.

Avenues to improve the social welfare system include establishing a single national registry of social
benefit programs and beneficiaries which will increase transparency and improve targeting,
standardizing application of eligibility criteria for different types of social benefits, and introducing a
comprehensive definition of total countable income for social assistance purposes.



EXECUTIVE SUMMARY

1. The prevailing global crisis has undermined economic progress in many countries and FYR
Macedonia is no exception. After robust growth for much of this decade rising to near 6 percent in 2007
and much of 2008, FYR Macedonia’s economy abruptly has come to a virtual standstill as measured by
output growth. Though economic growth stalled largely due to adverse external conditions, the impact
will potentially be felt locally through the deterioration of the population’s living standards and an
expansion of the number of poor. Thus, among all the other economic and social challenges facing the
government at this difficult juncture in the country’s history, ensuring that those least able to help
themselves are not overlooked should remain among its top priorities.

2. This poverty assessment report is based upon pre-crisis data for the period 2002-2006. Though
some may have reservations that this information base is not well suited to informing public policy
choices of today, this view would be short-sighted. Economic development is not an overnight
occurrence. It is also not something that can be reversed through an economic shock — no matter how
virulent. The analysis of data from the first half of this decade reveals small though perceptible shifts in
the transmission channels for poverty reduction, that is, labor markets and enterprises. Thus, the reform
process which began earlier this decade indeed saw some positive changes emerging in the real sector.
These are captured in this report and provide an understanding of how the complex issue of poverty can
be addressed in the future.

3. Nevertheless, FYR Macedonia is confronted with significant policy challenges on multiple fronts.
By 2006, though non-income dimensions of poverty had improved modestly, poverty had not fallen in
FYR Macedonia despite economic growth during 2002-2006. This conclusion has been reached based
upon the analysis of multiple data sources that reveal important facets of the growth-employment-poverty
nexus (see Figure 1). Three main findings are as follows:

e Economic growth in 2002-2006 did not lead to declining poverty. The average consumption per
capita of the poor fell, inequality rose, and the number of working poor grew. In addition, safety
nets became less effective in helping the poor.

e Job creation in the analyzed period had not been a channel for poverty alleviation as new job
creation was primarily in unpaid or low wage employment. Many of these jobs were not in the
sectors with high value added growth.

o Net formal job creation was by firms with negative productivity growth. Thus, these jobs were
not a means out of poverty as they were low wage and unlikely to be long-lasting. Furthermore,
job destruction rates were high in FYR Macedonia indicating frequent turnover in formal sector
jobs.

4. Though the overall situation may appear discouraging, this is not the case for several reasons.
First, we saw the emergence of so-called “green shoots” in the latter part of 2002-2006. Two of the most
important developments were (a) an increase in the share of the population holding jobs and (b) an
increase in net job creation by formal sector enterprises. Second, the experience of FYR Macedonia in
terms of moderate growth and little or no change in poverty was seen in other economies in the Western
Balkans such as Albania, Serbia and Kosovo. Moreover, poverty data for these countries reveal that after
a long incubation period, there was a reduction in poverty in the post 2005-2006 period. Third, the
government has responded aggressively to improve the targeting of the safety net and adopt pro-growth
policies. Given these developments (the recent crisis not withstanding), there is hope that the basis for
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sustained poverty reduction may exist, especially if a range of structural reforms are adopted which
accelerate growth.

5.

Figure 1
The Growth-Employment-Poverty Nexus

Household Surveys
Increasing inequality, regressive consumption
growth, spatial inequality, more working poor
and under-performing safety nets

No Poverty
Reduction in FYR
Macedonia

Labor Force Surveys and ﬁ Firm data

macro data Firms with negative labor
Job creation but unpaid jobs, productivity growth create
primary sector, disconnected jobs
from output growth.

Thus, given the myriad challenges facing the government, not least the short-term fall-out of the

global economic crisis, what policy areas that if focused on would yield benefits in terms of poverty
reduction in the short- and medium-terms? The list of five interventions is as follows:

6.

Accelerate economic growth and job creation through structural reforms. Reforms that would
promote competition, strengthen property and creditor rights and reduce the administrative
burden on businesses are a key requirement for stronger economic growth.

Improve competitiveness and focus on those reforms that have immediate welfare benefits —
streamlined bankruptcy procedures, worker retraining, further reduction in the labor tax wedge
for low wage earners and infrastructure development.

Upgrade the education system by improving quality of teaching and learning as well as school
management. Implement the new law on adult education. In the short term, launch additional
training and retraining courses for young unemployed on skills required by the labor market.

Improve the social welfare system by completing the single registry of social benefit programs
and beneficiaries, standardizing the application of eligibility criteria, consolidating cash benefits,
introducing a comprehensive definition of total countable income for social assistance purposes
and improving targeting and coverage of the poor.

Improve the poverty monitoring system through the adoption of an absolute poverty line and
modifications in the household survey.

The list above overlaps with areas that the government is already committed to reforming and in

some cases is even working on with the World Bank’s support. These reforms will have a direct impact
on poverty reduction Moreover, as seen in the specific reforms highlighted in each policy category, there
are specific actions which even in the short-term can improve the poor’s welfare.

7.

The remainder of this executive summary provides an overview of the main findings of the

analysis. We cover the following main areas discussed in the poverty assessment: (i) a description of the
extent of poverty, the characteristics of the poor, trends in non-income and income dimensions of poverty
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over 2002-2006, and inequality; (ii) the role of economic growth, employment changes, and social
transfers in affecting poverty rates; (iii) job dynamics and the characteristics of firm birth and destruction
and its linkages to job opportunities, labor productivity, and long-term income growth; and (iv) policy
reforms that would lead to poverty reduction.

Table 1
Changes in Poverty, 2002-2006 (in percent)
Trends in Total and Extreme Poverty Total Poverty Rates by Rural/Urban
25 30
20 25
’ ——s- ¢ 25 21 21
15 19 19 20
10 : 7
15 +—
5 . o 12
10 +—
2002 2003 2004 2005 2006 5 14—
=¢=—Total poverty ) ' '
Skopje Other urban Rural
== Extreme poverty
GDP growth per capita 2002 = 2006

Source: World Bank staff estimates based on the Household Budget Surveys (SSO, 2002-2006).

POVERTY AND INEQUALITY

8. FYR Macedonia is a middle income country with GNI per capita of $4,629 in 2008. The
economy has grown at a rate of 3.7 percent per annum during 2002-2006, the period covered by this
poverty assessment. Also, in December 2005 FYR Macedonia achieved candidate status to the European
Union. Though, selected measures of the process towards developing a market economy shows progress
since the 1990s, FYR Macedonia’s economy was not catching up with the rest of the region: its growth
and employment rates were lower than other comparable economies though in 2007 and the first half of
2008 there has been a turnaround.

0. Non-income dimensions of poverty as measured by human development indicators
improved in several areas but remain relatively low by regional standards. Health and education
outcomes have improved since the 1990s, together with access to basic infrastructure. Specifically, life
expectancy, infant mortality rates, and nutrition rates improved while youth literacy rates — which were
already high — stabilized. Although FYR Macedonia performs well compared to other middle income
countries, in 2006 (the latest available data), it was ranked the fourth lowest (above Albania and Bosnia
and Herzegovina, and Moldova) on the UNDP’s human development index of all countries in Eastern and
Central Europe (0.808, compared to 0.823 for the Western Balkans and 0.859 for the EU7 countries).?

2 The average for the Western Balkans includes Albania, Bosnia and Herzegovina, Croatia, Montenegro, and Serbia.
The EU7 countries are Bulgaria, Hungary, Latvia, Lithuania, Poland, Romania, and Slovak Republic.
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10. The concept of poverty utilized throughout this report is that of “absolute poverty” and
relies on a basic needs approach to measure deprivation in a consistent manner over time.* The
previous poverty assessment report, FYR Macedonia: Poverty Assessment for 2002-2003, provides a
detailed explanation of the methodology used to compute the poverty lines while Box 1.1 of this report
provides a summary. There are two levels of absolute poverty used in this document — that of total and
extreme poverty.* Those persons with consumption below the total poverty line are unable to meet their
food and nonfood needs. Those living in extreme poverty have consumption levels which fall below what
is needed to meet basic caloric (food) needs of about 2100 calories per person per day, and hence are in
the most dire straits. The greatest value of this concept of absolute poverty is that it allows a government
to monitor whether its actions and any reforms it undertakes are lifting up the people at the bottom of the
income distribution to achieve a minimal standard of living. It can also be valuable in helping the
government target its social assistance programs to those who are in the greatest needs.

11. The share of the population living in poverty stagnated while those in extreme poverty grew
to capture a larger share of the population over 2002-2006.° Developments in poverty were not
favorable for FYR Macedonia in the first half of this decade. The proportion of the population living
below the total poverty line remained at about one-fifth of the population during 2002-2006 though with
some modest variation during the interim years. The level of extreme poverty grew significantly,
especially during 2005-2006, increasing to 7 percent of the population. Moreover, there were other
aspects of poverty that indicate an even less favorable situation. Specifically, poverty became deeper and
more severe; that is, the gap between the average consumption of the poor from the poverty line increased
and more so for the extreme poor. In fact, the poorer fifteen percent of the population became worse off
since 2002.

12. Deepening poverty is linked to low and volatile private consumption growth together with a
rise in inequality. Thus, the Gini coefficient of consumption increased from 0.38 to 0.40 for FYR
Macedonia during 2002-2006. Inequality increased in both urban and rural areas, but particularly in the
latter.® Because growth patterns were not pro-poor, the poorest three deciles saw their share of
consumption shrink below ten percent of total national household consumption — with the biggest drop for
the poorest ten percent. Moreover, the poorest quintile of the population consistently experienced a
decline in its average consumption per capita during 2002-2006. During 2004-2006 the middle class (the
second and third quintiles, 20-60 percentiles of the population) also experienced a significant decline in
average consumption per capita, leaving only the top 25 percent of the population seeing a gain in 2005-
2006.

13. Spatial inequality has grown. The overall stagnation also masks regional differences. Skopje
pulled away from the rest of the country, and the northeastern part fell behind other regions. More
specifically, moderate poverty (the poor who are not among the extreme poor) fell in Skopje, contributing
to a lower overall poverty rate; at the same time, extreme poverty doubled in secondary cities, exceeding
extreme poverty rates in rural areas. Between 2002 and 2006, secondary urban areas saw an increase in
the number of poor by 28,000 persons while Skopje saw a fall in a comparable amount. Similarly, two of
the poorest regions, notably Northeast and Vardar, together with the Eastern region, saw sharp increases

® Following EU practice, FYR Macedonia’s official poverty line is a relative poverty line. However, absolute
poverty continues to exist in FYR Macedonia. Since relative poverty lines measure distribution only, it cannot
evaluate the change in living standards over time.

* In 20086, the extreme and total poverty lines were respectively 57.3 and 102.0 denars per capita per day.

> Throughout this report, when “poverty” is used by itself, unless specified otherwise, it refers to the “total poverty”
using the basic needs approach.

® Large changes in the Gini coefficient are unusual and further work needs to be carried out to determine what has
led to this result.
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in extreme poverty between 2004 and 2006 (regional data is only available for this period). This increase
in extreme poverty shifted total poverty upwards along the eastern part of FYR Macedonia.

14. Who are the poor in FYR Macedonia? The analysis of the Household Budget Survey for 2006
yields the following results:

> Poverty is an urban phenomenon, with a majority of the poor, especially the extreme poor, in
secondary cities. It is also a Northern phenomenon. The Northeast, Polog and Greater Skopje
region are home to more than one in two of the moderately poor and two in three extreme poor.

> Poverty affects larger households, even when controlling for economies of scale and age
consumption profiles.

» Families with children are particularly affected by poverty, due to an increase in extreme poverty
among households with small children.

» By the same token, persons in their prime working age (24-39 years) are more likely to be poor
than other adults.

> Poverty rates for households with an elderly household head and many household members have
increased.

» Low or no formal education remains a significant correlate of poverty. Poor children are also
more absent from school, thus leading to a cementation of poverty status across generations.

> A job is not always an earning opportunity. Poverty rates are highest for households where the
main breadwinner is out of work, but are also surprisingly high where household heads work in
low income occupations such as crafts and trade services.

> Poverty retains an ethnic dimension in FYR Macedonia.

15. Who are the nonpoor? Persons with higher education degrees have a low probability of being
poor. The likelihood of poverty decreases for this group if the persons are employed, live in more affluent
parts of the country, and have few if any young dependents.

INCOME OPPORTUNITIES AND POVERTY

16. Are falling consumption levels due to lower labor income or lower transfers? The changes in
the sources and levels of income are key variables for understanding the linkage among economic growth,
labor markets, and poverty developments. In the case of FYR Macedonia, the poor’s consumption per
capita has fallen consistently since 2002 which is a reflection of either lower labor income or lower
transfers.” Lower labor income could be the result of unemployment, decline in hours worked, or negative
wage growth. Lower transfers could result from a decline in private transfers (either from relativessyNGOs
at home or abroad) or a decline in safety net payments or coverage.®

17. During the 2002-2006 period, the poor have seen shrinking public transfers and a shift
towards higher dependence on agricultural and informal income. The poor experienced a more
significant transformation of their sources of income than the non-poor. The period in 2002-2004 saw
rapid income growth from informal work (agricultural and non-agricultural) while public transfers fell.
The period in 2004-2006 saw negative income growth for the poor. Income from formal work fell, and

" The poor are unlikely to have savings to increase their consumption. Moreover, the information on household
savings and other assets is limited, especially in terms of changes over time which is the relevant information for
income generation.

® Private transfers includes remittance income.
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public social security fell significantly. Private transfers increased, suggesting that they may fill some
insurance function.

Figure 2
Changes in Income and Employment

Annual growth in the poor’s income per capita by Job creation, by sector (in thousands)
source, 2002-2004 and 2004-2006 (in %)
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Source: World Bank estimates based on Household Budget Surveys and Labor Force Surveys.

18. Economic growth appeared delinked from job creation. Construction and the manufacturing
industry, together with trade and transport, accounted for some 54 percent of total economic growth
between 2002 and 2006. The average contribution of agriculture had been modest (12 percent, or about
0.4 percentage points) and in fact negative in 2006. In terms of absolute numbers, the job situation
improved in FYR Macedonia, but sectors with value added growth were not creating employment. The
agricultural sector created the most jobs on a net basis, although its contribution to value added growth
was minimal or negative. Thus, job creation was been connected with low or negative productivity
growth and with low productivity sectors.

19. The new jobs created were mostly unpaid jobs for low or unskilled youth, and may have
represented hidden unemployment and underemployment. Three fifths of all new jobs in 2004-2006
were taken by workers with primary education or less, and over one third were unpaid jobs in the primary
sector and one fifth represented self-employment in the primary sector.® These categories generally have
the least job security and social protection, and the highest underemployment rates (that is, workers are
underutilized). Thus, job creation did not result in poverty alleviation. In fact, the Southwest, Southeast,
and Pelagonija regions, saw poverty numbers stagnate or increase. If anything, the relationship between
job creation and poverty increase was positive in this period because the jobs the poor held were low
wage or unpaid.

20. Consequently, the group of working poor increased. Poverty rates were higher among the
unemployed or inactive than among the employed, and households with a higher share of employed were
less poor than households where few or none were working. However, there was a shift towards higher
poverty rates among the employed as well, where extreme poverty rates approached those of the
inactive/unemployed. Between 2004 and 2006, the poor occupied one third of all new jobs. However,
since many of these jobs were unpaid and informal (and hence without social insurance benefits), they did

® Primary sector refers to agriculture and mining.
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not contribute to poverty alleviation. Similarly, poverty rates for households with higher share of
employed persons increased.

Figure 3: Pension income was critical for poor receiving households,
but social assistance was insufficient to make ends meet
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a/ This graph shows that share of reported transfers in total consumption expenditures of recipients. Thus, in
2006, the sum of all pensions received by the extreme poor divided by the sum of all consumption expenditures of
extreme poor living in households receiving pension income of the extreme poor was 80 percent.

Source: World Bank estimates based on HBS.

21. The social protection system has a wide reach and its social welfare components could
benefit from improved targeting to the poor. The social protection system in FYR Macedonia is
comprised of contributory social insurance programs and non-contributory social benefits which include
income support benefits, child allowances and disability benefits. Nearly 90 percent of total social
protection benefits, which include pensions, are allocated to households above the poverty line. The social
insurance programs compensate those who paid into the social insurance system as they held jobs in the
formal sector. The non-contributory social benefits programs are designed to help those who are in need
of state aid and comprise instruments to reach disadvantaged groups such as able body individuals who
are unable to provide financial security for themselves, invalids, students in need of financial aid, and
families with young children.

22. Though social benefits programs performed well compared to international averages, key
public social transfer programs continued to see significant leakage of benefits to the non-poor.
Social programs exhibited some pro-poor targeting; yet, there was substantial leakage to the more affluent
households. Specifically, about 40 percent of total transfers reached the poor, implying that between half
and two-thirds of the total funds allocated to this program did not reach the intended beneficiary group
which is partly due also to the fact that the some programs are rights-based (categorical) rather than
means (or income)-tested. This being said, FYR Macedonia’s performance is among the top four out of
26 in the Central and Eastern Europe and Central Asia region.

23. Pensions provided better coverage and a higher proportion of income for the poor, while
the targeting of social assistance and other welfare benefits deteriorated since 2002. The share of
poor households receiving social assistance benefits declined. In 2002, half of the extremely poor
households and one in three moderately poor households received social assistance. By 2006, only one in
three extremely poor households and one in five moderately poor households received social assistance
benefits. In contrast, though the pension system is not an anti-poverty program, its coverage of the poor
was much higher. Pension coverage of the extreme poor increased from 17 percent to about 34 percent (to
reach the average for FYR Macedonia) while the coverage of the moderate poor remained constant at
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about 30 percent. Furthermore, the extreme and moderate poor who receive pensions increased in 2002-
2006 by 5 and 3 percentage points respectively to reach 80 percent and 56 percent of consumption per
capita.

Figure 4: Job creation and destruction
Jobs created and destroyed through Net job creation and efficiency

expansion, contraction, entry and exit. by sector in 2002-2006
Thousands (average per year).
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Source: World Bank estimates based on Firm Registry Data.

24. Private transfers compensated for some of the fall in public transfers. Remittance income
took on a more important role for the poor over time. In 2002, less than one percent of the extremely poor
population lived in a household which received remittances from abroad. By 2006, this number had
increased to over 8 percent. For the moderately poor, the coverage increased from 1 to 5 percent. Since
the share of non-poor remained stagnant, a higher share of the poor than the non-poor was covered by
some form of remittance income. Notwithstanding this increase, less than one in ten of the poor could rely
on remittance income (at least as recorded in the HBS) to support their consumption.

JoB DYNAMICS IN FYR MACEDONIA

25. In this report, we use firm level data from the government’s Enterprise Registry to examine shifts
in formal job creation — and opportunities for the population.”® The analysis of firm enterprise data
provides a window into changes occurring in the economy, reflective of the impact of public policies as
well as international developments. Specifically, changes over time in job creation and job destruction
rates and patterns can be particularly informative. Limitations do exist as it is not possible to identify

19 There is no standard definition of a “formal worker”. However, one reasonable definition is an employee with a
formal work contract. A reasonable proxy in FYR Macedonia for the presence of a contract is whether the worker
receives “net pay” indicating that taxes are deducted from his or her paycheck. We use this proxy since the Labor
Force Survey does not explicitly ask the worker whether he or she has a contract, but does ask about net pay.
According to the Labor Force Survey (2006) 62 percent of all employed are employees receiving net pay. This
proportion represents the upper bound of the proportion of formal sector workers as it excludes unpaid labor, self-
employed, employers, and those employees who either did not or “do not know” if they received net wages.
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whether the jobs being created or destroyed are those held by the working poor. However, the analysis of
enterprise data does provide us with the third part of the story of why poverty remained stagnant despite
the increase in employment in FYR Macedonia.

26. Low net formal job creation numbers mask high rates of job creation and job destruction at
the firm level. Between 2002 and 2004, net job creation was negative, and although job creation resumed
between 2004 and 2006, employment did not recover to 2002 levels. Between 2002 and 2004, about 27
percent of all formal jobs were destroyed each year, but only 20 percent of jobs recreated — and hence,
formal employment appeared to be shrinking on a net basis. But while job destruction remained just as
high in 2004-2006, job creation increased to 31 percent. In other words, in any one year, 3 in 5 jobs were
“reallocated” (i.e., destroyed or created) across the economy. For each job gained in net terms, more than
thirteen jobs had to be reallocated across the economy. Thus, one important issue in future labor market
work is to measure the vulnerability to unemployment or informal sector employment for persons holding
formal sector jobs.

217. Firm survival rates improved. Jobs can be created and destroyed through the creation or
liquidation of firms, or through the expansion or contraction of existing firms who do not go out of
business. In both 2002 and 2004, more jobs were created through start-ups than through firm expansion.
But in the latter period of 2004 to 2006, firm survival appears to have improved, as the number of jobs
destroyed through the exit of firms fell. More jobs were in fact destroyed in continuing firms than in
liquidated firms. Little is known either about severance arrangements or the impact on households of this
high rate of job turnover — or whether those who lost their jobs were the ones who acquired the new ones.

28. Reallocation needs remained very important in FYR Macedonia. The international
experience is that as the restructuring process matures, entry and exit rates slow down. In 2004-2006,
about 24 percent of firms were created and about 14 percent liquidated (or exited) as a proportion of all
firms — implying a reallocation rate of 38 percent. FYR Macedonia’s level of churning is thus high by
comparison both with other transition countries and OECD countries. For example, about 15 percent of
all firms either enter or exist in any given year in the United States, 22 percent for Romania, and 26
percent for Latvia. This may be an indication that FYR Macedonia is in an earlier stage of transition than
some of the other Eastern European countries.

29. Net job creation was only positive in the services sector. The inter-sectoral shifts in FYR
Macedonia’s job structure are consistent with an economic transition path. Industry, which appears to be
overrepresented in the administrative enterprise data, compared to the Labor Force Survey, saw high job
destruction, with massive reallocation above what would be needed to just transfer jobs from one sector to
the other, but job creation increased over time. The services sector experienced positive and increasing
net job creation and was the sector with the most efficient job creation, in the sense that the excess
reallocation is the lowest.

30. In spite of a general shift towards higher job creation, important sectors saw little or
negative job growth. In the manufacturing sector, which accounts for some 37 percent of employment in
the sample, there is a shift towards higher job creation and lower job destruction in 2004-2006 compared
to the early 2000s. However, an exception to this is the textiles industry, which alone accounts for 14
percent of jobs. The textiles industry created virtually no formal jobs in the second period, while gross
reallocation remained the same. Within the services sector, sub-sectors have similarly shifted towards
higher job creation and lower job destruction. The one exception was transports and communications
sector, where both job creation and job destruction increased. Again, this is one of the sub-sectors with
the highest shares of employment (around 10 percent).

Figure 5: A shift towards higher job creation— except in major employing sectors
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Manufacturing and construction: Job creation and job Services sector: Job creation and job destruction rates,
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Source: World Bank estimates based on Firm Registry Data.

31. Only firms with negative productivity growth were creating jobs towards the end of the
period under analysis. Positive net job creation between 2004 and 2006 was driven entirely by low wage
jobs. From a poverty perspective, more employment in firms with low productivity levels is likely to
mean more job opportunities for the poor. At the same time, without a concomitant boost in output, there
was no basis for real wage growth. But in fact, only firms with negative labor productivity growth
(especially the second quintile — firms between the 20 and 40 percentiles of the productivity distribution)
were creating jobs on a net basis.

32. In spite of some dynamics, there did not seem to be a shift towards better paying or more
skilled jobs. The job creation process became more efficient over the period 2002-2006. However, since
new jobs did not appear to be connected with labor productivity growth, their sustainability would be
threatened in a competitive environment, and they could not provide income growth for their workers.
The story emerging from the firm data is thus consistent with the poverty stagnation, the increase in
working poor, and the disconnect between poverty and job creation.

THE WAY FORWARD

33. The global economic crisis poses huge challenges for FYR Macedonia, including to effectively
protect the poor. The government has the opportunity to transform the dynamics of economic growth and
poverty reduction from one where the poor did not share in growth to one that utilizes the poor’s labor
assets. The current global crisis may delay measurable benefits of adopting policies that would have
yielded returns in the near term. Nevertheless, these policies remain important to pursue because the cost
of inaction could potentially keep a significant share of the population mired in poverty and delay FYR
Macedonia’s overall social and economic development. Moreover, the greater danger is that it would
potentially slow down convergence with the rest of the EU in the long-term and even the New Member
States of the EU in the medium-term.

34. The years 2002-2006 represents a difficult period in FYR Macedonia’s development. It was
characterized by moderate economic growth and low-quality job creation. The economy grew at rates
below those experienced in regional comparator countries. Many of the jobs that were created in FYR
Macedonia implied underemployment, precarious work, and low and even falling pay — rather than
economic dynamism. Moreover, social welfare programs (as distinct from social insurance) were not
adequately targeting the poorest in society who were unable to meet their basic needs.
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35. The government is pursuing a broad agenda and must do so in the face of both short-term and
long-term challenges. However, from the perspective of reducing poverty, there are certain priority areas,
that if tackled, could help to better alleviate poverty.

36. First, given the strong relationship between economic growth and poverty reduction globally,
policies which accelerate growth to above 5 percent per annum have the best chance of reducing poverty.
Having policies which enhance shared growth is the most effective — and most cost efficient — instrument
for raising the greatest number of people out of the poverty. The recent World Bank report, FYR
Macedonia — Moving to Faster and More Inclusive Growth: A Country Economic Memorandum,
discusses the benefits of increasing annual average growth by over two percentage points by
implementing a series of structural reforms. Continuation of reforms in the judiciary, contract
enforcement and land titling is necessary to further strengthen creditor and property rights. Reforms that
would promote and strengthen competition (i.e. further trade and market liberalization, stronger
regulatory bodies etc.) are also a key requirement for stronger economic growth. Public administration
reform are needed to reduced the administrative costs of the public sector and promote investments.
Moreover, World Bank analytical work on labor markets pointed out that the responsiveness of
employment to growth was low in part because of the high cost of hiring labor due to the excessive social
contributions.** At the same time, the mix of macroeconomic policies should support macroeconomic
stability and sustainability of fiscal and external balances.

37. Second, the government should continue its focus on enhancing competitiveness and improving
the business environment despite the challenges posed by the current global crisis. Areas of importance
for private sector development are 