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1. Country and Sector Background 
 
(a) Azerbaijan is located on the Western shore of the oil-rich Caspian Sea. Although still a 
low-income country, Azerbaijan has strong potential to grow rapidly in the years ahead because 
of the oil and gas resources it is currently developing. These resources are considerable, but 
finite, peaking in about a decade and then declining rapidly. The most difficult challenge 
Azerbaijan faces, which is well understood by the Government, is to avoid the path followed by 
many natural resource rich countries, wherein their citizens derive little benefit from the influx of 
oil revenues. This will require designing and implementing a policy agenda that leads to poverty 
reduction and improves incomes as well as equity for current and future generations, while 
maintaining macroeconomic and financial stability. 
 
(b) Growth in the non-oil sector will be critical to achieve the goal, as is clearly set out in the 
State Program on Poverty Reduction and Economic Development (SPPRED). While the oil 
sector will contribute to the majority of GDP growth, the magnitude of poverty reduction will be 
dependent on achieving the projected growth in the non-oil sectors. The development of 
infrastructure (in particular utilities, telecom, and transport) is one of the six major strategic 
pillars of the SPPRED and is as critical to further expansion of the non-oil sector as it is for 
improving the living standards of the low-income population. Approximately 56 percent of the 
main road network is in a poor state1 and in need of urgent repair, and about 1,000 kilometers (30 
percent) of rail track requires reconstruction. The upgrading of the East-West road corridor 
(Baku-Ganja-Kazakh-Georgian border through Alat and a more direct route through Shamakhi) 
and North-South road corridor (Russian border-Baku-Alat-Astara-Iranian border), in particular, 
and better connections to rural areas, are among the most important infrastructure requiring 
attention. As such, investment in road infrastructure is the main priority outlined in the draft 

1 The Azeri road network (excluding Nakhchivan and Nagorno-Karabakh) comprises 18,437 km of road, which divides into 958 
km of major arterial (‘magistral’) roads, 1,216 km of minor arterial (‘republican’) roads, and 4,312 km of ‘collector’ roads. The 
remaining part of the RTSD network consists of ‘local’ roads. Half of the total network is paved, and much is in a poor state of 
disrepair with three-quarters in need of rehabilitation. 191 km only are 4-lane highways. 
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Public Investment Program of Azerbaijan. All sections of the East-West corridor to Georgia are 
scheduled for upgrading by 2009, with secured funding, while the North-South corridor is to be 
completed by 2010. These investments are part of the government strategy to upgrade its 
international connections and bring the main network to a maintainable condition, while 
gradually introducing policies to focus on the sustainability and the quality of road services. 
 
(c) Azerbaijan’s geographical position makes it an important link between the Black and 
Caspian Seas and between Russia and Iran. Trade with its neighbors, both transit and bilateral, is 
an important feature of the Azeri Economy. Economic prospects are bright on the short and 
middle terms, hinging heavily on the development of the oil and gas sectors. The overall GDP is 
estimated to increase from US$8.5 billion in 2004 to US$22.2 billion in 2008, with non-oil GDP 
increasing from US$5.7 billion in 2004 to US$10 billion in 2008 (in current US$)2. With much 
of the non-oil trade being small size shipments transported by road to neighboring countries, 
access to international markets requires the provision of suitable road transport infrastructure on 
corridors, ready to meet mid-term strong traffic increase, to replace the presently narrow, low 
quality roads.  
 
(d) In 2004, the total vehicle fleet was 517,000 and is currently rising: 22,000 vehicles were 
imported in 2003 and 37,000 in 2004. This trend should gain further momentum following the 
strong growth of the GDP, as the middle class should widen and get broad access to car property. 
Traffic on the Baku to Astara road is currently about 10,000 vehicles per day (vpd) between 
Baku and Alat, falling to around 6,000 vpd after Alat and then ranging between 3,000 to 5,000 
vpd near the Iranian border. Considering the expected tremendous growth of the economy (and 
thereafter of the road traffic) and the current low ratio of vehicle per inhabitant, it is necessary to 
start now the modernization of the road network as traffic is expected to grow fast and to reach 
much higher values by the time the road modernization program is completed. 
 
(e) The Highway 2 project (AH2P) has been providing support to the Government meet the 
transport sector challenges by (i) rehabilitating the 41km section of the 2 lane, Baku-Georgia 
highway (M2) between Kurdamir and Ujar; (ii) upgrading key sections of the Baku-Iran highway 
(M3) between Alat and Masalli; and (iii) rehabilitating the two lane road (M4) linking Baku to 
Shamakhi between Baku and Shamakhi.  The upgrading of the M3 highway will widen the road 
to a four lane mostly along a new alignment which will bypass major cities and reduce the travel 
distance by about 30km, and improve traffic safety.  The project has been designed to upgrade 
the entire Alat – Masalli section over 143km, however, only 31km has been financed under the 
AH2P due to insufficient budget.  It has been anticipated that the remaining about 112km would 
be completed under additional financing.   
 
(f) The existing AH2P has also been supporting the modernization of the transport sector of 
the country through enhanced design of roads and improved maintenance planning.  The 
Government, with the support of the IFIs involved in sector financing, is addressing three key 
sector issues: (i) the legal and institutional development of the transport sector; (ii) the technical 
and economic quality of expenditures on roads, and (iii) the medium and long-term financial 
sustainability of the investments in the network.  The Ministry of Transport was created only 

2 World Bank, Program Document for a Proposed Poverty Reduction Support Credit to the Republic of Azerbaijan, Annex III, 
April 2005. 



four years ago and its authority on the sector’s legal, policy and financing decisions is still 
evolving.  The division of responsibilities between the Ministry as a normative institution, and 
the executing agencies in each mode, has not been very clearly defined.  The Government, as 
part of the IDA-financed Highway Project (AHP), developed a comprehensive business plan and 
developed a “client-supplier” relationship between the Ministry and road agency, which led to 
the transformation of the former RTSD to establish the Azer Road Service JSC (ARS).  This 
relationship between the MoT and ARS has been formalized through “Service Agreements” 
under the support of a recently approved EBRD project, which also intends to enhance sector 
governance through the creation of a Road Advisory Board.  
 

2. Objectives 
 
(a) The main project development objective of the additional financing remains the same as 
of AH2P: reduce road transport costs and improve access, transit and road safety within 
Azerbaijan's East-West and North-South corridors.  For road users, the project would lead to 
better road quality and level of serviceability, avoiding or deferring costly congestions expected 
on the basis of mid-term traffic projections, better road safety through new alignments and city 
bypasses, avoiding hazardous crossing of urban areas by heavy transit traffic, and savings 
derived from shorter travel times. 
 
(b) Key Indicators.  Project performance would be assessed through a number of qualitative 
assessments and quantitative indicators. The specified indicators would be regularly monitored 
and evaluated by MoF, MoT, ARS and the PIU.  The proposed indicators to be used to assess 
project performance under the additional financing include: 
 
(c) Project Outcome Indicators 

• Reduction in transit time/vehicle operating cost from Alat to Masalli 
• Reduction in transit time/vehicle operating cost from Tagiyev and Sahil 
• Reduction in number of road accidents in the project roads 
 

(d) Intermediate Outcome Indicators 
• Number of km upgraded for Alat-Masalli 
• Number of km rehabilitated for Tagiyev-Sahil 
 

(e) The current Azerbaijan Country Partnership Strategy refers " to improving [...] 
infrastructure services" as a central element of its first strategic goal “Sustainable and balanced 
growth in the non-oil sectors" and defines "improved quality and access and lower cost to users 
of roads" as a pillar of its second strategic goal “Greater integration with neighboring countries 
and markets". The CPS underlines that Azerbaijan needs better infrastructure to cope with the 
fast growing economy and could generate additional employment and economic benefits by 
serving as a transit corridor for trade between Europe and Central Asia. Project design closely 
follows the CPS guiding principles by emphasizing the improvement of basic trade corridors 
while addressing the main technical and institutional foundations of sector management. 
 



3. Rationale for Bank Involvement 
 
This loan will cover policy and investment gaps in the road sector. The Government plans to 
implement an investment program of more than US$1,000 million to rehabilitate and reinforce 
major transit highways and secondary roads over the next 10 years. It has indications of financial 
support (EBRD, Asian Development Bank, Islamic Development Bank, some bilaterals) for 
about US$200-300 million. They expect the Bank to assist in closing the financing gap. At the 
request of the Government, the Bank will concentrate on the North-South corridor and East-West 
corridor which are part of the backbone road network. 
 

4. Description 
 
(a) Component 1: Upgrading of the remaining sections of the M3 highway between Alat and 
Masalli and rehabilitation of the existing R6 Baku bypass between Tagiyev and Sahil, as well as 
about 200 km of secondary and local roads.  This component comprises the civil works for the 
above roads as well as the consultancy services for engineering design and the supervision of the 
works. Land acquisition and resettlement costs required for acquiring the ROW of about 500 
hectares would be solely financed by the Government. 

 
(b) Component 2:  Provision of technical assistance, training and goods to support 
strengthening of MOT and ARS and carrying out project implementation: This component will 
finance continued capacity development of ARS through provision of support to the 
development of standard documents for domestic investment projects, seminars and training to 
the investment divisions of the ARS, support to technical universities for curriculum 
development, PIU salaries, incremental operating costs, vehicles and project auditing.  
 

5. Financing 
Source: ($m.) 
Borrower 213 
International Bank for Reconstruction and Development 300 
 Total 513 
 

6. Implementation 
 
(a) There is a coordinated approach of donors in the transport sector in Azerbaijan, and the 
process of informal consultation will continue under the proposed project. In particular, key 
elements of the institutional strengthening program will be implemented under an EBRD loan 
(mostly top-down initiatives), and will be complemented by the bottom-up measures envisaged 
under the proposed loan. Also, because ADB will finance a section of the M3 road contiguous to 
the project financed Alat-Masalli section, coordination will be needed in terms of unifying the 
alignment selection and ensuring consistent environmental management approaches. To that end, 
the Government carried out under Bank financing the feasibility study of the whole M3 road, 
while each institution will support the final designs of the road sections it finances 



(b) The Loan Agreement will be established between the Bank and the Government. The 
Project will be implemented by ARS with the assistance of a PIU. The PIU has already been 
established to implement the AHP (Credit AZ-3517) and AH2P (IBRD-7356 AZ), and will be in 
charge of the implementation of the additional financing. The PIU is administratively under 
ARS. In order to implement all projects supported by IFIs satisfactorily, the ARS already 
increased PIU staff from 5 to 11 staff.  
 
(c) The PIU has the overall responsibility for project implementation and coordination, 
including planning, procurement, disbursement of funds, monitoring the use of funds, auditing 
arrangements, monitoring and evaluation, and reporting on the progress of implementation and 
use of project funds to the ARS Director.  
 
(d) The existing Operational Manual prepared under AH2P will continue to be used. The 
manual inter alia clarifies (i) the organization of the PIU, (ii) the mandate and powers delegated 
to the PIU, (iii) the procurement procedures, (iv) the financial management and disbursement 
procedures and (v) the guidelines related to the implementation of the project, in particular for 
the phasing, environmental and social issues.  
 

7. Sustainability 
 
(a) Project sustainability is expected to come from good returns on investments through the 
strong growth of the traffic on the concerned roads, the decrease in fatal injury thanks to 
bypasses of cities and better safety standards, and most importantly, on the efforts that will 
continue to be provided to ensure sound maintenance practices.  Considering that the project 
addresses the main arterial sections of key international routes, it has assured a high level of 
priority in any future road rehabilitation and maintenance program, thus guaranteeing a high 
level of serviceability needed to attain the expected project benefits. 
 
(b) The technical assistance component of the project will build on the ongoing AHP and 
AH2P and continue the efforts to advance road management techniques through the 
improvement of data collection and the upgrading of design standards, an area in which the 
government has shown strong commitment. The building up of ARS under the ongoing projects 
with a cadre of young and enthusiastic professionals willing to bring to the road institution new 
ideas and best practices from similar road agencies in the world is a trend likely to continue and 
probably to expand in the near future.  
 

8. Lessons Learned from Past Operations in the Country/Sector 
 
(a) The Bank’s experience with its highway portfolio in general, and that of the Central 
Asian countries in particular, highlights a high level of client satisfaction with investment 
components that have contributed to the fulfillment of many of the sector and macroeconomic 
objectives of the Bank’s assistance strategy. Nevertheless, institutional initiatives contained in 
those projects resulted in outcomes many times below original expectations. OED has found in 



many of its reports that limited institutional capacity and the sometimes hastened pace to 
introduce new approaches to the existing institutional culture have been detrimental to the policy 
agenda. The following lessons from similar projects in the sector and in the region are reflected 
in the design of the current project. 
 
(b) Ensure client ownership of the institutional components.  The Azerbaijan 
RoadTransport Services (ARS) has built on its experience under the ongoing AHP and AH2P to 
determine the priorities of the institutional strengthening components. The additional financing 
will build on the ongoing projects, and continue and expand the efforts to further advance road 
management techniques that have been implemented under the existing projects. 
 
(c) Keep the level of project difficulty in line with the local institutional capacity.  The 
additional financing, like AH2P, comprises very few and well-defined project components, 
including the strengthening of the PIU and ARS to ensure smooth project management and the 
continuation of efforts in road maintenance and design that are being successfully undertaken in 
the ongoing projects. The scope and size of the component replicates the ongoing experience, 
which has a proven record of fitting the local absorptive capacity. 
 
(d) Avoid giving sole priority to the construction of major thoroughfares.  While the 
completion and upgrading of the main highway network is an undeniable priority of the 
country’s strategic development, a budget heavily skewed towards major construction projects 
affects the attention of the existing roads and the capacity to improve road accessibility to the 
poorer segments of the economy. The proposed additional financing will use the approach taken 
under the AH2P and combine the upgrading of the main arterial roads of the country (M3 and 
R6) with the rehabilitation of 200km of secondary and local roads to improve accessibility of 
rural hinterland.    
 
(e) Avoid design changes and variations during construction.  Because the technical 
complexity of highway construction is many times underestimated, many projects of this type 
experience substantial cost overruns and construction delays.  To address these risks, the ARS is 
implementing a phased approach to road construction, with each phase to be supported by an 
interactive process in designing alignment alternatives, assessing technical, environmental and 
social impacts, and cross-validating design results with engineering firms and other experts. 
 



9. Safeguard Policies (including public consultation) 
 

Safeguard Policies Triggered by the Project Yes No 

Environmental Assessment (OP/BP 4.01) [X] [ ] 
Natural Habitats (OP/BP 4.04) [X] [ ] 
Pest Management (OP 4.09) [ ] [X] 
Physical Cultural Resources (OP/BP 4.11) [X] [ ] 
Involuntary Resettlement (OP/BP 4.12) [X] [ ] 
Indigenous Peoples (OP/BP 4.10) [ ] [X] 
Forests (OP/BP 4.36) [] [X] 
Safety of Dams (OP/BP 4.37) [ ] [X] 
Projects in Disputed Areas (OP/BP 7.60)* [ ] [X] 
Projects on International Waterways (OP/BP 7.50) [ ] [X] 

10. List of Factual Technical Documents 
 
A. Project Information Document, Appraisal Stage, January 23, 2008 

B. Bank Staff Assessment 

Pre-appraisal mission Aide Memoire, January 11, 2008 
 
C.  Reports and Studies 

Strategic Environmental Assessment (SEA), Scott Wilson 
Environmental Management Framework (EMF), Scott Wilson 
Resettlement Policy Framework (RPF), Scott Wilson 
Project Appraisal Document for Highway 2 project 

 

11. Contact point 
Contact: Olivier Le Ber 
Title: Lead Transport. Spec. 
Tel: (202) 458-7666 
Fax: (202) 614-0900 
Email: oleber@worldbank.org 
 

* By supporting the proposed project, the Bank does not intend to prejudice the final determination of the parties’ claims on the 
disputed areas 



12. For more information contact: 
The InfoShop 
The World Bank 
1818 H Street, NW 
Washington, D.C. 20433 
Telephone:  (202) 458-4500 
Fax:  (202) 522-1500 
Email: pic@worldbank.org 
Web: http://www.worldbank.org/infoshop 

 


