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WHEELS OUT OF BALANCE

EXECUTIVE SUMMARY

This report follows on ITDP's earlier report, "Counting on Cars, Counting Out 
People," published in 1994.  That report found significant biases in the nature of World 
Bank economic rate of return (ERR) analysis, which could result in the favoring of road 
loans over loans to alternative modes of transport.  Since that time, some of the 
problems in their ERR methodology are in the process of being changed, such as the 
inclusion of the impact of projects on non-motorized modes.  While these and other 
necessary changes have yet to be incorporated into World Bank practice, progress is 
being made. 

This report concludes, however, that even if the problems in the ERR 
methodology were removed, the possibility of a lending bias in favor of motorized road 
transport remains.  Bias exists not only in the way in which the ERR is conducted, but 
also in the importance of the ERR in the overall loan approval process.  World Bank 
loans are evaluated not only in terms of their economic rate of return, but also in terms 
of their financial rate of return, their environmental impacts, their social impacts, the 
level of cost recovery, and other concerns.  But these various types of analysis are not 
always given equal weight in the evaluation process, and herein lies the problem.  

Economic analysis, financial analysis, and analysis of the level of cost recovery 
are intended to examine separate, but equally important issues.  Economic analysis is 
intended to measure in the broadest possible terms the economic impact of the project.  
Economic analysis, in ideal terms, should be able to determine the affect of the project 
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on economic growth.  Financial analysis, by contrast, should measure the affect of the 
project on the financial position of the borrower.  The level of cost recovery generally 
refers to the percentage of the revenues of a public transit authority, a railroad 
company, a highway authority, or a highway department that are covered out of user 
fees rather than government subsidies.  

In the road sector the economic analysis is given the most weight in the 
determination of loan viability, while a financial analysis is almost never performed.  
Analysis of the level of cost recovery in the road sector is only occasionally performed.  
Road loans are justified primarily based on economic benefits that accrue to road users, 
such as lower vehicle operating costs or lower fuel consumption.  These benefits, 
however, do not accrue to the agency responsible for building and maintaining the road. 
In fact, if the road project is projected to reduce fuel consumption, and gasoline taxes 
are the primary user charge, it is possible that the road project will actually hurt the 
financial position of the implementing road agency.  Thus, it is possible within current 
World Bank loan assessment procedures in the road sector that loans would be made 
where the financial rate of return was negative.  In other words, World Bank road sector 
loans could actually be making the debt problems of borrowing countries significantly 
worse.  Because no financial analysis of road loans is performed, however, the specific 
debt implications of the loan remain unknown.  

While the World Bank will occasionally conduct studies of the level to which road 
user charges are covering the expenditures in the road sector, the issue of cost 
recovery is only occasionally included in road sector loan agreements, and specific cost 
recovery targets are never specified.  As a result, it is possible that many World Bank 
loans are being made in countries where the road sector is heavily subsidized, and the 
level of subsidy is increasing, yet this issue is not raised in road loan negotiations.  

This approach contrasts sharply with the loan assessment process for the rail 
and public transit sectors.  In these sectors much greater weight is placed on the 
financial analysis and the level of cost recovery.  Most loans to the rail and public transit 
systems have a positive financial rate of return.  A typical scenario is that the loan will 
finance the purchase of new, fuel efficient buses, which will reduce the operating cost of 
the bus fleet and hence over time improve the financial position of the bus company.  At 
the same time, most public transit and rail loans are accompanied by side agreements 
mandating that the level of cost recovery be increased in a certain period of time.  While 
the specific level of cost recovery varies from loan to loan, the loans often contain 
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specific cost recovery targets. 

The World Bank relies more heavily on financial rates of return analysis and 
imposes specific cost recovery targets in the public transit and rail sectors out of a 
concern for the long term financial viability of these systems.  Financial constraints often 
lead to the deterioration of public transit and rail service.  At the same time, however, 
these concerns about financial rate of return and reducing the level of subsidy in the 
public transit and rail sector are having the impact of cutbacks in service frequency, line 
closings, and increasing fares, which in the short term at least are adversely affecting 
ridership.  

It is unclear whether these changes in transit and rail service provision could be 
justified by economic rate of return analysis.  It is possible that the social costs implied 
by these system changes, such as increased passenger travel times, increased traffic 
congestion and air pollution resulting from people switching from public transit to private 
motor vehicle trips, could not be justified by the extra revenue captured by these 
changes.  As no economic analysis is ever performed on the recommended 
restructuring of these systems, the broader economic impacts to society remain largely 
unknown.  

As economic analysis is much broader and more open to interpretation than 
financial analysis or cost recovery requirements, it is much easier to find road loans that 
satisfy the World Bank's lending criteria than it is to find rail or public transit loans which 
fit their criteria.  This could lead to a growing share of World Bank transport sector 
lending being targeted to the road sector relative to rail and public transit sectors. 

The report shows that this potential bias in favor of road lending does not exist in 
the lending practices of private banking institutions.  Private banks if lending with a 
government guarantee, as is the case with most World Bank loans, concern themselves 
only with the legal soundness of the government guarantee and the government's ability 
to cover this guarantee.  
No financial, economic, or cost recovery appraisal is conducted.  In the absence of a 
government guarantee, a careful evaluation of the financial viability of the project will be 
undertaken, regardless of the sector.  In the road sector, this means that loans without 
government guarantees have only been made for toll road projects in areas with quite 
high projected traffic volumes.  

There is considerable danger that the World Bank's current loan assessment 
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procedure in the transport sector, as currently structured, could lead to the following 
problems.  First, it could lead to a considerable reduction in subsidies to the public 
transit and rail sectors, while tolerating rising subsidy levels in the road sector.  This 
could help to encourage growing use of private motor vehicles, with major 
consequences for environmental and social sustainability.  World Bank and other 
international agencies affected by World Bank guidelines finance up to 20% of the 
transport infrastructure in developing countries, giving them considerable leverage over 
transport system evolution.  If this lending bias is hastening the process of rapid 
motorization, it would be exacerbating the already alarming projected trend that 
emissions from the transport sector will increase by between 40% and 100% by 2025, 
with much of the growth coming from World Bank client countries in the developing 
world and Central and Eastern Europe.

Secondly, the lack of financial assessment of road loans could lead to borrowing 
countries taking on an increasingly unsustainable level of debt.  Both of these problems 
are serious enough to warrant some reforms in the transport sector loan approval 
process.  While the report also finds evidence of significant positive change in World 
Bank lending policies in some regions, which promise to reduce the current road sector 
bias of their lending, the report recommends specific changes. 

This report does not recommend that the World Bank adopt private banking 
principles for its loan assessment procedures.  The World Bank's mandate is broader 
than that of a private bank, with a responsibility to reduce poverty, promote 
sustainability, and promote fiscal responsibility.  

Rather, the report recommends two ways in which the current biases favoring 
lending to the road sector could be removed, using examples from Hungary.  The first 
way would be to upgrade the importance of economic analysis in the public transit and 
rail sectors, while reducing the importance of financial and cost recovery analysis in the 
determination of loan viability.  At the same time, the World Bank should continue to 
work towards removing the current biases in the economic appraisal methodologies 
which tend to favor road loans.  In this way, the lending criteria for public transit and rail 
would be put on a level playing field with road sector loans.  

This reform would have the following advantages.  First, it would base the 
determination of loan viability on the broadest estimation of overall social costs and 
benefits.  So long as the overall social costs of the project are outweighed by the overall 
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social benefits, the project would be justified.  The ability of the government to absorb 
further debt would then be analyzed in much broader terms and not in project-specific 
or even sector specific terms.  

This reform would also have the advantage of reducing the administrative 
overhead costs of performing a financial analysis and cost recovery analysis in public 
transit and rail sector loans, as well as an economic appraisal.  By in essence reducing 
the conditionality on World Bank loans, it would also have the advantage of increasing 
the ability of the World Bank to compete with other Multilateral Development Banks, 
particularly the European Investment Bank, who may be placing fewer conditions on 
their loans and hence capturing business from the World Bank.  

The disadvantage of this approach is that it would undermine the World Bank's 
ability to leverage policy changes that would lead to more fiscally responsible and 
perhaps financially sustainable operations in the transport sector.  If the goals of 
increasing financial sustainability are seen as key to the World Bank's policy agenda, 
removing financial and cost recovery conditionality may be a step backwards.

The second option, therefore, is that the World Bank maintain fairly rigorous cost 
recovery targets and positive financial rates of returns as conditions for loan approval in 
the public transit and rail sectors, and impose similar conditions in the road sector.  This 
would mean developing a methodology for determining the financial rate of return for 
road sector loans, and making a positive (10% or better) financial rate of return a 
condition of loan approval in the road sector.  Secondly, it would require imposing cost 
recovery targets in the road sector that either correspond to, or are higher than cost 
recovery targets being imposed on public transit and rail loans in the borrowing country. 

The advantage to this approach is that it would allow the World Bank to use its 
leverage to reduce debt and promote financial sustainability in both the road and rail/
public transit sectors.  This could stimulate greater efficiency of service provision in both 
sectors and would promote sound fiscal policy by the borrower.  

At the same time it may limit the availability of World Bank loans to projects that 
should be justifiable based on their overall social benefit, and the greater level of 
conditionality this type of lending would assume may lead borrowers to turn to 
alternative lending institutions which are less likely to impose conditions on their 
lending. 
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The following report, using the example of Hungary, outlines a possible 
methodology for how financial analysis could be performed in the road sector, and how 
cost recovery requirements could be imposed on the road sector in a way that would be 
balanced with existing levels of subsidy in the road sector. 

As World Bank loan agreements requiring the Budapest Transport Company 
(BKV) to increase their level of cost recovery to 50% by the year 2000, any future road 
sector lending should include similar cost recovery targets.   This would require raising 
an additional Ft.5.5 billion annually from car users, using a conservative estimate of 
environmental externalities.  Such cost recovery targets could be achieved, for 
example, by increasing oil prices, vehicle registration fees, tolls, or fees for on-street 
parking.  Such cost-recovery targets in the road sector should also give any road sector 
project a positive financial rate of return.  

Given the maintenance backlog in the road, rail, and public transit sectors in 
Hungary, this report is generally supportive of the World Bank's efforts to encourage 
greater spending on maintenance, and their decision to focus their funding on 
maintenance and rehabilitation.  Future loans for road maintenance should involve tacit 
agreements on sustainable levels of spending on new road construction. 

The report also finds that while World Bank negotiators are insisting that the 
current level of subsidy to Hungarian National Railroad (MAV) be reduced from 1.7% of 
GNP to 0.6% of GNP, if these subsidy levels were correlated to current road sector 
subsidy levels, including modest estimates of environmental externalities, subsidies 
would only have to be reduced to 1.6% of GNP, using 1996 figures, or to 0.9% using 
1995 figures.1  

If these reforms are not implemented, the current biases in World Bank transport 
sector lending criteria will continue to encourage market distortions which encourage an 
unsustainable process of growing private motor vehicle use at a rate faster than would 
result from purely free-market conditions, with all of the related adverse environmental, 
economic, and social impacts.  
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WHEELS OUT OF BALANCE

I. INTRODUCTION

There is growing recognition of the seriousness of the threat to global 
environmental sustainability and economic development from the rapidly increasing use 
of private motor vehicles.  The World Bank's new transport policy, Sustainable 
Transport, recognizes the serious problems of growing congestion, air pollution, and 
travel times resulting from rapid motorization in developing countries, which have a 
particularly adverse impact on low income people.2 Globally, the transport sector 
accounts for 22% of total CO2 emissions, some 66% of CO, some 47% of nitrogen 
oxide, and 39% of hydrocarbons.3  Over 70% of these emissions come from the road 
sector.  In cities with severe traffic congestion like Mexico City, Sao Paulo, Manila, and 
Kuala Lumpur, road transport is responsible for between 70% and 86% of total airborne 
pollutants.4  At current levels of increase, CO2 emissions from the transport sector are 
projected to rise by between 40% and 100% by the year 2025.  Transport constitutes 

ÊÊÊÊ(. World Bank, 1996. Sustainable Transport: Priorities for Policy Reform (Washington D.C.: The 
World Bank), p.27-28.

    (. The Environmental Impact of the Car. 1992. (Seattle: Greenpeace). 

     (. World Resources, 1993, World Resources Institute, Oxford University Press, New York, (1993). 
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one of the fastest growing and hardest to control contributors to global warming.5   

While currently over 70% of automobile-related greenhouse gas emissions are 
generated in developed countries, most of the increase in the next few decades is 
projected to come from developing countries.  The share of total transport-related CO2 
emissions from developing countries is likely to increase from under 30% to over 50% 
by the year 2025.  While currently only 20% of the global motor vehicle fleet is in 
developed countries, motor vehicle ownership and use in OECD countries is increasing 
much more slowly than in developing countries.  In OECD countries between 1988 and 
2000, motor vehicle fleets are expected to increase by 10%, while in developing 
countries motor vehicle fleets are projected to increase by 220%.6  Vehicle usage, 
which is far more important, is increasing even more rapidly, with vehicle miles traveled 
increasing at between 3 and 30% a year in developing countries, well above GNP 
growth rates.7  

While there is a general recognition of the seriousness of future environmental 
problems related with this explosion of private motor vehicle use, far less clear are the 
causes of this explosive growth.  Increasing incomes in developing countries are the 
most important factor influencing the increase of private motor vehicle use.  However, at 
different levels of per-capita income there is significant variation in the level of private 
motor vehicle use.  Rapidly growing countries like Japan, Singapore, Korea and Hong 
Kong have lower levels of private motor vehicle use than would be expected given per 
capita incomes in those countries, while some extremely slow growing countries, 
particularly in Africa, have higher levels of private motor vehicle use than would be 
expected given extremely low per capita incomes.8  Despite growing per capita 
incomes, public policy can significantly reduce the level of dependence of private motor 

     (. Estimate is from draft documents of the IPCC Working Group II Second Assessment Report, written 
by L. Machaelis, et.al., of the OECD.  This baseline scenario assumes current rates of technological 
improvements in fuel efficient engines.

     (. Yannis Karmokolias, "Automotive Industry Trends and Prospects for Investment in Developing 
Countries," International Finance Corporation, Discussion Paper #7, Washington, D.C., (1990).

     (. Asif Faiz, Kumares Sinha, Michael Walsh, and Amiy Varma, Automotive Air Pollution: Issues and 
Options for Developing Countries, The World Bank, PRE Working Paper #492, Infrastructure and Urban 
Development Department, Washington, D.C. (1990).

     (. See Hook, 1995. "The Economic Importance of Non-Motorized Transport," (Washington D.C.: 
Transportation Research Board, Paper #951034).
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vehicles without compromising, and perhaps enhancing economic growth.  

Environmentalists agree that motorization rates are in part market driven, but feel 
that the policies of governments, multilateral development banks and bi-lateral foreign 
aid agencies may have accelerated this process.  Criticism in recent years has focused 
on the World Bank, perhaps unfairly, due to its relative importance in financing road 
infrastructure in developing countries and Central and Eastern Europe (the CEEC), and 
also due to the influence that structural adjustment lending has given them over broad 
areas of public policy.  Foreign donors as a whole finance between 10% and 20% of all 
road infrastructure in developing countries,9 and by far the largest share of this money 
comes from the World Bank.10  Due to its size and prestige, the World Bank also has 
considerable influence over the actions of other multilateral and bilateral lending 
agencies.  

Currently some 60% of World Bank transport sector lending is targeted to 
financing road infrastructure.  While in the early years of the World Bank as much as 
50% of transport lending was targeted to rail, this share has fallen to closer to 10% 
today.11  Aggregate figures, however, tell little about the appropriateness of this level of 
investment.  It is not inherently clear whether World Bank road lending is driving or 
following the trend of the increasing dominance of private motor vehicle transport at the 
expense of public transport and non-motorized modes.  Nor can road loans be seen as 
necessarily favoring private motor vehicles without a careful examination of how the 
road infrastructure is used.  Roads primarily dominated by human powered vehicles and 
buses may be close to optimal from an environmental point of view.  Unfortunately, this 
is rarely the case. 

To the extent that the growing use of the private car is a purely market driven 

     (. A. Addus, "Road Transportation in Africa," Transportation Quarterly, Vol. 43, No. 3, p. 39. (July, 
1989).  Also estimated for Asia from various World Bank Staff Appraisal Reports. 

     (. In some regions the size of World Bank lending relative to that of other multilateral and bilateral 
lending institutions is falling.  In Eastern and Central Europe, for example, the European Investment 
Bank and the German Development Bank are increasing their lending, while the European Bank for 
Reconstruction and Development remains an important actor.  In such regions, the influence of the World 
Bank may be considerably weakened. 

     (. World Bank. 1996, op. sit., p. 2
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phenomenon, it is difficult to criticize the consumption choices of people from 
developing countries.  Clearly there are environmental, safety, and quality of life costs 
that motorists impose on non-motorists, and these costs should be internalized.  But 
even before the costs of these externalities are considered, there are often systemic 
biases in how both governments and international financial institutions treat different 
modes, which ensure that public subsidies continue to be enjoyed by motorists with 
minimal political conflict, while subsidies to public transit and rail remain the targets of 
ongoing political conflict. 

If the contention of many environmentalists that World Bank transport sector 
lending has played a role in growing motorization has any validity, it would have to be 
reflected in a demonstrable systematic bias in the nature of World Bank transport sector 
lending favoring private road transport.  

While criticism from the Non-Governmental Organizations community has 
focused on insufficient environmental impact assessment, problems of resettlement, 
and other problems, this document focuses on the criteria used by the World Bank to 
determine the economic viability of loans in the transport sector.  It concludes that 
fundamentally different criteria are used for loans to the rail and public transit sector 
than are used for road loans.  This difference in evaluation methodology can result in a 
bias in favor of loans supporting road-based transport, and may be accelerating the 
process of motorization in developing countries, with all of the attendant environmental 
consequences.  

Many of the biases in evaluation methodologies used by the World Bank, such 
as the biases in their Economic Rate of Return (ERR) analysis pointed out in a previous 
publication, "Counting on Cars, Counting Out People,"12 are consistent with what had 
been standard practice in the field of transport planning in most developed countries for 
many years.  The biases are typical of transport planning more generally, and are not 
particular to the World Bank.  They are, in a sense, a mis-allocation of tools which 
evolved in developed countries where conditions differ in critical ways from those in 
developing countries.  

In other ways, however, the World Bank, as a development bank, has introduced 

     (. Hook, W. 1994. Counting on Cars, Counting Out People (New York: Institute for Transportation and 
Development Policy). 
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biases favoring road lending which are particular to it and to some extent other 
multilateral development banks.  These biases do not exist in the behavior of private 
sector banking institutions.  While the World Bank should not necessarily behave like a 
private bank, as its mandate is to reduce poverty, promote sustainability, and promote 
sound fiscal policy, these biases in its lending practices cannot be justified in terms of 
this broader mandate.  

II. DIFFERENCES IN WORLD BANK TRANSPORT SECTOR LENDING CRITERIA 
BETWEEN MODES

There is general recognition among World Bank staff that the loan evaluation 
processes currently being used in the transport sector are not consistent or comparable 
between modes.13  This incompatibility between modes makes it very difficult to perform 
a rigorous analysis of alternative policies and projects which could achieve the same 
access objectives.  Such an analysis of alternatives, most Bank staff agree, should be 
part of any loan approval process.14  

There is no fixed loan approval process even within modes, let alone within 
sectors or between sectors.  All World Bank loans, the transport sector included, must 
be consistent with a national development strategy developed in negotiations between 
the World Bank and the borrowing national government.  Some World Bank watchers 
claim that the Bank decides on the amount of money that will be loaned to each 
country, and then projects are found which will cover the agreed upon funds.  Each 
specific project identified is then analyzed.  Projects might receive an economic 
assessment, a financial assessment, an environmental assessment, a technical 
appraisal, an institutional appraisal, a commercial appraisal, a social appraisal, as well 
as other forms of analysis.  The weight given to these different modes of analysis may 
vary substantially between sectors, and even between modes within the transport 
sector.    

All transport sector loans receive an economic rate of return (ERR) analysis, a 

     (. When speaking of the World Bank, reference is made specifically to the IBRD and the IDB, not the 
IFC which, while officially part of the World Bank Group, functions differently. 

     (. Letter from I.Serageldin, Vice President for Environmentally Sustainable Development, the World 
Bank, to W.Hook, May 11, 1995. 
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variation of cost benefit analysis estimating an internal rate of return.  In terms of the 
ERR, the rule of thumb has been that any project with an economic rate of return lower 
than 10% to 12% would not receive World Bank funding.  In the transport sector, in 
practice, projects are rarely rejected because the ERR is too low, and most projects 
funded have ERRs in the 20% range.  It is primarily in the areas of water, housing, and 
sanitation, that the ERR becomes an issue.  The economic appraisal is intended to 
measure in the broadest terms the economic benefit of the project.  Most realistic 
commentators point out that economic analysis, as it is currently used, is only a device 
for facilitating decision making by public agencies in the absence of a clear market 
signal, or determining relative project viability or success within a particular mode or 
sector, and given the limitations of current methodology cannot claim to show the full 
impact of a particular project on economic growth.   

Current World Bank ERR analysis suffers from several limitations which tend to 
exaggerate the actual growth effects of a particular project.  Adverse impacts on non-
motorized vehicle users were ignored until very recently.  While in a country like the 
U.S. with limited use of non-motorized vehicles this may make little difference, in 
countries like China where up to 70% of trips in some cities are made by bicycle, 
ignoring these impacts introduces serious biases into the methodology.  While the 
World Bank, to its credit, has recently launched an initiative to incorporate the economic 
impacts of road projects on non-motorized modes into its ERR analysis,15 other 
problems remain unaddressed. The substantial costs of environmental and safety 
externalities are increasingly being incorporated into the analysis, but often in dubious 
ways.  For example, new highway projects are shown to yield both environmental and 
safety benefits by reducing travel time and congestion, despite mounting evidence to 
the contrary.16

Another critical flaw typical of ERR analysis in the road sector is that road 
improvements, by taking traffic away from alternative, competing modes such as rail or 
public transit, may drive up the operating costs per passenger in these alternative 
modes, imposing real costs on society.  These impacts, however, are rarely included in 

     (. The World Bank uses a computer model, known as the Highway Design and Maintenance Model, 
or HDM, to estimate the economic rate of return for road sector projects.

     (. See, for example, Standing Advisory Committee on Trunk Road Assessment. 1994. Trunk Roads 
and the Generation of Traffic. (London:HMSO). 
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the ERR. 

In the road sector the ERR is also performed based on certain assumptions 
about how the road infrastructure will be managed.  The ERR for a road might be very 
different depending on whether or not exclusive lanes for buses, bicyclists and 
pedestrians were reserved, but the ERR is generally performed only on the assumption 
of the status quo in terms of infrastructure management.  As the World Bank rarely 
places conditions on the loan in terms of how the road infrastructure is managed, this 
assumption of the status quo is justified.  

In the rail and public transit sectors, however, the ERR is used to measure the 
economic costs and benefits of the capital improvements alone.  However, World Bank 
loans to these sectors often involve as an integral part of the loan significant changes in 
system management, such as fare increases, line closings, changes in service 
frequency, etc.  Curiously, ERR is rarely used to measure the costs and benefits of the 
suggested restructuring measures, and it may be that these changes could not be 
justified by an ERR.  In the U.S., for example, cost benefit techniques have been 
developed to estimate the benefits of maintaining services on rail lines threatened with 
cutbacks.17  

There are thus significant concerns about how the ERR is being used in the 
transport sector.  However, the ERR is rarely the obstacle to funding a project, and 
biases in the ERR are not the most important form of bias in World Bank lending 
procedures which may favor road sector loans.  While it is rarely difficult to identify 
projects where road improvement, upgrading or maintenance will yield a sufficiently 
high rate of return to justify the investment, rail and public transit loans are also rarely 
blocked because an ERR is deemed to be too low.  The ERR alone is a relatively 
lenient criteria for determining loan viability, and one that any worthwhile project should 
be able to pass. 

Rail and public transit loans are also evaluated in terms of their financial rate of 
return, and this financial analysis weighs heavier in the loan approval process than the 
ERR.  While economic analysis, in ideal terms, should determine the affect of the 

     (. See, for example, Taylor, R., K. Casavant, and J. Lenzi. 1990. "Rail Line Abandonment and 
Public Acquisition Impacts on Economic Development," in Transportation and Economic Development 
(Washington D.C.: Transportation Research Record No. 1274). 
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project on economic growth, financial analysis, by contrast, should measure the affect 
of the project on the financial position of the borrower.  In the road sector, by contrast, 
the ERR weighs more heavily in the determination of loan viability, and a financial 
analysis is rarely if ever performed.  Loans for the construction, widening, or improving 
of a road are justified primarily based on economic benefits that accrue to road users, 
such as lower vehicle operating costs or lower fuel consumption.  In other words, that 
these benefits do not accrue to the agency responsible for building and maintaining the 
road has rarely been a concern during World Bank loan negotiations.  This could have 
serious ramifications.  If the road project is projected to reduce fuel consumption, and 
gasoline taxes are the primary user charge, it is possible that the road project will 
actually hurt the financial position of the implementing road agency.  Thus, it is possible 
within current World Bank loan assessment procedures in the road sector that loans 
would be made where the financial rate of return was negative.  In other words, World 
Bank road sector loans could actually be making the debt problems of borrowing 
countries significantly worse.  Because no financial analysis of road loans is performed, 
however, the specific debt implications of the loan remain unknown.  

This lack of attention to the impact of a road loan on the fiscal position of the 
borrower may have been responsible for unsustainable road sector loans made by the 
World Bank to Africa in the 1960s and 1970s,18 and burgeoning public sector debts in 
many countries.  According to a recent World Bank publication, for loans to the road 
sector in Africa, 

"the combined effect of these project-induced fiscal flows can be a reduction in 
government revenues of over $17 million per annum, despite the high economic 
rate of return."19

As a result, the report concludes, 

     (. Since then the World Bank's Sub-Saharan Africa Road Maintenance Initiative has made significant 
progress in the sustainability of road infrastructure in Africa.  

     (. Creightney, C. 1993. Transport and Economic Performance (Washington D.C.: World Bank 
Technical Paper No. 232). p. 28. 
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"the economic rate of return as a criteria for project selection may be biased... As 
pointed out by Fischer, even if a project has a high rate of return, the government 
must capture the additional returns from the investment in order to avoid a 
negative fiscal impact."20  

The World Bank's loans for the M0 Ring Road in Budapest, Hungary provide 
another example of how the economic rate of return may differ dramatically and 
critically from the financial rate of return.  When assessing the economic benefits of the 
loan for the ring road, 

"Economic benefits from the project road construction include savings in vehicle 
operating costs due to reduced congestion, shortened travel distance, improved 
road surfaces, and reduced travel times."21  

The most significant 'benefit' of this project was the reduction of money spent on fuel by 
trucks (30%) and cars (70%) using the M0.22  From the financial point of view, however, 
this 'benefit' represents a loss of revenue.  As the Hungarian government's main source 
of revenue to pay for road construction and maintenance is the gasoline tax, which goes 
into a "Road Fund" that is earmarked mostly for road construction and maintenance, the 
government's source of revenue will be reduced by precisely the amount being counted 
as a benefit by the ERR.  It is therefore quite possible that the very economic benefit 
being used to justify the financing of the project is actually undermining the ability of 
the borrower, in this case the Hungarian Government, to repay the loan.  This situation 
would seem to be at odds with the World Bank's structural adjustment concerns about 
debt reduction. 

In the rail and public transit sectors, by contrast, both ERR and financial impact 
assessments are generally performed, and projects winning approval tend to have 
highly favorable ERR and financial rates of return.  The financial rate of return is 
positive because the purchase of new, more fuel efficient buses tends to strengthen the 

     (. ibid, p. 29. 

     (. Hungary: Project Completion Report, Transport (Rail/Road) Project (Loan 2557-HU). June 16, 1992, 
Report No. 10779, p. 9. 

     (. Interview with Zoltan Kazatsay and Miklos Szoboszlay, Hungarian Ministry of Transport.
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long term financial position of the bus company by reducing its ongoing energy 
consumption and vehicle maintenance costs.  The financial rate of return is one more 
obstacle that public transit and rail loans have to clear in order to win loan approval 
which road loans do not face.  It is not, however, generally the financial analysis which 
has been the obstacle to public transit and rail loans. 

The World Bank's loan approval process is not clear-cut.   Rather, the loan is 
subject to negotiations with the borrowing country on a broad array of possible topics.  
The most important policy issues are often contained in side agreements that form an 
integral part of the loan agreement.  In any loan, the willingness of the borrower to 
agree to these policy changes may be more important for loan approval than the results 
of the various economic, financial, environmental, and other assessments, which are 
subject to a fairly wide range of interpretation.  Leaving the loan approval process rather 
unsystematized leaves considerable leverage in the hands of World Bank staff.  Greater 
transparency in the loan approval process would make it easier to assess whether or 
not the Banks goals of poverty reduction and sustainability are really being promoted.  

In the road sector, these side agreements tend to focus on issues such as the 
contracting system for road construction and maintenance, although they have also 
been used to push the development of environmental monitoring systems, and to 
reduce the level of road sector subsidies by increasing fuel taxation.  

In the rail and public transit sectors, the focus of these side agreements has 
generally been on the level of cost recovery and the long term projections of the 
enterprises financial stability.  It is these side agreements on cost recovery which have 
in some cases led to the delay or denial of loans to rail and public transit projects.  A 
World Bank loan might improve the financial performance of a public transit system, and 
still the system could be requiring increasing subsidies if ridership is falling for other 
reasons.   These increasing subsidies could, however, be grounds for loan rejection.  
Similar conditions in the road sector would never, however, be grounds for road loan 
rejection.  

Unlike in the case of ERR analysis, where the Bank has a reasonably consistent 
policy of approving projects with an ERR higher than 10% - 12%, there is no consistent 
World Bank policy in terms of an acceptable level of cost recovery or financial self-
sufficiency.  In some cases the World Bank requires full cost recovery.  In other cases, 
the Bank has insisted on 50% cost recovery, and in other cases they have funded 
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projects to public transit agencies with cost recovery ratios as low as 10%, as in the 
case of the former Soviet Republics and the Baltics.

While the Bank's policy agenda of increasing cost recovery and reducing 
subsidies has been an important policy objective in their rail and public transit loans, 
such principles of commercialization have not been applied with equal rigor to the road 
sector.  As a result, some potential loans to the rail and public transit systems may have 
been refused due to the Bank's policy position of discouraging subsidies to public 
transit.23  Meanwhile, those loans that have gone through have been used to leverage 
increases in fares, line closings, and employee layoffs, which have demonstrably hurt 
ridership, and may not be justifiable from the point of view of broad economic impacts, 
which are never measured.  These recommended changes may also have adverse 
impacts on low income populations, which is not consistent with the World Bank's goal 
of reducing poverty.  

World Bank staff do demonstrate a growing awareness of this problem.  
Furthermore, there may be conditions in which promoting greater efficiency in the 
management of public transit or rail systems even if leading to increasing costs and 
declining ridership in the short run may help maintain ridership in the long run.  In cases 
where public investment into the public transit and rail systems have been declining 
anyway due to general fiscal difficulties or the erosion of political support for these 
systems, the result of maintaining low fares may be service decline, neglected 
maintenance, and thus will also lead to loss of ridership. Under such conditions, World 
Bank style restructuring may be a second-best way of at least maintaining the viability 
of the core system.  This does not, however, constitute a justification for tolerating or 
even contributing to increasing subsidies to the road sector, which can only undermine 
the commercial viability of public transit and rail systems.  

By tolerating or not properly investigating the level of road subsidies, while 
pushing to eradicate public transit and rail subsidies, past World Bank lending may 
have, perhaps unintentionally, helped to shift the balance of state subsidies towards 
road-based modes in some cases, and in so doing may have encouraged the process 

     (. It is equally common for public transit loans to fail because of the unwillingness of the national 
government to guarantee the loans.  Sometimes this occurs because the loan would be controlled by the 
municipality or a public enterprise, which may be under the control of an opposition political party, as in 
the case of both Hungary and Poland.  
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of motorization.  The Bank's policy in this regard seems to be changing, however, as 
should be made clear in the case study presented below. 
 

The balance of this report outlines some of the key issues that will have to be 
addressed if a loan assessment methodology is to be developed which is balanced 
between transport modes.  Such changes are critical if current biases in World Bank 
lending are to be removed and thus prevented from contributing to the environmental 
and social problems related to growing use of private

III. WORLD BANK LOAN ASSESSMENT PROCEDURES IN THE TRANSPORT 
SECTOR: EXAMPLES FROM CHINA AND HUNGARY

The previous section outlined a potential problem with World Bank transport 
sector lending criteria which makes it easier for road sector loans to win approval than 
loans to the public transit and rail sectors.  In order to illustrate how this perhaps 
unintended bias manifests itself in practice, examples from the World Bank's transport 
sector lending portfolio in China and Hungary are used.  

A. Transport Loans in China

China is currently greatly expanding the capacity of both its rail and highway 
networks.  In the case of numerous intercity road projects in China financed by the 
World Bank, no financial assessment was included in Staff Appraisal Reports, while an 
extensive economic analysis was included.  While the World Bank Guangdong 
Provincial Highways Loan included funds to do a "Road Funding Study", which was 
intended to ensure the establishment of:
 

"a structure for adequate road user charges in order to mobilize the necessary 
resources for road development and equitable recovery from users the costs of 
the highway system,"24 

the conclusions of this study were not available at the time of loan approval, and hence 
     (. World Bank, 1993. China: Guangdong Provincial Highway Project, Staff Appraisal Report, Loan 
2811-CHA/Credit 1792-CHA, (Washington D.C.: World Bank).
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not critical to the loan approval process.  Many of the intercity highways being built in 
China with World Bank funds are planned as toll roads.  As such, they should be eligible 
for private financing, and certainly for a financial appraisal of whether revenues from 
projected traffic volumes will be sufficient to cover project costs, as is commonly done 
in private bank loans to toll road projects.  In the case of the Guangdong Provincial 
Highway Project, the Staff Appraisal Report states only that:

"tolling on this highway can be expected to generate significant revenues... 
tolling would impact the project benefits, but this impact cannot at present be 
determined with reasonable confidence..."25

In short, the World Bank approved their intercity road loans in China without first 
performing a financial analysis which would tell them whether the toll revenues would be 
sufficient to cover the costs of road construction.  Nor had it been determined whether 
or not the roads would even be tolled.  In fact, the Staff Appraisal Report expressed its 
concern that imposing tolls on the roads might reduce the level of traffic and hence have 
an adverse impact on the ERR.  In other words, the ERR was the primary determinant 
of loan viability, while the financial impacts and the level of cost recovery were not 
analyzed before the loan was approved. 

In the case of loans to urban ring roads, as in Shanghai and Tianjin, which will 
not be tolled, there is no mention of performing any financial analysis or assessment of 
the degree to which road users will be expected to cover the costs of these new road 
projects.  As such, there is no information to indicate the likely impacts that the 
construction of this new infrastructure will have on the financial position of the borrowing 
government agency.  

This approach contrasts markedly with the approach to the World Bank's loans to 
the Chinese Ministry of Railways (MOR).  Since 1986 the Chinese MOR has been 
operating under a service contract with the government which ostensibly obliges it to be 
responsible for financing all of its capital and operating expenses out of its own 
revenues.  While prior to this time the MOR was receiving capital grants from the 
government, after this time shortfalls have been made up by MOR borrowing.  

     (. ibid. 
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The Chinese Ministry of Railways has thus been operating without any subsidy 
since at least 1986.  While the system is profitable and according to World Bank staff 
reasonably well managed, it does not generate a sufficient economic surplus to finance 
the capacity expansion necessary to meet the increasing level of demand for rail 
services.  The tariffs continue to be regulated by the State Pricing Commission at rates 
which are slightly lower than their costs, but the MOR also pays less than market price 
for many of their inputs.  The World Bank rail loans applied specific pressure to increase 
the tariffs charged by Chinese railways as part of a general policy of pushing China to 
rationalize its pricing system to more closely reflect market prices.  

Increasing the cost recovery and the level of investment by the MOR was the 
central policy objective of the World Bank's six loans to the Chinese rail system.  In the 
Sixth China Railway Project, 

"agreement was reached with the Borrower during negotiations that MOR and 
other relevant government agencies will take all necessary steps to obtain a self-
financing ratio of at least 80% in 1994 and thereafter for the railway transport 
operation." 26

The Staff Appraisal Report on this loan includes extensive financial projections about 
the likely level of cost recovery from the Chinese rail system under different scenarios.  
In the China case, this self-financing ratio being requested by the World Bank is a 
reasonable limit on MOR borrowing to financially sustainable levels, rather than a limit 
on the level of government subsidies to the Chinese rail system which seem to be 
negligible.  

The push for improved cost recovery in the rail system is not surprising, nor is it 
inconsistent with World Bank policy.  The problem is that this insistence on full cost 
recovery and market prices is not being applied in China with equal vigor to the road 
sector, where road loans were made without any financial analysis having been 
performed, and before studies on the level of cost recovery for intercity roads were 
completed.  For loans to urban ring roads, no cost recovery or financial analysis was 
ever performed. 

The World Bank continues to lend extensively for both road and rail projects in 

     (. World Bank, 1994. China: Sixth Railway Project Staff Appraisal Report (Washington, D.C.: The 
World Bank). 
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China. While World Bank staff can be reasonably certain that lending to the rail sector is 
taking place in a context of declining subsidies, in the road sector, as no information on 
the financial impacts of the loan or the level of subsidies had been completed at the 
time of loan approval, it is possible that this lending is taking place in the context of an 
increasing level of government subsidization of the road sector.  

B. Transport Loans in Hungary

Unlike in China where both rail and highway networks are being greatly 
expanded, in Hungary the highway network is being greatly expanded, while capacity 
on the rail network is being cut back, although there has been some modernization of 
the rolling stock and track infrastructure.  The World Bank financed the construction of 
two links of the new ring road around Budapest, the M0, but otherwise has focused 
primarily on financing road maintenance and rehabilitation rather than on new 
construction.  In the rail and public transit sectors, the World Bank has financed 
modernization of infrastructure and rolling stock but no new capacity expansion.  

1. Funding Criteria for BKV

In the first loan to the Budapest Public Transit Authority, (BKV) in the Second 
Transport Project of 1989, which basically funded the upgrading of the traffic control 
system, the World Bank first required that BKV prepare each year financial statements 
audited by independent auditors acceptable to the Bank. (Loan 3032 HU, p.4)  The loan 
then goes on to stipulate that:  

"Except as the Bank shall otherwise agree, BKV shall maintain, for each of its 
fiscal years after its fiscal year 1989, a ratio of total operating expenses to total 
operating revenues not higher than 98%."27

This requirement for full cost recovery was not part of the financial analysis, which 
showed that the project would have a positive impact on BKV's financial position.  
Rather, it was a side agreement. 

     (. World Bank. 1990.  Guarantee and Indemnity Agreement, Second Transport Project, Loan No. 
LN3032-HU, (Washington, D.C.: The World Bank), p. 4.
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Due to the radical transformation of the Hungarian economy and transport 
system after 1989, BKV did not come anywhere near to reaching this cost recovery 
target.  BKV does not keep separate accounts for operating and capital costs.  The 
difference between costs and revenues is covered primarily by funds from the Municipal 
Government.  BKV also receives funds from the national government to compensate for 
free passenger services granted to the elderly, pensioners and students.  As such, 
national government funds to BKV are not a subsidy but rather a fee for service, and 
are distributed based on the number of trips made by these populations.  On a year-by-
year basis, BKV sometimes also receives capital grants from the national government 
for vehicle reconstruction programs.  The loan was for an insignificant amount of funds, 
less than $3 million, and made in a time of turmoil, the Bank apparently did not make an 
issue of this. 

In the recently passed Budapest Urban Transport Loan, the Bank funded 
primarily the acquisition of new buses and the modernization of some tram lines.  The 
World Bank made the loan to BKV contingent on increasing the cost-recovery ratios to a 
more realistic 50% by the year 2000.  Negotiations on the level of cost recovery and the 
dates these levels would be reached were part of the cause of a nearly two year delay 
and a substantial reduction in the total value of the loan.  If BKV were to reduce its level 
of subsidy to 50%, it would be less heavily subsidized than most Western European and 
U.S. systems.  The Rome public transit system is subsidized by 82.5%, Amsterdam by 
77.5%, Brussels by 62%, Paris by 53%, and New York by 55%.28  The Bank thus 
required cost recovery ratios that are higher than those being observed in most of the 
Bank's donor countries.  

The position of the World Bank does not appear to be at odds with the current 
objectives of the Municipality of Budapest, which argues that while they would like to 
give greater support to public transit users, given their tight financial and economic 
conditions, higher levels of support for public transit users would be unfair to non-public 
transit users.29  In fact, the World Bank has stated that support from the Municipality of 
Budapest

     (. Jane's Urban Transport Systems. 1992.

     (.  Letter from Laszlo Gulyas, Project Manager, Municipality of Budapest, Office of the Mayor Project 
Implementation Unit.
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"has not covered the technically justified expenditures of the company.  
Therefore, the company closed the years 1993 and 1994 with loses." 30

BKV's financial troubles began with the deterioration of the system during the 
economic crisis of the late 1980s, and was greatly worsened by loss of ridership after 
1989 when private cars and fuel became more readily accessible.  When the transfer of 
control over BKV from ownership by the City Council to ownership by the newly formed 
Local Government of Budapest, which was popularly elected and was dominated by the 
Free Democrats, the national government changed the nature of its subsidies to the 
system.  Before 1989 national government passenger subsidies covered all 
passengers, while after 1990 price subsidies covered only preferential tariffs for 
pensioners, students and others covered by specific exemptions.31  BKV's financial 
troubles actually began as early as 1985.  Before 1985 the national government had 
much more weight in the grants and subsidies provided to BKV.32  The authority of the 
Municipality of Budapest to levy taxes is narrower than the national government.  With 
BKV currently consuming 10% Budapest's municipal government revenues, there is 
pressure from the City Council to cut costs, and subsidies to BKV have been reduced in 
real terms every year for the past 5 years. 

Faced with this problematic municipal government financial situation,  World 
Bank representatives suggested increasing fares, laying off employees, cracking down 
on fare evaders, and closing several lines as the best way to meet the mandated cost 
recovery requirements.  A modest series of service cutbacks were met with opposition 
by a populace already stung by significant increases in their costs of living and 
decreasing real wages.  Mr.Arato Balazs, head of the Transport Committee of the 
Budapest City Council, when interviewed by the Clean Air Action Group, promised that 
there would be no more service cutbacks, but representatives of the Mayor's Office 
have not made similar promises, and admit that despite their unpopularity, they have 
encouraged BKV to 'reorganize and rationalize its network while retaining existing levels 
wherever possible from the cost point of view.'33  Service cutbacks have continued. 

     (. World Bank, 1996b, p. 6.

     (. World Bank, 1996b., p. 6.

     (. Letter from Laszlo Gulyas, op. sit. 

     (. Letter from Laszlo Gulyas, op. sit.
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Many of the World Bank's recommendations have been simply more extreme 
versions of a broader process of restructuring which would have occurred with or 
without World Bank involvement.  It is therefore difficult to say that the Bank 
successfully implemented their policy agenda.  BKV had already reduced its workforce 
by 4500 jobs since 1988, before receiving any significant amount of World Bank 
funding.  Bank recommendations clearly influenced this.  While not part of any formal 
agreement, many officials indicated that informally World Bank staff indicated that future 
loan approval for BKV would depend on BKV's ability to reduce its total staff by another 
4000 by 1995.  Fares were increased by 33% in 1993 alone, following on increases 
which raised the fare to 9 times the 1989 levels.  There is considerable dispute about 
the rise of the tariffs relative to the inflation rate.  According to BKV, tariffs between 
1992 and 1995 increased by 78%, while the inflation rate was 89%.  The Clean Air 
Action Group claims the fare increases were above the inflation rate.  According to 
BKV's internal estimates, they lost 4% or 5% of their passengers over the past 5 years 
as a result of fare increases.34  Whatever the impact of fare increases, the shift in the 
level of relative subsidy from heavily favoring public transit riders in the pre-1989 period 
to favoring private motor vehicle operators since that time has been a partial contributor 
to the increasing rate of motorization.35

The Bank also recommended, reasonably, that BKV crack down on fare evaders. 
A new program to do this has been implemented, and total revenues were increased by 
some 12% over a single year.  

The capacity of the system declined by 12% between 1992 and 1995, primarily 
as a result of service cutbacks and the closing of certain lines, and ridership has 
declined by a similar 12%.   Given that public transit is used by the vast majority of the 
moderate income population, and is more environmentally sustainable than private 
motor vehicle traffic, it is unclear whether this policy approach is consistent with the 
World Bank's goals of poverty reduction and environmental sustainability.  Arguably, 
BKV is going to have to reform if it is going to survive in the new economic climate, as 

     (. Interview with Peter Vag, Technical Director, Budapest Public Transport Company.

     (. Pucher, John. 1990. "Capitalism, Socialism, and Urban Transportation," Journal of the American 
Planning Association, Summer, p. 278. 

X



Hook/Balance/X

subsidies may not be as readily forthcoming from the Municipality.  On the other hand, 
Western European governments, the most likely model for Hungarian cities, almost all 
heavily subsidize their public transit systems as a way of maintaining ridership.36  

The Budapest Urban Transport Loan from the World Bank also contains a side 
agreement that requires the implementation of a parking control scheme devised in the 
EBRD Urban Public Transport Rehabilitation Project. This condition of the loan, which 
would actually reduce the subsidy to private car operators in the central city, does 
reflect an increased awareness on the part of the World Bank and EBRD of the need to 
balance the reduction of subsidies in the public transit sector with the reduction of 
subsidies to private motorists, and should be applauded.  This side agreement to 
implement the parking control scheme does not, however, identify specific revenue 
targets for cost recovery in the road sector. 

In terms of implementation of both conditions on cost recovery and the parking 
control scheme, while some World Bank officials and municipal government officials 
were initially skeptical that the conditions would be met, as of 1996 cost recovery at 
BKV estimated according to World Bank rules may reach 43%, more or less on target.  
In terms of the parking control scheme, according to the Budapest Municipal 
Government's Project Implementation Office, 

"We have concluded an agreement with the District V and established the 
Budapest On-Street Parking Association which has really a lot of problems but 
the first so-called "Trial Scheme" will start on April 19 involving many important 
on-street parking lots in the downtown.  The necessary procurements are now 
underway and we hope several hundreds of pay and display machines will be 
installed during this and early next year.  In addition to the most important District 
V two more District Municipalities have adopted resolutions to support this 
approach to the parking and expressed their willingness to join the Association." 
37

Significant progress in the implementation of this parking scheme despite considerable 
opposition is laudable. 

     (. ibid.  also, Budapest Transport Company Annual Report, 1994.

     (. Letter from Laszlo Gulyas, op. sit. 
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Based solely in terms of the economic rate of return, the first World Bank loan to 
BKV was a success, yielding an economic rate of return of 15%, well within the 12-20% 
projected.38  However, much greater emphasis was placed on the level of cost recovery 
and the financial position of BKV, which did not meet the targets.  When the recent loan 
is evaluated, a similar focus on meeting the financial and cost recovery targets rather 
than a focus on the ERR can be expected.  

2. Funding Criteria for MAV

World Bank lending to the rail sector has followed a similar pattern.  Most of the 
money was spent on track and rolling stock upgrading.  In the 1985 First Hungarian 
Transport Project, full cost recovery was required for the Hungarian State Railway 
(MAV) to be eligible for the loan.  The loan agreement contained the following terms: 

"(a) MAV shall produce for each of its fiscal years after its fiscal year ending on 
December 31, 1985, total revenue equivalent to not less than the sum of its (i) 
total operating expenses; and (ii) the amount by which debt service requirements 
exceed the provision for depreciation." 39

By the 1989 Second Hungarian Transport Loan, the cost recovery requirements had 
been increased.  In the 1989 loan agreement, it states:

"MAV shall maintain, a ratio of total operating expenses to total operating 
revenues not higher than 95% for its fiscal year 1990, 94% for its fiscal year 
1991, 93% for its fiscal year 1992, 92% for its fiscal 1993, 91% for its fiscal 1994, 
and for each of its fiscal years thereafter."40

  

     (. World Bank, 1996b. p. 7.

     (. Loan Agreement, First Hungarian Transport Project, Loan No. 2557 HU, p. 4. The World Bank and 
the Hungarian National Government, 1985.  

     (. Guarantee and Indemnity Agreement, Second Transport Project, MAV Project Agreement, Loan 
#3032, The World Bank, 1990, p.4.
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MAV agreed to these provisions because in 1989 they had no idea of the radical 
changes that were in store for Hungary.  MAV believed that these cost recovery ratios 
were attainable.  After 1989, with the radical shift in the Hungarian economy and 
political system, these cost recovery estimates were no longer relevant.  

While for years MAV cross-subsidized passenger traffic with freight traffic 
revenues, after 1989 due to the general economic crisis and restructuring, freight rail 
traffic fell to less than one third of their pre-1989 projections.  Faced with escalating 
consumer prices and escalating input prices, as well as a loss of one third of its freight 
traffic between 1990 and 1995, MAV also had to raise its tariffs in order to prevent a 
further deterioration in its financial position, which only further accelerated the shift from 
rail to trucking.41  

MAV also had other financial troubles as well.  It had trouble cutting its labor 
costs as its labor force is powerfully unionized, and faces the constant threat of 
debilitating strikes.  Furthermore, under strong pressure from the post-1989 government 
to give the population some quick visible sign of improvement, MAV was pressured into 
buying modern high speed rolling stock which it probably didn't need.42

The World Bank, as part of its loan to MAV, financed and supervised a study 
proposing the radical restructuring of MAV.  Future loans for MAV were then tied to the 
willingness of MAV, or the Ministry of Transport to impose on MAV, this restructuring 
plan. 

The recommendations of the World Bank to address MAV's economic crisis were 
several.  The study, carried out by Mercer Management Consulting, found that the core 
lines representing 51% of the network were generating 90% of MAV's revenue, and 
recommended selling off all non-economic lines to local governments.  They also 
recommended reducing passenger subsidies by 10% a year in real terms, reducing the 

     (. Interview with Tomas Szentgyorgyi, Dept. Gen. Manager for Economics, Hungarian National 
Railroad, 1995. 

     (. ibid.
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workforce substantially and cutting the wages of the railroad workers.43  These 
recommended restructuring measures were driven by valid concerns about MAVs 
financial position, but did not at the include a broader ERR about the ramifications of 
these cost increases and line closings for the affected areas and populations.  Later, in 
1995 the terms of reference for such a study were issued, but the results are not yet 
available.  

MAV's management was both financially and politically unable to comply with 
many of the World Bank recommendations for restructuring, and felt that some of the 
assessments about the causes of MAV's financial troubles were incorrect.  While MAV 
laid off 40% of its workforce between 1989 and 1994 and increased its tariffs 
substantially until 1993, in 1994 tariff increases were lower than the inflation rate, 
leading to a 28% reduction in real revenue per traffic unit compared to 1990, while 
traffic continued to decline.  With the recent decentralization of responsibility over 
education, health care, and many other social services to municipalities with very weak 
tax authority, however, it was not viable to spin off many rural and local lines to local 
governments which were not in a position financially to assume the additional burden of 
maintaining a short-line railroad as well.  Losing their rail service, however, would mean 
economic death to many small towns.  

The World Bank was particularly angry about the purchase of new unnecessary 
high speed rolling stock, and negotiations between MAV and the World Bank virtually 
ended between 1989 and 1995.44   MAV's continued escalating financial problem are 
certainly not the fault of the World Bank.  Many of the recommendations for 
restructuring are recognized as being necessary in the long run, but their main 
recommendation of spinning off control of short line passenger rail service to local 
governments are not viable until broader issues of inter-governmental financial system 
reform are resolved.45  Furthermore, according to MAV's own calculations, the majority 
of the financial losses were not occurring in little used rural passenger or freight 
services, but rather in passenger services on their core network.  While the revenue 

     (. The World Bank. 1996. Hungary Second Transport Project (Loan 3032-HU) Implementation 
Completion Report (Washington D.C.: World Bank), p. 7. 

     (. Interview with Tomas Szentgyorgyi, op. sit. 

     (. Interview with Tomas Szentgyorgyi.
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from these rural short lines is quite low, the cost of maintaining service to these areas is 
also quite low.  Ending service or spinning off services on non-core lines would thus 
leave unaddressed the majority of MAV's financial problems.46  Having been unable to 
address until now its financial difficulties, MAV's financial crisis has continued to 
worsen, and its growing debt service burden is increasingly cutting into MAV's available 
revenues. 

Recently talks have again been initiated between the IBRD and the Ministry of 
Transport on possible loans to MAV, but the World Bank has made it clear that unless 
the loan contains a side agreement where MAV agrees to reduce its current level of 
subsidy from 1.7% of GNP to 0.6%, no loans will be forthcoming.47

The World Bank's loan assessment process in its lending to MAV therefore 
contained substantial requirements for improving the level of cost recovery to the rail 
sector.  The World Bank's assessment of the success of the loan was cast in similar 
terms:

"Overall outcome of the Project was unsatisfactory because of poor financial 
performance."48

In short, the success of the project was judged based on its impact of the financial 
position of MAV, rather than on the broader economic impacts of the project.  

The World Bank continues to use tighter financial requirements in order to induce 
policy changes both within and outside of MAV which it felt were necessary to the long 
term economic sustainability of the railroad system.  While these concerns are fully 
justified given the accumulating and unsustainable level of debt at MAV, as will be 

     (. Letter from Laszlo Polgar, Senior Investment Manager, MAV, April 1, 1996. 

     (.  MAV management were told that the World Bank was requiring that the level of subsidy be 
reduced to .5% of GDP, but my interview with Zoltan Kazatsay, Head of Development Division, Ministry 
of Transport Communications, and Water Management, and Dr. Miklos Szoboszlay, Counsellor of the 
Ministry of Transportation, Communications and Water Management, in January, 1996, I was told the 
requirement was reductions to 0.6% of GDP.  In any case, these figures, according to World Bank staff, 
are somewhat open to negotiation.  Data is from World Bank, 1996b. op. sit. p. 7. 

     (. World Bank, 1996b., op. sit., p.14.
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shown below, similar concerns in the road sector were not addressed in their road 
lending.  Unless similar concerns are addressed in their road sector lending, the 
financial performance of BKV and MAV may only be further undermined by a growing 
level of subsidy in the road sector. 

3. Funding Criteria for Roads 

World Bank lending for road infrastructure in Hungary has been treated 
fundamentally differently.  The First Hungarian Transport Loan was primarily used to 
finance the construction of the first section of the MO Ring Road,49 including an 
environmentally damaging bridge over the Danube which had not received a proper 
environmental impact assessment.50  While the loans to BKV and MAV basically 
involved 'rehabilitation' of existing systems, the loan for the M0 involved new 
construction, including considerable land acquisition.  

In the Loan Agreement for this major piece of new infrastructure, no attention 
whatever is paid to whether the users of the ring road will pay the full cost of this new 
infrastructure and its maintenance, nor is there any assessment of the impact of this 
new infrastructure on the fiscal soundness of the borrowing government.  

In the Second Transport Loan, approved in 1989,51 which funded the second 
section of the M0 ring road, there are again no side agreements mandating increased 
cost recovery ratios from road users, and no financial assessment of the loan. 

The Project Completion Report on these two loans goes into extensive detail 
about the financial impacts of the loans on MAV, but no mention whatever is made of 
the financial impact of the M0 highway loan.52  Rather, the focus of the evaluation was 

     (. Guarantee and Indemnity Agreement, op. sit.

     (. Interview with Laszlo Harasthy, World Wide Fund for Nature, August, 1994.

     (. Loan Agreement No. 2557, op. sit.

     (. Project Completion Report: Hungary Transport Rail/Road Project, Loan No. 2557-HU, 1992. 
(Washington D.C.: The World Bank, Infrastructure Operations Division, Report 10779). p. 10-11.
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on the ERR.  Despite the fact that there was a cost overrun of HUF1.5 billion, higher 
than expected traffic projections meant that the ERR achieved was between 17.9% and 
23.1%, depending on how the ERR is calculated.53  

The financial situation in the road sector may be as serious a fiscal concern as 
they are in the public transit and rail sectors, however, with serious ramifications for the 
long term sustainability of the road sector.  While Staff Appraisal Reports for the M0 
contain no side agreements or evidence of pressure placed on the Hungarian Transport 
Ministry to increase revenues from road users, the Road Fund is currently in deficit, and 

"...the Government's 1995 road maintenance expenditures were only about one-
quarter of the amount required to prevent further deterioration of the existing 
road network, or one-half of what is required to catch up with the maintenance 
backlog in ten years due to budget constraints and perhaps too rapid 
implementation of the competing motorway program.  This threatens the future 
sustainability of these road investments unless it is resolved." 54

Most recently, the World Bank has gotten less involved in new construction, 
choosing to focus their support in the road sector for road 'rehabilitation' 
and 'maintenance.'  This decision alone has improved the balance in approach to 
different transport sectors, since the Bank was discouraging if not angry about 
significant capacity expansion projects for both MAV and the Budapest Metro.  The 
decision of whether or not to approve the 1993 Hungary Highway Rehabilitation Loan 
was still based, however, on a cost benefit analysis, not on a financial analysis of the 
impact that the loan would have on the ability of the borrower to repay the loan.  Again, 
a significant quantified benefit was the reduction of vehicle operating costs, a significant 
component of which is the cost of fuel.  As the tax on this fuel is the only direct source 
of government revenue related to the project, it must be assumed that the impact on the 
financial position of the borrower (the Hungarian Government) will be negative by the 
estimated loss of gasoline tax revenues. 

The Highway Rehabilitation Loan of 1993 does provide some information on the 

     (. World Bank, 1996b., Appendix B, p. 4. 

     (.  World Bank, 1996, p. 8.  
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current level of cost recovery from road users at the national level, although these 
figures were not part of a rigorous cost recovery assessment.  According to the 
information provided in 1992, national road users were financing roughly 78% of current 
national road expenditures, and the document states that "more than 80% of the 
financing over the 4-year period will come from road users."55 The World Bank should 
be applauded for paying increasing attention to the level of cost recovery from road 
users, and for including in the loan the side agreement 

"that Hungary will maintain a system of road user taxation which ensures that 
each vehicle class pays the road costs attributable to it."56

As will be seen in the following section, however, determining the level of cost 
recovery in any transport sector is open to significant levels of interpretation, as there 
are numerous hidden subsidies to all modes.  Without clear guidelines as to how the 
determination of cost recovery is to be made, there is no way to judge whether these 
decisions are being made in an equitable manner between modes. 

4. Approach to Maintenance Versus New Construction

Reasonably, the World Bank's approach to funding rail, road, and public transit 
projects in Hungary and elsewhere in Eastern Europe is increasingly focused on 
maintenance and upgrading of existing systems, rather than on new construction.  
World Bank anger at MAV's investment into high speed rolling stock at a time when the 
basic rail infrastructure was deteriorating was understandable.  

While the World Bank has also been skeptical about the Hungarian 
Government's ambitious planned investments into the M0, the M5, the M7, and the M3, 
despite the deterioration of their road infrastructure, this has not affected World Bank 
willingness to approve road maintenance loans, and has expressed their willingness do 
so again, despite the continuation of extensive new construction in the road sector.  

Politicians the world around prefer to spend money on new roads and rail lines, 

     (. Hungary Road Project, 1993.  Staff Appraisal Report. (Washington D.C.: The World Bank) p.18-19. 

     (. ibid.
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with their high political profile, rather than on maintenance, with its low political profile, 
despite its higher economic rate of return.  This is an ongoing problem that the World 
Bank and others concerned about development are well aware.  However, World Bank 
funding is 'fungible.'  In other words, the foreign exchange received from a World Bank 
road sector loan in Hungary goes into the Road Fund, and in-country funds that would 
otherwise have been spent on maintenance can now be diverted to new construction.  
Whether World Bank funds are actually spent on maintenance or on new construction is 
virtually impossible to tell.  One has to ask the question, what would have been the level 
of expenditures had the Bank loan not been received, and this is difficult to assess.

World Bank loans for maintenance and rehabilitation in the road sector may 
therefore be indirectly financing an unsustainable level of new highway investment 
being undertaken by the Hungarian government under their own account.  In the rail 
and public transit sectors, World Bank loans for maintenance and rehabilitation are 
more easily made directly contingent on minimization of new big capital investments.  

World Bank funding for road or rail maintenance projects in a country which is 
engaged in a significant amount of new capacity expansion can also be used by a 
borrower as a way of avoiding the World Bank's more rigorous environmental impact 
assessment guidelines for new construction projects, while indirectly providing the 
financing necessary for the new construction. 

The World Bank takes seriously the concern about how best to encourage a 
greater emphasis by borrowing countries on maintenance spending versus new 
construction, and its efforts in this direction are laudable.  The question is strategically 
how this objective can best be achieved.   World Bank lending to the rail and public 
transit sectors, while funding specific projects, involves restructuring recommendations 
that deal with the sector as a whole.  This is a form of project lending with a policy 
agenda extending to issues outside the immediate concerns of the project.   The same 
approach needs to be adopted more broadly in the road sector, where lending 
continues to be focused on specific projects, but side agreements on the loan extend to 
issues of financial sustainability, cost recovery, and the level of maintenance versus 
new construction in the sector as a whole.  The management of the road infrastructure 
will also profoundly affect its level of economic and financial rate of return, and should 
be included in loan discussions. 
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IV. DIFFERENCES BETWEEN WORLD BANK AND PRIVATE SECTOR LENDING 
CRITERIA IN THE TRANSPORT SECTOR 

A. Introduction

World Bank lending criteria in the transport sector differs from private banking 
sector lending criteria in important ways.  Most importantly, the biases outlined above 
making it somewhat easier for borrowing countries to finance road projects than rail or 
public transit projects from the World Bank do not exist in the lending criteria of private 
banking institutions.  

As the World Bank generally only makes loans to governments under the 
conditions of a sovereign guarantee, the best private sector corollary to their activity is 
private lending in the case of a sovereign guarantee.  If the private sector makes a loan 
to a government and has a government guarantee, the bank is not likely to be 
concerned about the financial viability or the broader economic and social benefits of 
the specific project, whether the recipient of the loan is a railroad, a public transit 
authority, or the road sector.  Investigating such questions would increase overhead 
costs with minimal impact on the likelihood of loan repayment.  The private bank will be 
more concerned about the likelihood that the government will able and willing to honor 
its commitments.  Their willingness to make the loan will thus have more to do with their 
impression of the overall solvency of the borrowing government and its past record of 
honoring its financial commitments, than it will be about the benefits of the specific 
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project being funded.57  Thus, in the case of a sovereign guarantee, the determination 
of loan viability from private sector sources is unlikely to contain a bias in favor of road 
projects relative to rail projects. 

In the road sector the World Bank is behaving somewhat like a private bank with 
a sovereign guarantee, in that it does not investigate carefully the financial impact of the 
loan on the borrower.  A private bank, however, would not require even an ERR, or any 
of the other forms of evaluation such as environmental impact assessment unless it was 
required by the law of the borrowing country. 

In the rail and public transit sectors, meanwhile, the World Bank's performance of 
a rigorous financial analysis of the level of cost recovery is also completely unlike the 
behavior of a private bank which would not be concerned about the financial position of 
the rail or public transit company so long as it had a government guarantee and it felt 
the government would honor its commitments.  

The World Bank's requirements for strict financial analysis in the public transit 
and rail sectors therefore cannot be justified on the grounds of 'sound banking 
principles.'58  Since these loans are also accompanied by a government guarantee, the 
motivation for this strict financial analysis is not concern about repayment but rather is 
part of its policy agenda.  

World Bank lending guidelines should not necessarily mimic the behavior of 
private banks.  As the World Bank is only one possible source of financing for 
infrastructure projects that borrowers can turn to, with particular institutional strengths 
and weaknesses, determining appropriate lending criteria for the World Bank must be 
based on how best to achieve its own institutional objectives.  The private sector is 

     (.The relative confidence that private bankers felt, so long as they had a government guarantee, 
proved in the 1980s to be a mistake; a mistake that left many private banks exposed up to 100% of 
their value.  Structural adjustment lending from the World Bank and the IMF was ultimately a method of 
helping borrowing countries repay their private debt to first world banks and to avoid defaults that could 
have led to a global financial crisis.

     (. This point is emphasized primarily because in interviews with the EBRD, when asked why they 
were concerned about the financial position of BKV and its level of cost recovery, the response was that 
such concerns were 'sound banking principles.'  Unfortunately, the EBRD is making highly selective use 
of the concept of 'sound banking principles.' 
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becoming more involved in infrastructure provision, as are other multilateral 
development banks with different institutional objectives.  The World Bank needs to 
clearly identify its specific role in relation to other sources of financing.   

Private banks are primarily concerned about maximizing profits.  The European 
Bank for Reconstruction and Development is primarily concerned about developing the 
private sector in Central and Eastern Europe, and hence is constrained to targeting 
60% of their loans to the private sector.  The European Investment Bank and the 
PHARE program are dedicated to the integration of the economies of Western, Central 
and Eastern Europe.  The World Bank has a different, and ultimately more admirable 
and ambitious mandate.  According to a recent World Bank Annual Report, 

"In the course of its 50 years of the existence, the World Bank's overall develop
ment goal has evolved from a simple emphasis on national income growth with 
trickle down effects to a more complex challenge that includes three main 
objectives to support economic development in developing nations: Poverty 
reduction, economic adjustment and growth, and environmental protection and 
improvement." 59

According to previous World Bank President Lewis Preston, 

"Poverty reduction must be the benchmark against which [the Bank's] 
performance as a development institution is judged."60 

The primary rationale for World Bank's lending criteria to deviate from private lending 
criteria should be to better realize these objectives of poverty reduction, economic 
adjustment and development, and environmental sustainability.  

The Bank's different goals of promoting restructuring and growth, poverty 
reduction and environmental sustainability are often at odds with each other.  For 
example, it is not inherently clear whether their commercialization policy agenda in the 
case of rail and public transit is consistent with their broader mandate to reduce poverty 

     (. World Bank Annual Report, 1993, p. 57. 

     (. ibid, p. 11. 
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and promote environmental sustainability.  Bank staff claim that their restructuring 
agenda in the rail and public transit sectors is critical to the long term sustainability of 
these systems, with the important role they play in promoting environmental 
sustainability and equity.  World Bank staff admit, however, that the equity and mode 
shift implications of these policies are still not widely understood, and have committed 
themselves to at least further research the issues.61

The requirements for careful financial and cost recovery analysis in the rail and 
public transit sectors, are, however, consistent with the World Bank's structural 
adjustment objectives.  While this approach is not inherently objectionable when looked 
at in a mode-specific context, what makes this practice objectionable is that the 
restructuring agenda, which is primarily based on a concern about growing public sector 
debt, is applied only to the public transit and rail sectors, while the impact of new road 
projects on public sector indebtedness is entirely ignored.  

While it may be simplistic to assume that the primary beneficiaries of public 
transit and rail projects are poor, while the primary beneficiaries of road projects are 
wealthy, it is nevertheless generally true that most of the road space is consumed by 
wealthier private motor vehicle owners, while public transit users include most of the 
lower income population.  Thus, the focus on structural adjustment concerns only in the 
rail and public transit sectors is particularly objectionable in that it is more likely to have 
adverse equity impacts than would structural adjustment pressure applied to the road 
sector, which is pursued with far less vigor. 

If the World Bank is primarily concerned with using its lending to achieve its 
poverty reduction and environmental sustainability objectives, then a rationale exists for 
using a reformed economic rate of return analysis as the primary determinant of loan 
viability for public transit, road, and rail projects.  

If, on the other hand, structural adjustment or responsible fiscal management is a 
key concern for the World Bank in the transport sector, then it would seem that the 
World Bank could look at the methodology for loan assessment used by private banks 
to determine loan viability when acting without government guarantees, for useful 
lessons. 

     (. Letter from K.Gwilliam to W.Hook, March 4, 1996, p.3-4.
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In the rail and public transit sectors, private sector lending without a government 
guarantee will be based on the same financial assessments used when determining 
loan viability for any private sector company.  Private sector lending in the road sector 
without government guarantees is far less straight forward, but in essence has been 
restricted to self-financing toll roads.  Thus, unlike the World Bank, there is no major 
schism between the private sector's lending criteria for public transit, rail, or road loans.  
Again, the existence of this bias in World Bank lending cannot be justified based 
on 'sound banking principles.' 

Until recently, it was virtually unheard-of for a private bank to make a loan to a 
road infrastructure project.  In recent years,  however, there has been an increasing 
number of loans made to private road companies or road authorities from the private 
banking sector.  The EBRD and IFC have also lent to the private sector without 
government guarantees for road projects. These experiences are reviewed below.  

Ultimately, as will become clear in the following review, these private sector 
financial assessment models have some, but limited applicability to the World Bank's 
purposes of promoting sound fiscal management in the road sector.  

In all of the cases where private sector funds have been mobilized for road 
infrastructure development without a government guarantee, the loan has gone to a toll 
road authority, either public or private.  There is no experience, yet, of private banks 
lending for road projects where the method of revenue collection was something other 
than tolls.  There is thus no functioning private sector model for assessing the financial 
impacts of non-toll roads, which constitutes the bulk of World Bank lending. 

Another problem is that even in the most private sector-oriented cases, while the 
financial risks to the road authority are carefully controlled through contractual 
obligations made by the government, the projects tend to go forward only with explicit  
government guarantees covering at least some risk factors.62  Even if there are no 

     (. The financial viability of privately financed toll roads also depends critically on the willingness of 
the government to honor various elements of the concession contract.  For example, if the government 
were to build or upgrade a road parallel to the toll road, or even change the traffic patterns around the toll 
road, it could easily affect the profitability of the toll authority.  Similarly, governments tend to reserve the 
right to regulate the tolls. The World Bank has been playing an increasingly important role in guaranteeing 
government compliance with their contractual obligations in such road projects. 
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government guarantees on the toll road's rate of return or covering the debt, private 
sector road development schemes operate under a type of quasi-government 
guarantee that if the project runs into financial trouble the government will bail the 
project out.  Experience shows that as the government has a vested interest in having 
the road, whether financially viable as a private investment or not, the government is 
likely to bail out the investors to some degree in case of a major default.  It is therefore 
extremely difficult to quantify the financial risk of these explicit and quasi guarantees for 
the government.  Yet it is the financial risk faced by the government that is the concern 
of the World Bank in terms of its structural adjustment agenda.  

B. Case Studies of Private Highway Financing Without Government Guarantees

The following case studies serve to illustrate what actual 'sound banking 
principles' look like in the case of road sector lending.  

1. Mexico's Toluca Toll Road

The IFC and Lehman Brothers became involved in underwriting bonds for a 
consortium of private construction companies building and operating toll roads in 
Mexico, and held some of these bonds on their own account.  The Mexico City-Toluca 
Toll Road is one of the few cases of a toll road financing project undertaken without 
either an explicit or quasi-governmental guarantee.  In this case, the construction of a 
limited-access toll road between Mexico City and La Marquesa was built by a private 
limited-liability company. 

The primary risk particular to the case of a road project was whether the volume 
of traffic at the approved toll rate would be sufficient to provide the company which 
issued the bonds with an adequate revenue to cover the bond issue.  Lehman Brothers 
relied on the assessments of their own technical experts to determine projected traffic 
volumes.  In the end, the traffic volumes have been an average of 103% of estimates 
since the offering.  In short, the private sector was only willing to become involved in 
loans to a road project without government guarantees if their own internal traffic 
projections showed that the revenues from tolls would be high enough to guarantee 
repayment of the loan.

X



Hook/Balance/X

Another form of risk, the risk that there would be delays or cost overruns in the 
construction, was not an issue for Lehman Brothers or the IFC because they did not 
become involved until the actual construction was already completed.  The bonds 
turned out to be solid investments for the buyers, but Lehman Brothers considered the 
project a failure due to the time it took them to sell the bonds.63   

The IFC and Lehman Brothers covered themselves against other risks, such as 
the danger that the government would not allow the company to raise tolls, that the 
government would build a parallel untolled road, etc., were avoided by contracts with 
the government.  The major risk that most investors were concerned about was 
currency risk, as the Bank of Mexico was unwilling to offer an exchange rate guarantee. 
This type of risk was not particular to road projects, but typical of international issues of 
Mexican bonds.  
 

2. The Beijing Airport Toll Road

In the case of the Beijing Toll Road Project, also financed by Lehman Brothers, 
the toll road was constructed, operated, and maintained by the Beijing Expressways 
Company.  This company is a limited liability company which is predominantly owned by 
the Beijing Economic Development and Investment Corporation, (BEDIC) also a limited 
liability public enterprise under the control of the Beijing Municipal Finance Bureau, a 
branch of the Beijing Municipal Government.  All toll revenues were used as collateral to 
back the loan, and in case the toll revenues were insufficient to cover the loan, BEDIC 
was obliged to pay back the loan on behalf of the Beijing Expressway Company.  In 
other words, the loan was guaranteed by BEDIC: a form of government guarantee. 

     (.  The toll road company initially raised the necessary project finance by selling short-term 
commercial paper in Mexico, but method of financing proved very expensive, and the company sought 
refinancing. It was only at this point that the IFC and Lehman Brothers agreed to underwrite a longer 
term bond issue.Because revenues from the sale of the IFC and Lehman bonds were used to cover the 
initial issue of commercial paper by the initial consortium, thus removing  the risk of default from the initial 
investors, buyers had the impression that the original investors were cashing out of the project.  Lehman 
Brothers thus had difficulty selling the bonds and held many of them on their own account for a year, tying 
up their liquidity.  The IFC agreed to maintain 10% of the issue on its own books to reassure investors 
and facilitate bond sale.From Hambrecht, R. "Privatization and Infrastructure Development: Risk Sharing 
and Sources of Capital,"  A Thesis Presented to the Faculty of Architecture and Planning, Columbia 
University, New York, NY, 1993.  Taken from a personal interview with Laurie Mahon, Kidder Peabody & 
Co. 

X



Hook/Balance/X

Lehman Brothers' primary concern was about general political risk factors, and 
the security of a guarantee from BEDIC.  In this sense, the highway loan was treated 
much like other forms of sovereign lending.  As the guarantor of the loan was not the 
national Ministry of Finance, but BEDIC, a lower level public authority, Lehman had to 
assess BEDIC's credit-worthiness, as well as the viability of the legal system in case a 
default threw the loan into litigation.  It was only because of BEDIC's lack of credit 
history, and the lack of the Beijing Municipal Finance Bureau's legal ability to grant a 
guarantee for the loan, that Lehman Brothers also investigated the likelihood that traffic 
volumes would be sufficient to generate the level of revenues necessary to cover the 
cost of the loan.  While Lehman Brothers was uncertain about the reliability of projected 
toll revenue, based on an independent financial audit of BEDIC by Peat Marwik they felt 
that BEDIC had sufficient assets to back their contractual obligations to make the loan 
worth the risk.  

In both cases, private financial institutions became involved only because the 
road being financed was a toll road.  The level of concern expressed about the financial 
viability of the project itself and the toll road authority varied with the degree to which 
the government was willing to guarantee the project.  The more secure the government 
guarantee, the less concern the bank showed about the financial viability of the project 
itself. 

3. Financing Hungary's M1 and M15

In the case of the M1 and M15 toll roads in Hungary, the EBRD played a role 
similar to the role played by the IFC in toll road projects.  The EBRD made both loans 
and a 10% equity investment into a limited liability company responsible for road 
construction and toll revenue collection.  This company is ostensibly fully exposed to the 
risk that toll revenues will be lower than projected due to less than expected traffic.  As 
a result, the consortium of firms did a careful assessment of whether or not traffic 
volumes would be sufficient to make the investment viable.  The traffic projections were 
favorable, but unreliable.  Because once the road is built maintenance costs are low, 
the EBRD felt that the 35 year terms of the concession were long enough to ensure that 
the loan would be repaid and the return on investment would eventually be realized, 
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although not necessarily as soon as investors hope.64 

The primary need for EBRD involvement in the loan was that private banks were 
insufficiently secure about the political stability of Hungary and thus the willingness and 
ability of the Hungarian government to honor its contractual obligations to the company.  
The political leverage of the EBRD, being greater than any individual private sector 
bank, reduced this political risk, facilitating private sector participation in the project. 

While the Hungarian government did not in this case provide any direct 
guarantees to mitigate private investor risk of low traffic volumes, they did subsidize the 
road project by providing long term use-rights for the right of way, which they were 
responsible for both assembling and clearing.  The value of this land right, Ft.975 
million, (est. $10.5 million) is registered on the companies balance sheet as a capital 
asset.65  The company, instead of paying rent on this land, is only obliged to pay a fixed 
percentage of any dividends paid to shareholders to the Hungarian Government.  By 
accepting a percentage of profits rather than requiring rent payments from the 
company, the Hungarian Government is acting as an investor rather than a creditor.  
This considerably reduced the company's risk of default, as the Hungarian government 
has to be paid only if a profit is realized. 

 The toll road was opened in 1995, and with a toll of Ft.900 for a car and Ft.3600 
for a truck to go from Budapest to Vienna, it is the most expensive road in Europe.  
Most of the traffic on the road is foreign, with lower income Hungarians sticking to the 
parallel unpaid routes that take roughly 20% longer. At current traffic projections, the 
investors believe they will recoup their investment within 12 to 15 years.66 Again, private 
lenders operating without government guarantees relied on their own independent 
financial assessments of the projected returns from toll revenues relative to project 
costs. 

4. The Trans-Tokyo Bay Bridge-Tunnel

     (. European Bank for Reconstruction and Development, 1993. Hungary: M1-M15 Toll Motorway 
Project (London, EBRD SAR # BDS93-79)

     (. ibid, p. 25.  This figure seems very low. 

     (. Toth, K. 1995. "New M1 Will Cut Driving Time," Budapest Sun. 
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Many countries have considerable experience mobilizing private capital for 
investments into toll road authorities, with mixed results.  In Japan, for example, while 
most intercity highway projects are financed by toll revenues collected by the Japan 
Public Highway Corporation and borrowing from the governmental Fiscal Investment 
and Loan Plan from the Postal Savings system, private financing of road projects in 
Japan was attempted in the case of the Trans-Tokyo Bay Bridge Company.  A special 
law was passed to allow for the creation of a special limited-liability closed joint stock 
company which would construct the bridge-tunnel, collect the tolls, and develop real 
estate on the tiny island created in the Tokyo Bay where the bridge becomes a tunnel.  
One third of the company is owned by the Japan Highway Public Corporation, one third 
by 7 municipalities in the Tokyo metropolitan area, and the other third by private 
companies. 

Private finance was raised through the sale of stock in the company.  None of the 
private investors in the project had any faith that they would realize a return on their 
investment, as the company has no control over the toll rates, and financial projections 
indicated that expected toll revenues would take more than 30 years to cover the costs 
of construction.  Private participation was secured in part by pressure from the 
Nakasone government.  In part, however, private firms wanted representation on the 
board of the toll company in order to control the very lucrative awarding of contracts for 
both construction and private bank financing.  The private investors were principally 
banks interested in securing project financing contracts, construction firms, and 
suppliers of equipment used in the construction process. With two thirds of the company 
owned by public enterprises, private firms were not concerned that loans to the 
company or contracts from the company would not be repaid.  

Thus, despite the fact that financial analysis of the project indicated that the 
project would not be profitable for over 30 years, participating financial firms were willing 
to make loans to the toll authority because they were operating with what amounted to a 
tacit government guarantee, and felt that the earnings they were likely to make by 
winning the construction and financing contracts outweighed the costs of investing in 
the unprofitable company.67 

     (.  From Hook, W. 1995. The Competitive City:The Impact of Transport and Land Policy on Japan's 
Economic Growth and Development, PhD Dissertation, Columbia University Department of Urban 
Planning.

X



Hook/Balance/X

5. Private Toll Roads in Spain

Spain's experience with private investment into roads was similar, with private 
investors willing to invest only in toll roads, and generally only with government 
guarantees or if their projected profits are coming as much from lucrative construction 
and project financing contracts as from the operation of the road concession itself.68  

Spain's experience also indicates that because roads are critical to the national 
economy, a private road authority is not likely to go bankrupt and shut down.  In case of 
private sector mismanagement or disinvestment into the toll authority, the state has no 
choice but to take over the road authority, as happened to 14% of the road system in 
Spain in the early 1980s.  Thus, with or without government guarantees, private road 
authorities have enormous leverage over the government, which creates the same sort 
of moral hazard problem that is faced with large banks where their failure would create 
such a serious financial crisis that the government virtually has to guarantee their 
survival.  National highways are, in essence, too big to fail.  Even for those roads in 
Spain which stayed in private hands, the original agreements had to be renegotiated to 
maintain private involvement.  

The comments of Mr. Enrique Sanchez Podilla, of Europistas, which operates 
many of the Spanish motorways, are particularly revealing about the nature of public 
sector risk in private sector highway projects:

 "The outcome is that you don't make losses on a motorway in my country 
(Spain).  What you do is activate the losses every year, in order to increase the 
value of the motorway.  You can invent any incentive, but what I have found out 
is that if the traffic at the beginning is not enough, you need help, no matter 
how...There are many other financial mechanisms that can make motorway 
systems that have no traffic financially viable, for example, transfer of state 

     (. Gomez-Ibanez, J. and Meyer, 1992. Going Private (Washington D.C.: Brookings)
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assets..." 69

Thus, no matter what the formal contract says, if traffic volumes are not high enough to 
finance the investment, the government will assume a significant share of the liability. 

In other words, private lending to private toll road construction and operating 
companies, even when the borrowers do not have an explicit government guarantee, 
are often operating with a kind of tacit government guarantee.  They are thus often 
willing to make loans even if they are unsure of the traffic projections and hence the 
revenue projections.  

C. Conclusion

While private banks, when operating under a government guarantee, lend money 
to rail, road, or public transit projects, they do little economic or financial assessment of 
the viability of the project itself.  The World Bank, operating as it does with a 
government guarantee, should assess loan viability based on economic, financial, and 
other criteria in order to better achieve its goals of poverty reduction, sustainability, and 
economic restructuring, not because these are essential to 'sound banking principles'. 

In order to achieve the goals of promoting sound fiscal management, the lending 
practices of the private banking sector when assessing loan viability without a sovereign 
guarantee provide some, albeit limited guidance.  In the case of lending for toll roads, 
as in the case of some roads being financed in China, the standard financial 
assessment procedures being used by private banks would be adequate.  This involves 
assessing not only whether projected traffic volumes at legally allowable toll levels will 
generate sufficient revenues to repay the loan, but also involves assessing other forms 
of risk, such as the possibility of cost overruns or delays in construction, and currency 
risks.  It also may require side agreements where the government promises not to build 
other highways in the same corridor which could jeopardize the financial viability of the 
road.  In the case of loans to a Hungarian Railway, for example, the Bank might 
insist that the government sign a contract agreeing to not build a highway in the same 
corridor, which could threaten its financial viability.  Of course, this raises the risk that 

     (. Sanchez-Rodilla, Enrique.  1994. "An International Operator's View of the Challenges of Concession 
Management in Central Europe,"The Polish Highway Programme: Opportunities for Private Finance and 
Investment, (Warsaw: A Conference Sponsored by the Financial Times, December 12 -13, 1994). 
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the World Bank might pressure a government to sign an agreement not to build or 
upgrade a rail line in a corridor where they have a significant investment in a parallel toll 
road facility.  It is for this reason that it is critical that original project selection be based 
on an alternatives analysis, and involves a cost benefit analysis of each alternative 
which considers the cross-modal impacts of the project as a critical componant of the 
loan approval process. 

At the same time, however, there are strong justifications for World Bank lending 
in contexts where the private banking sector would not be willing to make loans, such 
as in the case of non-tolled road facilities, so long as the loans promote the Bank's 
broader institutional objectives.  It is to the question of how to set up a set of loan 
criteria that are not biased between modes in these conditions that we now turn. 

V. TOWARDS AN INTERMODAL LOAN ASSESSMENT METHODOLOGY:
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A. Recommended Changes in World Bank Transport Sector Lending Criteria

This report does not recommend that the World Bank adopt private banking 
principles for its loan assessment procedures.  The World Bank's mandate is broader 
than that of a private bank, with a responsibility to reduce poverty, promote 
sustainability, and promote fiscal responsibility.  

Rather, the report recommends two ways in which the current biases favoring 
lending to the road sector could be removed, using examples from Hungary.  The first 
way would be to upgrade the importance of economic analysis in the public transit and 
rail sectors, while reducing the importance of financial and cost recovery analysis in the 
determination of loan viability.  At the same time, the World Bank would continue to 
work towards removing the current biases in the economic appraisal methodologies 
which tend to favor road loans.  In this way, the lending criteria for public transit and rail 
would be put on a level playing field with road sector loans.  

This reform would have the following advantages.  First, it would base the 
determination of loan viability on the broadest estimation of overall social costs and 
benefits.  So long as the overall social costs of the project are outweighed by the overall 
social benefits, the project would be justified.  The ability of the government to absorb 
further debt would then be analyzed in much broader terms and not in project-specific 
or even sector specific terms.  

This reform would also have the advantage of reducing the administrative 
overhead costs of also performing a financial analysis and cost recovery analysis in 
public transit and rail sector loans, as well as an economic appraisal.  By in essence 
reducing the conditionality on World Bank loans, it would also have the advantage of 
increasing the ability of the World Bank to compete with other Multilateral Development 
Banks, particularly the European Investment Bank, who may be placing fewer 
conditions on their loans and hence capturing business from the World Bank.  

The disadvantage of this approach is that it would undermine the World Bank's 
ability to leverage policy changes, such as those outlined in the recently published 
Sustainable Transport: Priorities for Policy Reform that could lead to more fiscally 
responsible and perhaps financially sustainable operations in the transport sector.  If the 
goals of increasing financial sustainability are seen as key to the World Bank's policy 
agenda, removing financial and cost recovery conditionality may be a step backwards.
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The second option, therefore, is that the World Bank maintain fairly rigorous cost 
recovery targets and positive financial rates of returns as conditions for loan approval in 
the public transit and rail sectors, and impose similar conditions in the road sector.  This 
would mean developing a methodology for determining the financial rate of return for 
road sector loans, and making a positive (10% or better) financial rate of return a 
condition of loan approval in the road sector.  Secondly, it would require imposing cost 
recovery targets in the road sector that either correspond to, or are higher than cost 
recovery targets being imposed on public transit and rail loans in the borrowing country. 

The advantage to this approach is that it would allow the World Bank to use its 
leverage to reduce debt and promote financial sustainability in both the road and rail/
public transit sectors.  This could stimulate greater efficiency of service provision in both 
sectors and would promote sound fiscal policy by the borrower.  

World Bank staff70 have expressed concern that requiring loans to the road 
sector to have a positive financial rate of return might severely limit the number of road 
projects that would be viable based on their overall social benefit, which might make it 
more difficult to fund 'good' road infrastructure projects, such as those in low income or 
rural areas, and might have other perverse effects inconsistent with the World Bank's 
mandate.  If the Bank shifted to sector lending, however, this problem could be avoided 
by justifying new investments in the same way they are financially justified in the public 
transit and rail sectors, ie. by showing the positive fiscal benefits of side agreements 
calling for increasing levels of gasoline taxation, the introduction of tolls, cordon pricing 
schemes, or increased parking charges in areas served by the new roadway.  Road 
maintenance investments could also be justified based on the fact that investing in the 
road maintenance operations today will save the government much higher road 
maintenance costs in the future, and thus would not be affected by the change in 
assessment procedures.

In other words, requiring a positive financial rate of return in the road sector 
would force the World Bank to use its policy leverage to ensure a greater degree of cost 
recovery from road users, which should have positive environmental and equity 
benefits. 

     (. Letter from K.Gwilliam to W.Hook, op. sit., p. 2-3. 
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Another perhaps paradoxical and controversial impact of requiring a positive 
financial analysis for road sector loans is that loans for new road construction could be 
justified in financial terms based on the argument that the construction of the road will 
generate additional traffic, precisely the impact that many environmentalists and 
planners concerned about traffic congestion and other adverse effects of motorization 
are intended to avoid.  Because induced traffic would lead to greater gas consumption, 
and most governments finance road construction out of gasoline taxation, the fiscal 
impact of this induced traffic is likely to be positive.  

So long as road projects were required to pass both a financial and an ERR 
analysis, however, there is little danger that also requiring a financial analysis would 
make road sector loan approval easier.  While making loan approval dependent on a 
positive financial rate of return might induce project planners to assume that a road 
project will induce traffic, this is at least more consistent with the facts.  As illustrated by 
the SACTRA report from Britain, it is very likely that roads will induce or generate new 
traffic.  In this case, gas revenues would very likely increase.  At the same time, 
however, accepting induced traffic would reduce the environmental and time savings 
benefits generally counted as benefits in the cost benefit analysis based on the 
assumption of no induced or generated traffic.  This reform, therefore, would increase 
the financial rate of return and lower the economic rate of return of road sector projects.  
This would accord better with state of the art modeling than the assumption of no 
induced traffic currently used by most World Bank ERR assessments.  The objective, 
after all, should be to have the best data possible about the likely financial, economic 
and social impacts of the project, in order to make the most rational decision about the 
project's viability.  

Bank staff also expressed concern that requiring a positive financial rate of return 
might make it harder to finance projects targeting environmental externalities.  However, 
in the case of environmental investments, where the benefits accrue essentially to non-
users, again the financial impacts of such loans could be justified using the 'polluter-
pays principle,' which was recently accepted as a guiding principle in Paragraph 27d of 
the Habitat II Global Plan of Action.  Projects where investments are made into 
environmental improvements could be accompanied with side agreements that gasoline 
taxes should be raised to cover these costs. 

Another problem with requiring a positive financial rate of return and cost 
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recovery targets is that the greater level of conditionality this type of lending assumes 
may lead borrowers to turn to alternative lending institutions which are less likely to 
impose conditions on their lending. 

Whichever way the World Bank chooses to address the current bias in their loan 
approval criteria, the current methodology of performing cost-benefit analysis in the 
transport sector needs to be revised to remove biases favoring motorized road transport 
following the methodology outlined in our previous publication.71  To their credit, the 
World Bank has initiated a project to significantly revise this methodology.  

Unless the World Bank addresses the current imbalance between their lending 
criteria in the road sector and the rail/public transit sector, their is a considerable danger 
that their lending practices are actually hastening the process of motorization. 

While World Bank staff currently do not agree, the second of the two approaches 
outlined above would seem to be more consistent with the World Bank's new transport 
sector policy, Sustainable Transport, which endorses a policy of increased 
commercialization and the application of commercial principles not only in the public 
transit and rail sectors, but in the road sector as well.72  

The World Bank's new Transport Sector Policy Review now directly states the 
following about the road sector: 

"Wherever possible, these (total social) costs should be recouped through direct 
user charges.  Where that is not possible, fuel taxation may be the best available 
proxy."73 

'Costs', as used in the text, refers to the resource cost of the fuel, the environmental 
externalities, congestion externalities, and road damage externalities. The report 
recommends developing congestion pricing as a better way of internalizing both 

     (. Hook, W. 1994. op.sit.

     (. The World Bank, 1995. op.sit.

     (. World Bank, 1996a, op. sit., p. 90.
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congestion and environmental externalities.  In the absence of congestion pricing, the 
report recommends that gasoline taxes be set at a level sufficient to act as a proxy 
for environmental and congestion effects, and estimates that these levels suggest a 
fuel tax of roughly $1.00 per gallon.  The report even accepts that revenues from gas 
taxes might exceed the level of expenditure on roads on the grounds that gas taxes are 
relatively progressive in most countries, gas taxes encourage energy conservation, and 
lead to relatively few economic distortions.74

The most likely effect of the new World Bank transport policy is that road sector 
loans will increasingly be accompanied by side agreements requiring an increase in the 
level of gasoline taxation.  As this would also be more likely to make the financial rate of 
return of road sector loans more strongly positive, this approach would be consistent 
with the recommendation made above of requiring a positive financial rate of return.  

Unfortunately absent in the new World Bank transport policy is the specific 
recommendation of using parking charges as a way of internalizing the social costs of 
road use.  Increasing parking charges to market rates is more likely to have a direct 
effect on congestion than gasoline taxation, and might avoid the adverse impact on 
public transit users.  As will be seen in the case study of Hungary, undercharging for 
central city parking is likely to be a key source of public subsidy to private motor vehicle 
operators, and hence a loss of potential government revenue.  Nevertheless, as parking 
charges are a way of internalizing user charges, this approach should also be 
consistent with general World Bank policy guidelines. 

B. An Example of the Application of an Intermodal Lending Criteria in the Transport 
Sector: The Case of Hungary

     (. ibid.
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1. Current World Bank Approaches to Transport Lending in Hungary 

Recent shifts in emphasis at the World Bank have led to a change of approach to 
Hungary's transport sector.  According to interviews with the Ministry of Transport, the 
World Bank is currently primarily interested in loans for 'rehabilitation and maintenance,' 
in the road sector, and is less interested in financing new road construction.  The World 
Bank's position, which is consistent with their new Transport Policy, is that the current 
level of expenditure on new road projects, $75.42 million estimated in 1996, is too high 
relative to the modest $107.62 million spent to address the enormous backlog in 
needed maintenance and safety improvements.75  The Bank points out several studies 
which indicate that the current economic rate of return on road maintenance and safety 
improvements is between 20% and 60%, compared to an average ERR for new 
construction projects in Hungary closer to 20%76  

Apparently, the Hungarian Government requested funding from the World Bank 
for the M3, a road connecting Budapest with the Ukraine, passing first through Miskolc, 
then through underdeveloped Eastern Hungary, but the World Bank has refused until 
now, sighting low Economic Rates of Return.  The World Bank was discussing the 
possibility of providing guarantees to private sector investors in the M3 to cover the risk 
that the Hungarian Government would not honor their commitments, but there is 
currently no interest by the private sector to invest in the M3.77  Further borrowing from 
the World Bank for roads is problematic right now because the Road Fund is in 
considerable deficit, and debt service on the Road Fund is already quite high, although 
the Bank has expressed an openness to further financing of maintenance and 
rehabilitation.  Again, this position seems consistent with the new Transport Policy. 

Current discussions of a major loan for MAV hinge on the Bank's condition that 
the current share of Hungarian National Government subsidy to the railroad be reduced 

     (. Calculated from Table I on p. 37, and Annex I.

     (. The World Bank. 1994. Road Maintenance and Safety Study for Central and Eastern Europe.  
(Washington D.C.: TWUTD). 

     (. The European Investment Bank ultimately agreed to finance the M3, imposing minimal restrictions 
on the level of cost recovery.
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from 1.7% of GNP to .6% of GDP as part of the loan agreement.  While the railroad 
unions, and local governments faced with rail service cutbacks, are fighting the 
restructuring, MAV's management is dedicated to making MAV more financially viable, 
and is fighting with the unions, but does not necessarily want to restructure in the 
manner suggested by the World Bank-financed restructuring report.  The railroad union 
is quite powerful, and with the election of the Social Democrats, the government is 
reluctant to antagonize them.  The World Bank is quite clear that part of the 
restructuring plan is aimed at undermining the power of the union, which in April of 1995 
disrupted rail service in opposition to the wage reductions, layoffs, and line closings 
endorsed by the Bank.  At the same time, MAV's financial crisis continues to worsen, 
and the Ministry of Transport may consider accepting World Bank financing and the 
implied restructuring, with or without the support of MAV's management.78

The possibility of MAV replacing some of its less profitable rail lines with buses is 
resisted by MAV's management, as buses in Hungary are run by Volanbus, MAV's 
competitor, and MAV is not in a position to offer competing bus services.  The possibility 
of replacing heavy engine-pulled rail with lighter self-propelled diesel engine rail cars is 
being explored, which would greatly reduce operating costs and increase energy 
efficiency, but the new vehicles require new investment funds.79  World Bank lending 
could be used for this, but other International Financial Institutions such as the 
European Investment Bank and the EBRD have expressed possible interest in these 
and other rail projects while imposing fewer conditions.80 

2. Methodology for Performing a Financial Analysis in the Road Sector

As the World Bank is currently not financing or planning to finance any traditional 
highway projects in Hungary, our analysis here is based on their past lending for the 
M0.  To perform a financial analysis of the two sections of the M0 funded by the World 
Bank, data from World Bank Report No. 10779, Annex I will be used.  This data is from 
the cost benefit analysis, but should suffice to provide basic data for the financial 
analysis, using scenario 2 which assumes that the first section of the M0 becomes 

     (. Interviews at the Ministry of Transport, January, 1996.

     (. Interview with Tomas Szentgyorgy.

     (. Interview with Szabo Bela Istvan, Hungarian Traffic Club, January, 1996. 
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operational in 1990, and the second section becomes operational in 1994, which 
roughly conforms to the facts. 

The difference between the data collected for the cost benefit analysis and the 
data needed for a financial analysis is that for a financial analysis only those costs 
incurred by the borrower, in this case the Hungarian Government, need be included.  
Similarly, only benefits accruing to the borrower should be calculated.  

The costs of the project are straight forward calculations.  Construction costs in 
this case are taken from prices quoted in the winning bid for the construction contract.  
The total costs of construction for the two sections of the ring road, over a nine-year 
period, was Ft. 11.092 billion, for the construction of roughly 30 km. of road.  The net 
present value for any given base year of this stream of payments would be calculated. 

Whether or not land acquisition costs were included in these capital costs is not 
clear from the data.  These costs should obviously be included in the financial analysis.  
Land acquisition costs the government on average Ft.1 billion for a 30km segment of 
highway.  This would be a conservative estimate in the case of the M0 which is entirely 
in an urban area.   The net present value for the land acquisition costs should be added 
to total project costs.

The environmental externalities need not be included in the financial analysis 
unless it can be shown that the environmental externalities have a direct impact on 
government expenditures in other sectors (if water treatment costs increased due to 
runoff of oil from motorways, for example).   

As the borrower is the government, however, the construction of the M0 also 
drove up local government costs, which had responsibility for building access ramps, 
realigning the traffic signals, and widening access roads.  Municipal Government costs 
related to the M0 were an estimated Ft.1.95 billion in 1995.  The net present value of 
the stream of these ongoing costs should be estimated and included in the financial 
analysis.

The projected ongoing maintenance and necessary road rehabilitation costs 
should also be estimated and added to total project costs.  According to the Ministry of 
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Transport's efficiency analysis, these costs were Ft. 1.917 million per kilometer per 
year, or Ft.57.525 million per year into perpetuity.81  The net present value of this 
stream of payments would have to be added to the total project costs to the 
government. 

Against these specific costs incurred by the borrower to implement the project 
must be measured the specific impacts of the project on government revenues.  There 
are basically two specific ways in which the construction of the M0 will affect the 
government's ability to raise revenue.  First, land acquired for the M0 by the 
government will no longer be taxable.  The value of the lost stream of property tax 
revenues should be quantified.  

The second, and most important impact of the M0 on Hungarian Government 
fiscal flows results from the impact on aggregate gasoline consumption, which affects 
the collection of gasoline and value added tax revenues.   The cost benefit analysis of 
the project indicated that vehicle trips will be shortened, reducing gasoline consumption. 
If this were accurate, gasoline tax revenues could be expected to decline.  Currently 
68% of the price of gasoline is the fuel tax, of which 4% represents the 'eco-tax.'  
According to the cost benefit analysis, some 68% of the total benefit accrued from a 
reduction of vehicle operating costs.82  Of this 68%, more than 50% of vehicle operating 
costs are the result of fuel, or 34% of total benefits are from the reduction of fuel 
consumed due to the rerouting of existing traffic to the new, shorter route. 83 While this 
may be construed as a benefit in a cost benefit analysis, in a financial analysis it is a 
loss of revenue.  According to the Efficiency Report, the total discounted modified 
benefit of the two sections of road calculating full travel time values is Ft.26.071 billion.  
Of this, Ft.8.86 billion is the amount of fuel saved due to the construction of these links 
of the M0.  As 68% of this would be fuel taxes to the government, the impact on the 
government's budget of the construction of the M0 is a loss of Ft.6.025 billion in 
gasoline and eco-tax revenues.84 

     (. Calculated from World Bank Report #10779, 1992. op. sit., p. 42.

     (. ibid, p. 50-56.

     (. Chesher, A. and R. Harrison. 1987. Vehicle Operating Costs: Evidence from Developing Countries 
(Washington D.C.: The World Bank), p. 117; Quote from Dr. Szoboszlay, Ministry of Transport.

     (. World Bank Report #10779, op.sit., p. 53
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While the construction of the M0 appears to be strongly negative in terms of 
Hungary's balance of payments, it is likely that the fuel savings promised in the cost-
benefit analysis will be compensated in the medium term by new traffic generated, as 
people switch from public transit trips to private car trips, the impacts on government 
finance are not as severe as would be implied by the cost benefit analysis, while the 
benefits of the project are probably overstated, as a result of ignoring generated traffic. 

Another negative fiscal impact of the construction of the M0 appears to be 
resulting from the following source.  As rail shipping is more easily monitored by the tax 
authorities, an increasing amount of freight is being shipped by truck in order to escape 
the taxation authorities.  The modal shift in freight resulting from the construction of the 
M0 could be calculated, and its effects on the percentage of value added taxes paid on 
that shipment could potentially be calculated as well. 

A positive financial impact from a road loan could only be achieved if a)the road 
is tolled, b)the loan carries a side agreement insisting on the increase in gasoline taxes, 
vehicle registration fees, or other increases in user charges, or c) it is admitted that the 
construction of the road is actually generating new traffic by inducing the current users 
of public transportation or rail to switch to road.  Of course, if it is admitted, which it 
generally is not in World Bank staff appraisal reports, that the new construction is 
actually inducing new traffic, then any positive environmental impacts of the road 
capacity expansion project would have to be reduced, and this reduction of 
estimated 'benefits' would have to be reflected in the ERR. 

As private companies are becoming increasingly involved in road development 
through build-operate-transfer schemes, the role played by the public sector in these 
projects often involves subjecting the taxpayers money to substantial financial risks.  
World Bank involvement in such projects should require not only an analysis of the 
financial risk being assumed by the road authority, but also the financial risks being 
assumed by the government which is often providing guarantees against any number of 
risk factors. 

Unless a full accounting of the financial impact of new road projects on the 
borrowing government is incorporated into the Staff Appraisal Report, the Bank and its 
observers will never know whether or not the new road project is exacerbating 
government indebtedness; a significant oversight for an institution intimately concerned 
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about structural adjustment and the reduction of overall indebtedness.  

3. Guidelines for Determining Cost Recovery in the Road, Rail and Public Transit 
Sectors

The World Bank's requirements that BKV reduce its level of subsidy to 50%, and 
that MAV reduce its subsidy from 1.7% of GNP to .6% of GNP, however reasonable, 
are basically arbitrary.  These requirements have not been carefully balanced against 
the current level of subsidy in the road sector.  Recent road rehabilitation loans have 
also required that vehicle user fees should be tied to the costs that these vehicles 
impose on the road network, but no specific cost recovery targets have been set. 

On the tables on the following pages, I have made some estimates of the level of 
subsidy or cost recovery in the Road, Rail and Public Transit sectors.  In order to 
assess whether the level of subsidy is balanced between modes, all subsidy levels have 
been converted into a subsidy level per passenger kilometer traveled.  

3.1. Road Subsidy Estimates in Hungary

3.11. National Level Road Subsidies

On Table I, the current level of national road subsidies have been estimated.  In 
Hungary, there are two sources of direct funding for roads, the Road Fund, and the 
Development Budget.  In 1996, the government plans to spend Ft.4.41 billion on new 
road and bridge construction and upgrading projects.   Of this, Ft. 2.9 billion were direct 
items in the development budget, while Ft.1.5 billion is an estimate from the Ministry of 
Transport on the annual cost of land acquisition for the construction of the M5.  

While the National Road Fund (See Annex I) is financed entirely from various 
user charges, primarily the gasoline tax, the Road Fund is also the recipient of 
borrowing from the IFIs.  The Road Fund is currently seriously in debt, and is paying out 
more than 20% of its annual expenditures to debt service.  As interest is being paid on 
this borrowing, however, it has not been treated as a subsidy.  Therefore, on Table I, 
the Road Fund shows a surplus of HUF7,301 million, which has been subtracted from 
the total level of subsidy in the road sector. 
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A potential source of subsidy, which has not yet manifested itself on the 
government budget, but which will become increasingly important as the years 
progress, is the value of various government guarantees to private highway operators.  
For the construction of the M5 the Hungarian Government has provided government 
guarantees on the return on investment and on foreign borrowing by the private 
contractors:

"The key to the new package is a substantial operating standby subsidy.  This 
will support the ability of the concession company to service its debt for the first 
six years of operation.  'As a result, the project would be able to sustain a 
shortfall of nearly 30% in revenues and still maintain debt service.'"85

With an increasing number of highways being built by private consortiums, the level of 
subsidy to these projects will be negotiated on a case by case basis, and calculating 
the level of public sector exposure will be increasingly difficult as the details of the 
concession contracts are not yet being made public.  Traffic projections for the M1 
and M5 project connecting Budapest and Vienna estimated that the road would attract 
sufficient traffic to make the level of subsidy required by the Hungarian Government 
only 15%, in the form of land provision.  But in the case of the M5, the M7, and the 
M3, where traffic projections are much lower, the government is already negotiating 
to increase its level of guarantees.  Quantifying the cost of these guarantees requires 
taking the net present value of a reasonable assessment of the risk that the guarantees 
will be called.  The Polish Government is currently charging 1.5% interest for the 
provision of a loan guarantee, while the Hungarian Government is still guaranteeing 
loans for free.  As the Hungarian Government is also now promising to make up for 
revenue shortfalls due to low traffic counts, their level of risk exposure is increasing.  If 
these risks were quantified, the level of subsidy to the road sector in Hungary would be 
considerably higher and increasing. 

3.12. Municipal Level Road Subsidies

Another source of subsidy to road users is at the municipal level.  When 
researchers claim that road users are more than covering their costs, they are generally 
looking only at the national budget, ignoring large subsidies at the municipal level.  In 

     (. "Hungary's M5 Invitations."  Project & Trade Finance, September 1995, p. 30.
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Annex II the Municipal road budget is summarized.  Municipal governments only have 
two sources of financing which could in any way be called a road user fee; revenues 
from parking, and transfers from the national government.  The transfers from the 
national government come either from the development fund, in which case they were 
already calculated as a national subsidy, or from the Road Fund, in which case they 
were covered by user fees.  Nevertheless, municipal expenditures on roads and bridges 
will exceed all road user revenues by an estimated Ft 3.222 billion in 1996 in Budapest 
alone.  For accurate estimates of the level of subsidy to road users at the local level 
nationally, data from every municipality would have to be collected.  For our purposes, 
since Budapest represents roughly 30% of the urban population in Hungary, we felt that 
Road User subsidies from local governments nationally must be at least as much again 
as Budapest levels.  

There is a third level of government in Hungary, the local district governments, 
which have responsibility for the maintenance of all local roads.  The definition of which 
roads are the responsibility of the municipal government, and which are the 
responsibility of the district government is determined as follows: roads with public 
transit lines on them are the responsibility of the municipality, and those that do not are 
the responsibility of the district government.  The district government's costs are 
covered out of the 'weight' tax, a vehicle registration fee which is tied to the weight of 
the vehicle.  This tax is collected nationally and passed to the district and municipal 
governments on a 70:30 formula.  As the district governments have no other major 
source of income to finance this maintenance operation, it was assumed for our 
purposes that no further subsidies to road users existed in the budgets of district 
governments.  

One of the most important subsidies in Eastern Europe for the automobile is for 
free central city parking.  Currently, most parking even in downtown Budapest is free 
and provided by the municipality on streets and sidewalks.86  One of the primary 
economic advantages of public transit is that it requires no parking facilities in the 
downtown.  Quantifying the value of the real estate in metropolitan areas in Hungary 
currently consumed by  private motor vehicle operators for parking who pay little or 
nothing for parking is perhaps the largest single subsidy to the private car.  At the high 
end, the value of this parking subsidy could be based on the rent value of commercial 
office space in central Budapest, which currently costs about $600 per meter per year.  

     (. Parking charges for at least central city parking in Budapest are likely to be introduced in 1996 or 
1997.
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Here, however, we have used the current average commercial parking charges as a 
conservative estimate, which are $50 per meter per year, or $350 per parking space per 
year.  Obviously, if the supply of free public parking on streets were reduced, the 
commercial value of parking would be significantly higher.  Thus, at only 1/12 of the 
commercial rental rate, this estimate is quite conservative.   Given that there are an 
estimated 720,000 cars parked in Budapest every day, of which some 500,000 are 
parked on public property and pay no parking charges, it was estimated that the annual 
public subsidy to private motor vehicle parking is Ft.22.1 billion in Budapest alone, and 
therefore at least double this nationally.(References are on the tables).    

3.13. Local Pollution, Noise, and Accident Externalities

Road users also generate an inordinate share of environmental and safety 
externalities, which the new World Bank transport sector policy and now the Habitat II 
Global Plan of Action87 acknowledges should be internalized by road users in the form 
of fees.  (See Table II)  While public transit and rail travel also generate environmental 
externalities, they are generally lower than those generated by cars and trucks.  In 
OECD countries estimates on the level of total pollution, accident, and noise 
externalities from the road sector average around 2.2% - 2.7% of GNP, of which 
accidents constitute 1.5% to 2%, local pollution about 0.4%, and noise about 0.3%.88  In 
terms of accidents, costs related to car accidents are some fifty times higher than for rail 
and subway, and four times higher than for buses per passenger kilometer traveled.  
Public transit and rail produce less than one tenth of the pollution per passenger miles 
traveled, according to most studies.  In terms of noise, buses, subways and rails are not 
much better than private cars on a per passenger kilometer traveled basis.  As roughly 
90% of the accidents and pollution is an externality attributable to cars and trucks, a 
conservative estimate of the social cost externality for car use is 90% of 1.9% of GNP, 

     (. Par. 27d of the Habitat II Agenda reads as follows:
     "Improving access to work, goods, services, and amenities, inter alia, by promoting effective 
and environmentally sound, accessible, quieter and more energy efficient transport systems and by 
promoting spatial development patterns and communications policies that reduce transport demand, 
promoting fiscal and economic measures as appropriate, so that the polluter bears the cost of pollution to 
discourage polluting modes of transport." 

     (. Quinet, Emile. 1994. "The Social Costs of Transport: Evaluation and Links with Internalization 
Policies," in Internalizing the Social Costs of Transport (Paris: OECD/ECMT), p. 58.
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or 1.7% of GNP.89  A rough estimate of the subsidies to road users in the form of 
environmental and safety externalities is therefore Ft.67.61 billion.  

     (. ibid, p. 57.

Admirably, Hungary has a 4% surcharge on gasoline to fund environmental 
mitigation measures, as well as taxes on batteries and tires to cover the costs of their 
disposal.  Total revenues from these funds are estimated at Ft.7.4 billion for 1996, or 
about .1% of GNP.   This at least gives a rule of thumb of what the environmental 
externality is accepted as politically right now, although it clearly does not cover the true 
costs of all road sector environmental externalities.  BKV receives funds from this Eco-
tax on a competitive basis with other environmental concerns, and these figures are 
included in the aggregate level of BKV subsidies.  As this helps to internalize these 
externality costs, they have been deducted from the environmental externality subsidy. 

  
3.14. Congestion Externalities

One could, in theory, quantify the economic value of the land and road space 
consumed by different modes of transport, and include this in the cost of that mode.  As 
only a limited and decreasing portion of the Budapest street network is dedicated to 
public transit lines, principally the tram lines, the space on the street network is 
increasingly and primarily consumed by private motor vehicle traffic.  The value of the 
land consumed by moving vehicles could be broken down by mode and quantified using 
rough real estate values for the land consumed.  Such an approach, however, raises 
significant theoretical difficulties, as the value of land is a reflection of the value of 
economic activity conducted on that land, and the level of economic activity is 
profoundly affected by the accessibility of that land.  

When calculating congestion externalities, we have included only the cost of 
extra gasoline and operating costs related to traffic congestion.  While these congestion 
costs affect both private motor vehicles, buses, and trams, as most of the congestion is 
being created by the private cars and taxis, private cars and taxis are imposing a 
congestion externality on the bus system.  They also impose congestion costs on other 
private motorists, but as private motorists also bear these costs, they are not an 
externality.  

BKV's own internal estimates are that Ft.4.5 billion is lost annually due to 
increased operating costs (fuel mostly) due to traffic congestion caused primarily by 
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private cars.  (See Table II)  These figures are only for Budapest.  Similar figures have 
not been calculated for other secondary cities, as arguably the level of traffic congestion 
in Hungary's secondary cities is still quite low. 

Of course, not all road subsidies benefit private cars. In Hungary, roughly 88% of 
the vehicle fleet is private cars, 11% is trucks, and 1% is buses.  While cars constitute 
60% of the passenger kilometers traveled for local trips, and 64% of passenger 
kilometers traveled for intercity travel, they consume roughly 40 times as much road 
space to make these trips as a bus.  Therefore, given that the wear and tear of the road 
system by busses per passenger is quite negligible, the bulk of the road subsidy will be 
assumed to be enjoyed by private cars and trucks.  Without more detailed research into 
the distribution of vehicle fees relative to the impacts of different vehicles on the wear 
and tear of the road network, it will be impossible to know if these vehicle fees, and 
hence the level of subsidy, is evenly distributed between road vehicles.  For now it will 
be assumed that differential vehicle weight charges and other taxes are fairly distributed 
between vehicle types.  Therefore, 88% of the national subsidy to road users can be 
said to be benefitting private car operators, 11% to trucks, and 1% to buses. 

If all of the above-mentioned subsidies are included, the level of subsidy to roads 
in Hungary nationally is Ft99,093 billion, ($762.254 million U.S.) or about 2.5% of 
Hungary's GNP. The intercity buses in Hungary are still state owned, and they are 
projected to receive in 1996 Ft.1 billion in direct state subsidies in the form of capital 
grants for new buses. 

3.15 Maintenance Deficit

The Hungarian road sector also faces a severe deficit in its maintenance 
spending.  What this means is that far more public spending is being directed towards 
new construction than towards maintenance.  According to the World Bank90, the 
Hungarian Government would need to increase their current level of spending on road 
maintenance in order to maintain its existing road infrastructure at its current levels by 
HUF39 billion a year.  This has not been counted as subsidy, but is nonetheless 
important to the development of a sustainable road sector. 

     (. World Bank. 1996. Hungary Implementation Completion Report (Washington D.C.: World Bank 
Report No. 15445, p. 9)
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3.2. Subsidies to MAV (Hungarian National Railroad)

MAV also receives capital grants from the national development budget.  (See 
Table II and Annex III)  In the 1996 budget, development grants to MAV total Ft.13.109 
billion, the vast majority of which will go to track maintenance.  MAV is also projected to 
receive Ft.41.53 billion in operating subsidies.  MAV is currently unable to service the 
debt it has already accumulated since 1989, and in 1995 the Hungarian Government 
made a one-time grant to MAV to cover some Ft 55.25 billion in interest payments and 
principle repayments, but nothing in 1996.  All together, total subsidies to MAV in 1996 
are estimated to amount to Ft.66.263 billion, compared to Ft.65.865 billion in 1995.  
This is roughly 1.66% of GNP. 

Only recently has MAV's accounting system been able to determine the level of 
profitability of different sectors of the line, and different areas of rail operation.  Like 
many vertically-organized rail systems around the world, MAV also operates quite a lot 
of facilities such as hospitals and other services for its employees.  These operations 
are increasingly being transferred off of MAV's budget and onto specific line items of the 
national budget.   

MAV faces a bleak financial future.  The general downturn of the economy was a 
major factor behind MAVs rapid financial decline, which should be abating now that the 
GNP has stopped falling.  Hungary is also continuing to lose population.  Fuel price 
increases have also hurt their profitability.  But there is no denying that the rapid shift to 
motor vehicle traffic has played a major role in MAV's economic difficulties. 

One potential source of revenue for the railroad has not been explored, which 
was critical in the survival of Japan National Railroad after the privatization; their land 
assets.  In Japan, private railroads cross subsidize their rail operations through 
speculative development of the land at key railroad terminals, all of which they own.  
While MAV plans to sell unneeded land and buildings that they own, the Ministry of 
Transport will not allow MAV to develop this real estate itself, and MAV has no money 
for speculative investment.  Land held by MAV is actually controlled by the Ministry of 
Transport, so land sales would not necessarily be reflected in MAV's balance sheets. 

X



Hook/Balance/X

As in the road sector, MAV also has a significant backlog of maintenance needs.  
MAV needs to replace 150 - 200 km of main line track, 450 switches, and 396,000 
sleepers each year to maintain its infrastructure adequately, but is replacing on average 
only 45 km of main line track, 209 switch sets, and 91,000 sleepers each year for the 
past several years.  The estimated shortfall is HUF390 million a year.91

3.3. Subsidies to BKV

Public transit systems in Budapest continue to be fairly heavily subsidized, 
primarily from local government income and value added tax revenues, although the 
level of subsidy has been declining in recent years.  In 1996, BKV is projected to 
receive Ft.9.5 billion from the Budapest Municipal Government, Ft.2.3 billion from the 
national government, and will incur another Ft.910 million in losses, which will have to 
be covered with borrowing.  BKV is also directly subsidizing many users such as elderly 
and disabled people and schoolchildren, and not being compensated by the 
government, at an estimated value of Ft.5.83 billion per year.  Subsidies to BKV are 
thus projected to be roughly Ft.18.545 billion in 1996. 

BKV's losses are greater in their trolley and metro services, which have been 
losing ridership, and less in their bus services which have been increasing ridership.  
BKV also has to provide public transit services to people with public transit passes, 
such as the elderly and disabled, which are provided without compensation by the 
national government, and schoolchildren, which are provided by the local government.  
If these services were fully paid for by the local and national government, the level of 
cost recovery at BKV would be higher.  BKV also maintains services in districts beyond 
the borders of the Budapest Municipality, despite the fact that these lines are not 
profitable and these outer municipalities contribute nothing to BKV's budget.  Service to 
these areas is nonetheless critical to the maintenance of transit ridership metropolitan-
wide, as the population of these suburban areas continues to increase rapidly. 

BKV also controls a lot of land around the metro stations, but the Municipality 
controls the development rights.  If BKV were allowed to develop this land, it would also 

     (. World Bank, 1996b. op. sit, p. 10.
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greatly improve its level of cost recovery.  It's market research, however, indicated that 
the most lucrative use of this land would be to lease it to petrol stations.  Developing 
petrol stations, while lucrative in the short run, would hardly seem to make sense for a 
public transit authority concerned in the long run about competition with private motor 
vehicle transport. Such developments would also make pedestrian and bicycle access 
to the stations less desirable, hurting business.  Until now, BKV has been less than 
enthusiastic of proposals to promote bike and ride access to the metro.  

BKV, in order to reach its agreements with the World Bank, continues to cut 
services, particularly service frequency, and staff also continues to be reduced.  While 
BKV would like to get to the point where at least all of its operating costs were covered 
out of user fees, channeling most public subsidies into capital projects, which would be 
consistent with the practice in the road sector, currently BKV does not keep separate 
operating and capital budgets.  

3.4. Comparing Subsidy Levels Between Modes

As can be seen from the above analysis, all modes of transportation in Hungary 
continue to be fairly heavily subsidized.  In some ways, ironically, the transition from 
central planning to a market economy has led to an increase in the level of subsidies to 
both road and rail modes.  The rapid increase in the level of motorization has put 
increasing pressure on the government to expand road infrastructure, and increased the 
usage of the unregulated parking regimes in the central cities.  The level of 
environmental externalities from the road sector has remained roughly constant 
according to most estimates as engines modernize but their numbers increase 
dramatically.  Externalities from accidents are also rising in aggregate as motor vehicle 
use increases.   Subsidies in the rail system, meanwhile, have skyrocketed, as these 
systems are having to compete with private road transport at a time of general 
economic decline.  Subsidies to the public transit system first rose with declining 
ridership, although they are now declining in real terms.  All told, the transition of the 
Hungarian transportation system to a privatized road based system is greatly 
exacerbating an already serious problem of government indebtedness.  

Having derived aggregate estimates of the level of subsidy currently going to 
public transit, rail, and the road sector in Hungary, these subsidy levels can now be 
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compared.  As different modes carry very different levels of traffic, the best way to 
compare the level of subsidy between modes is on a per passenger kilometer traveled 
basis.  Only in this way can  the level of subsidy be tied to the amount of mobility that 
this subsidy is actually bringing to society.  

On Table III, data necessary to calculate the level of subsidy per mode per 
passenger kilometer traveled is listed.  The data is not in all cases consistent in the 
literature, but these estimates should provide a useful first effort.  

On Table IV, national level subsidies by mode on a per passenger kilometer 
traveled basis are estimated. From these figures, it is clear that the level of subsidy to 
all modes of transport in Hungary remains high, but the level of subsidy to public transit 
in Budapest, only 40% of the level of subsidy to private cars, is quite modest given the 
number of passengers it serves.  

While all transport sector subsidies will probably have to be reduced in Hungary, 
it matters critically that this pressure be applied in a manner that does not favor road 
users over alternative modes.  Since loans to Budapest public transit require an 
increase to 50% cost recovery, the same level of cost recovery in the road sector would 
require an increase in road user revenues of Ft.5.55 billion nationally.92  

     (. This figure was calculated as follows: Total road sector subsidies (HUF99.093 billion) divided by 
total road sector costs calculated as follows: national road fund expenditures:  HUF46.1 billion, national 
development budget exp.: HUF4.41 billion, municipal road expenditures: HUF19.234 billion (double 
Budapest figures):  Opportunity costs of parking: HUF35 billion (double Budapest) Cost of Externality: 
HUF79.536 (2% Hungarian GNP) Total: HUF185.28.  Subsidy share of total cost: 53%.  Cost Recovery 
rate: 47%  Need to increase revenue by 3% of total cost, or HUF5.55 billion. 
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Ideally, road sector subsidies should be reduced to the same level of subsidy on 
a per passenger kilometer traveled basis.  This would require reducing passenger car 
subsidies by Ft3.95 per passenger kilometer traveled, or an increase of Ft.63.6 billion in 
road user revenues per year. 

In the rail sector, there is general agreement that restructuring will be required to 
restore financial viability at MAV, at the Ministry of Transport, and at the World Bank.  
Bringing the level of subsidy at MAV into line with the current level of subsidies to 
private cars in Hungary would require reducing the current level of subsidy by Ft.4.5 
billion, based on 1996 figures.  This would reduce the current level of subsidy only 
slightly, from roughly 1.7% of GNP to some 1.6% of GNP.  If 1995 figures are used, 
MAV's subsidy would need to be reduced to 0.9% of GNP,93 significantly more, yet 
considerably less than currently being required by the World Bank.  

Given Hungary's severe debt problems, there is a strong argument to be made 
that Hungary would benefit from a reduction in the level of subsidies to both the rail 
system and the road system, and to use these funds to reduce Hungary's ever 
burgeoning debt problem.  Continued pressure to increase cost recovery on the public 
transit system, however, does not seem as justified.  

     (. The level of subsidy at MAV was calculated using MAV's own financial estimates for 1996.  
Substantial projected revenue increases may be unrealistic.  MAV also received debt relief in 1995 worth 
over Ft.55.2 billion in 1995, the benefits of which carried forward into 1996.  Thus subsidies in 1996 were 
Ft.39 billion lower than in 1995.  If 1995 figures were used, subsidies per passenger kilometer traveled 
in the rail sector would be revenues turn out to be less than projected, subsidy estimates per passenger 
kilometer traveled would be closer to Ft. 9.5 per passenger km.  This would require a reduction in the rail 
sector by .8% of GNP, bringing down the current subsidy to 0.9% of GNP.   
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VI. RECOMMENDED CHANGES IN LOAN ASSESSMENT METHODOLOGY 

Road Sector Loans Should be Subjected to Financial Appraisal

Taking the current biases out of transport sector lending that favor the road 
sector could be accomplished by either removing the  requirement for a positive 
financial appraisal from rail and public transit sector projects, or by subjecting road 
sector loans to a similar financial appraisal.  As the World Bank is concerned about the 
impacts of their loans on the ability of countries to repay their debt, and policy reform 
more generally, it seems more consistent with this agenda to insist on a positive 
financial appraisal of road sector loans in the 10% range.

Restructuring Recommendations in the Public Transit and Rail Sectors Should be 
Subjected to an Economic Appraisal

As World Bank recommendations for changes in the operation of public transit 
and rail service often accompany these loans, the broader economic effects of this 
restructuring should be subjected to an economic appraisal.  If the ERR on these 
restructuring recommendations is below 10%, then the restructuring recommendations 
should be reconsidered.  On any proposed line cutbacks, for example, the 
determination of whether continued government subsidies are justified by broader 
economic concerns, could be measured following the approach recommended by 
Taylor, Cassavant, and Lenzi.94  

Cost Recovery Requirements Should Be Balanced Between Modes

If current transport sector lending criteria are to be balanced between modes, 

     (. op. sit.
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current cost-recovery requirements in the public transit and rail sector should be 
dropped from future loan agreements, or loan agreements in the road sector should 
also contain specific cost recovery targets.  These cost recovery targets should be set 
based on equivalent levels of tolerated subsidy in the rail and public transit sectors on a 
per passenger kilometer traveled basis.  Higher subsidies should be tolerated for public 
transit and rail if it can be demonstrated that users are predominantly lower income or if 
environmental benefits can be demonstrated. 

Approach to Financing Upgrading and Maintenance Versus New Construction Should 
be Balanced Between Modes

Current World Bank pressure on road, rail and public transit authorities to focus 
on maintenance and rehabilitation rather than new construction in Hungary is justified.  
Any new loans being negotiated for road maintenance loans will need to pay close 
attention, however, to the level of subsidy in the road sector more generally, and the 
planned level of new road construction, and loans could be accompanied by 
agreements on tolerable levels of new construction.    

Where Subsidies Remain, Beneficiaries Should Be Clearly Identified and Should Target 
Below Median Income People

It is likely that subsidies in all transport sectors will continue in most countries for 
the foreseeable future.  Given the World Bank's primary goal of poverty reduction, it 
should take a more tolerant attitude towards the continuation of subsidies where it can 
be demonstrated that a large number of the beneficiaries are of below median income, 
and should take a less tolerant attitude where the subsidies primarily benefit above 
median income people. 

In the transport sector, subsidies to public transit users, pedestrians, and 
bicyclists in particular are often critical to the basic mobility of populations  
disadvantaged due to income, age, or disabilities.  Road users, by contrast, tend to 
represent higher income populations.  Therefore, if pressure is going to be applied to 
reduce subsidies, pressuring the reduction of subsidies in the road sector more than in 
the public transit sector should be justifiable given the World Bank's concern about 
poverty alleviation.
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TABLE I

ROAD SECTOR SUBSIDIES

HUNGARY, 1996 

($1.00 = Ft.130) 

National Level Grants to Road Sector Ft.Mil US$Mil
Road Transport Development    500  3.846
Bridge Reconstruction    380  2.923
New Sections of MO and M3       465    

3.577
Other Highways     1,090     8.385
Secondary Highways    485  3.731
Est. Land Grants to M1-M15, M3, M5  1,500    11.538

Total Grants (Development Fund)  4,410    34.00095
Municipal Road Subsidies, Budapest  3,222    24.78596
Municipal Road Subsidies, Other Urban  3,222    24.785

     (. Hungarian National Budget, 1995 (Magyar Kozlony), p. 7075-7076.  Supplemented with information 
from interviews with Zoltan Kazatsay, and Dr. Miklos Szoboszlay, Ministry of Transport.

     (. See Annex II. 
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Subsidies to Parking, Budapest 17,500   
170.00097
Subsidies to Parking, All other Urban 17,500   170.00098
Congestion Costs Imposed by Cars on BKV  4,500    34.61599
Estimated Value of Government Guarantees

To Private Road Consortiums unknown unknown
Surplus in the National Road Fund (7,301)  (56.161)100

Estimated National Subsidy to Road Users 43,053   331.000101
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TABLE II

(. Estimates from Lukacs, Andras. 1994. "Identifying and Quantifying the Benefits of Public Transport 
in Budapest," Reconciling Transportation, Energy and Environmental Issues: The Role of Public 
Transport, (Paris: Proceedings of a Conference Sponsored by the OECD, IEA, ECMT, and the European 
Commission, held in Budapest) p.141; Estimates from Agoston Peterffy, Vice Chairman of the Local 
Government of the Capital Committee of Environmental Protection and City Operation were higher by a 
magnitude of ten.  We have used the more conservative estimate.

     (. While 30% of national cars are in Budapest Metro Area, land value will reflect relative share of 
GNP, for which Budapest produces roughly half.  Thus, the value was simply doubled, as a conservative 
estimate.

     (. Interview with Peter Vag, Budapest Public Transport Corporation, 1996.  Estimated extra gasoline 
and other vehicle operating costs due to traffic congestion.

     (. Hungarian National Budget (Magyar Kozlony, 1995/116.szam) p. 7140.  For Breakdowns, See 
Annex 2.  Road Fund in Hungary is actually in deficit, but this deficit is more than accounted for by 
borrowing from multilateral development banks. 

     (.While a recent report by the Hungarian Ministry of Transport, Communications and Water 
Management,(Road User Charges Study: Final Report, Budapest, June 1995, PHARE Project: No. 
H9105/02/02) points out that "Most experts, who do research on the economic background of a road 
transport consider, that the Value Added Tax, as the general tax of each economic activity and turnover 
of the given country cannot be taken into account when the road user charges are the subjects of the 
examination," (the author is not a native English speaker), nonetheless in Hungary "from fuel sale, the 
VAT- including the later refunded position- income will be around HUF50 billion (app. 12% of the total).  
For this reason, and the fact that other modes pay VAT, VAT revenues from fuel sales have not been 
included in road user revenues.  
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ESTIMATED SUBSIDIES TO ROAD, RAIL, AND PUBLIC TRANSIT SECTORS

HUNGARY, 1996

Ft.Mil.  US$Mil

Estimated National Subsidy to Road Users 43,053   
(from previous page)

Car Users Share Only (88%)      37,887   102
Estimated Value of Externalities     67,610   103
Less Road-User Eco-Tax Revenue Balance       (6,404)  

TOTAL NATL. SUB. TO CAR USERS      99,093   762.254

NATIONAL SUBSIDIES TO INTERCITY BUS       1,000     7.692104

NATIONAL SUBSIDIES TO HUNGARIAN NATIONAL RAILROAD (MAV)

(From Annex III)  

Passenger Subsidies 41,530
Capital Grants 13,109
Other Grants (Health, Early Retirement,etc)   2,260
1996 Deficit  9,364

TOTAL SUBSIDIES TO MAV       66,263  509.715105

SUBSIDIES TO BUDAPEST PUBLIC TRANSIT (BKV)

Municipal Subsidies   9,500    
National Subsidies   2,300106
BKV In House Subsidies  5,835

(. Based on estimated share of the motor vehicle fleet.  From Budapest Public Transit Project EBRD 
Staff Appraisal Report, London, 1993, p. 27

     (. Quinet, 1994, p. 54.

     (. Hungarian National Budget, 1995, p.7075

     (. Hungarian National Railroad (MAV), 1995. The Stabilization and Renewal Program of the Hungarian 
State Railways Corporation 1995-1998. (Budapest: MAV).  Annexes 2, 4, and 5. 

     (. Municipal Government Budget estimates for 1995.
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Losses to BKV      910107
TOTAL SUBSIDIES TO BKV      18,545    97.769
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TABLE III

Figures needed for Calculation of 1996 Subsidy Estimates

1. Est. national automobile fleet   2,300,000108
2. Est. automobile fleet in Budapest Met.    720,000109
3. Percentage of Total Cars in Budapest 

metro area. (#2/#1)   31%
4. Average annual travel per car           7,000110
5. Est. total pass km. traveled

by car nationally             16.100 bil
(#1 times #4)

6. Est. total pass Km traveled 
annually Budapest cars         5.04 bil
(#2 times #4)

7. Est. National pass kms traveled
annual by rail (MAV)                    10.00 bil111

8. Est. Public Transit pass kms (BKV)     7.339 bil

     (.Based on loss estimates from 1994; 1996 estimates not available. 

     (. The Transport Sector in Hungary, 1995. (Budapest: The Clean Air Action Group and the Hungarian 
Traffic Club), p.22; Interviews with Municipal Government Officials. Estimates vary between 2 million and 
2.4 million nationally. 

     (. Lukacs, Andras. 1994. "Identifying and Quantifying the Benefits of Public Transport in Budapest," 
from "Reconciling Transportation, Energy, and Environmental Issues: The Role of Public Transport, 
Proceedings of a Conference Sponsored by the European Conference of Ministers of Transport, the 
OECD, the International Energy Agency, and the European Commission," p. 141-142. 

     (. Urban Public Transport in Hungary, 1993. (Brussels: European Commission, Directorate General 
for Energy-DGXVII), p. 22; A Magyar Kozlekedespolitikai Koncepcio, 1994, p. 20.  Estimates vary from 
19,800 to 6,000 per vehicle.  7,000 was the estimate of Dr. Miklos Szobaszlay, Ministry of Transport. 

     (. A Magyar Koxlekedespolitikai Koncepcio, 1994. p. 20
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Buses        3.640 bil112
Trams and Trolleys (est.)               1.820 bil113
Metro and Commuter Rail                1.879 bil114

9. Estimated Hungarian GNP 3,976.800 bil115
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TABLE IV

Estimation of Subsidies Per Passenger Kilometer Traveled

By Mode

Hungary, 1996

Est. National Subsidy to Private Cars
Per Pass/Km Traveled, 
Including Envir. Externalities Ft.6.15
(Natl. Subsidy to Private Car/#5)

Est. National Subsidy to Rail Users
Per Pass/Km Traveled      Ft. 6.6
(Total MAV Subsidies/#7)

Est. Subsidies to Public Transit
Budapest Only, Per Pass/Km Trav. Ft. 2.5

     (. Budapest Transport Company, Annual Report, 1994. p. 15.

     (. Extrapolated from mode share data in Urban Public Transport in Hungary, op. sit., p.25 and 
Budapest Public Transit Company Annual Report.

     (. Budapest Transport Company, op.sit., p.20

     (. World Development Report 1994.  Figures would be more accurate if updated to 1996 estimates. 
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(Total BKV Subsidy/#8)
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ANNEX I

HUNGARIAN ROAD FUND

(NATIONAL GOVT)

REVENUES Mil. Ft.  Mil US$

Gas Tax 37,501 288.469
Surplus Weight Fee    300   2.308

X
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Registration Fees  6,000  46.154
Fees on Foreign Trucks  1,300  10.000
Fixed Asset Income    550    4.231
Interest Income    500   3.846
Other Sources    450   3.462

Total Revenues From Road Users 46,601 358.469

FOREIGN LOANS

IBRD III  2,830  21.769
EIB I    970   7.462
EIB II  3,000  23.077

Total Foreign Loans  6,800  52.308

Total Revenues 53,401 410.777

EXPENDITURES OF ROAD FUNDS

Salary and Administration  6,700
Maintenance by Govt. Agency  3,600
Maintenance by contractors  9,400
New Road Construction  5,412
Road Reconstruction    425
Bridge Reconstruction    565
Planning    418
Technical Services, Other    180
Interest 11,040
Rebate to Non-Road Users  4,700
Debt Repayment  3,600

Total Expenditures 46,100 354.615

Total Surplus  7,301  56.16
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ANNEX II

MUNICIPAL BUDGET SUBSIDIES

REVENUES FROM ROAD USERS, BUDAPEST Mil. Ft. Mil.US$

Transfers from national Government  6,355
Parking Revenues     40

Total Revenues  6,395 49.192

ROAD EXPENDITURES, BUDAPEST

Road and Bridge Maintenance  2,200
Depreciation of Traffic Control Equip.  2,000
Urban Arterial Rd. #6 New Construction  1,822
Road Improvements    100
M7 Connector in Budapest    680
M5 Connector in Budapest    800
Road Planning    100
Road Connections and Safety    100
Traffic Control System Upgrade    245
Traffic Control Changes to Increase

Traffic on M0    120
Bridge Reconstruction    600
Road Reconstruction    600
Airport Access Rd.     50
Relocation of 481 Families in ROW of Road

Widening Projects    200
Total Expenditures  9,617 73.797

Total Subsidy to Road Users, Budapest  3,222 24.785

Est. Subsidy to Road Users, 

Other Municipalities  3,222 24.785

6.798 million urban population, 
less 2.1 million in budapest = 4.698
31% of total urban population in Budapest
Closer to 50% of Hungary's GNP from 
Budapest.  Conservative estimate 50%

Total Subsidy to Parking in Budapest/Year 17,500   134.615

500,000 publicly parked cars
Commercial Rate of Office Space 

$600/meter/year
Commercial Rate for Parking Space est. 

$50/mtr/yr
Commercial Value of Parking Space(7 meters)
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$350/year  (conservative estimate)

Total Subsidy to Parking, Rest of Hungary 22,100 170.000

(50% as above) 

Sources:
Budapest Municipal Government Budget, 1996 (draft).  Supplemented with interviews with Agoston 
Peterffy, Vice Chairman, Local Government of the Capital Committee of Environmental Protection 
and City Operation; Aladar Madarasz, Deputy Chairman, Committee of Finance, Municipal Assembly 
of Budapest; Sipos Laszlo, Mayo's Office Capital Budapest Dept. of Traffic Control; Laszlo Gulyas, 
Municipality of Budapest, Mayor's Office Project Implementation Unit.
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ANNEX IV

ECO-TAX REVENUES FROM CAR USERS

HUNGARY, 1996 ESTIMATES

REVENUES FROM CAR USERS Ft. million

Environmental Fuel Tax 5,800
Tire Disposal Tax   900
Battery Disposal Tax   700

Total Revenues from Car Users 7,400

DIRECT EXPENSES TIED TO CAR USERS

Tire Disposal   556
Car Battery Disposal   440

Total Direct Environmental Expenses   996

BALANCE OF ECO-TAX REVENUES FROM CARS 6,404
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Source: Magyar Kozlony (National Budget), p. 7144.

Ê   (. The level of subsidy at MAV in 1996 is much lower than in 1995, as a one-time write-off of MAV's 
debt occurred in 1995, the benefits of which were carried forward into 1996.  
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