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ABSTRACT

In December 2018, a leaked letter from Kenya’s Auditor
General (AG) warned that Kenya Ports Authority’s assets—of
which Mombasa Port is the most valuable—risked being
taken over by China Eximbank if Kenya defaulted on the
Standard Gauge Railway (SGR) loans. The rumor that Kenya
had used Mombasa Port as collateral for the railway became
widely accepted globally as another example of “Chinese debt
trap diplomacy”. Our research shows why this rumor is wrong.
Unpacking this complicated case required expertise in the
practice of international contract law, auditing, and
commercial project finance. Our scholar-practitioner team’s
forensic analysis of all available primary documentation, over
nearly two years, found significant mistakes in the AG’s
analysis. The AG’s misreading was amplified by media
misinterpretations of the project’s take-or-pay agreement
(TOPA) and its sovereign immunity waiver clause, both
common features in international commercial project
finance. Instead of a deliberate debt trap, the railway project
was carefully and creatively designed to reduce the risks of a
sovereign default and enhance the bankability of a project
with high costs but significant long-term benefits for Kenya
and the region. Our research puts Kenya’s SGR in the context
of debates over Chinese strategy and African development. We
shed new light on how China Eximbank lends to large Belt
and Road Initiative (BRI) infrastructure projects — and how
African and other governments borrow. And for Kenyans, we
provide the explanation that Kenya’s government has failed to
give: a detailed account of why they can rest easy that China is

not going to be seizing their port - or indeed, any port.
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HOW AFRICA BORROWS FROM CHINA: WHY MOMBASA PORT IS NOT COLLATERAL FOR KENYA'S SGR

I. INTRODUCTION

In late 2018, a journalist for The East African broke a story with the headline “Mombasa Port at Risk
as Audit Finds it was Used to Secure SGR Loan.”* With its claim that Mombasa Port had been used
as collateral for the multi-billion Chinese loan package funding the largest public works project
Kenya had ever undertaken-the Standard Gauge Railway (SGR)-the article set off a sustained
firestorm in Kenya that reverberated across Africa and around the world.

The fear that Kenya had put up Mombasa Port as collateral for the China Eximbank railway loan fit
into the “debt trap diplomacy” narrative that became widespread in 2018: the idea that China was
deliberately extending loans that could not be repaid in order to seize borrowers’ strategic assets.
The collateral claim was repeated in a flurry of Kenyan and international social media posts, think
tank reports, and news media articles.> International headlines such as “China to take over Kenya’s
main port over unpaid huge Chinese loan,” pushed the story.? But is it true?

In this paper we argue that this claim is not true. Rather than a deliberate debt trap, we document
a straightforward commercial deal, using gold standard international project finance mechanisms
that both parties expected would ensure the viability of the project. Investors from Canada to Cairo
use similar techniques.

The SGR project was carefully and creatively constructed to reduce the risks of a sovereign default
and enhance the bankability of a project with significant benefits to Kenyans, now and in the
future. Instead of serving as collateral or security for the loans, the profitable Mombasa Port was
linked into the SGR project as its major customer. The port’s only role was to help Kenya Port
Authority (KPA), its owner, ensure that a set level of cargo would be transported between Mombasa
and Kenya’s inland capital of Nairobi. If cargo levels dropped below that level, KPA agreed to draw
on its own revenues to make up the difference. Repayment of the SGR loan will largely come from
Kenya’s Railway Development Levy (RDL), a tax on all imports into the country.

For many observers, the debate over the SGR and Mombasa Port was complicated not only by
geopolitics, but by the lack of transparency around the public contracts, a deep trust deficit
between government and many of its citizens, politicization of the issues, and a host of technical
terms and practices used routinely in accountancy and international project finance law, but not in
common use. We see these issues in similar rumors about Chinese-financed projects in Sri Lanka
(Hambantota Port), Zambia (Kenneth Kaunda Airport and Zambia National Broadcast
Corporation), Uganda (Entebbe Airport), and Montenegro (Bar Boljare Highway).

Our multilingual scholar-practitioner team developed the SGR case study to shed light more
generally on how China Eximbank’s lending works across the Global South. We bring together
multidisciplinary expertise in the practice of international commercial law, accountancy and
international project finance, and the political economy of the China-Africa economic
engagement. Locating and analyzing the primary documents for this case took nearly two years of
forensic research. Although this topic is highly sensitive and, citing national security concerns, the
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Kenyan government has released few of what is likely a dozen or more separate agreements for the
SGR project — agreements that in comparative commercial projects would run, in total, to a
thousand pages or more — enough pieces have emerged to give us a sturdy foundation for this
analysis.

We argue that the Mombasa Port collateral rumor arose through misinterpretations by various
stakeholders of four highly technical documents: a loan contract between Kenya’s National
Treasury and China’s export credit agency China Eximbank; a four party Payment Arrangement
Agreement among China Eximbank, the Kenyan National Treasury, Kenya Railway Corporation
(KRC), and KPA; a Take-or-Pay Agreement between KRC and KPA, and an Audit Report of KPA by
Kenya’s Auditor General (AG).

Our research reveals how China Eximbank works with borrowers to fund projects of considerable
promise but also significant risk. For Kenyans, we provide the explanation that Kenya’s
government has failed to give: a detailed account of why Kenyans can rest easy that Chinese banks
are not going to be seizing their port - or indeed, any port.

The paper is organized as follows. Section II provides background on the context for railway
modernization decisions in East Africa and introduces Kenya’s SGR project, while Section III
explains how the SGR was financed, introducing the key stakeholders and legal contracts. In
Section IV we present the collateral rumor as it unfolded at the time, focusing on the audit of KPA
that is the origin of the rumor. Section V is the heart of our analysis, explaining how the AG was
mistaken about the risks to KPA, revealing how the AG had misread one tiny but essential clause in
the complex contracts, and showing why the loan contracts and the Payment Arrangement
Agreement required a “waiver of sovereign immunity”. In Section VI we consider the cash flows of
the project as they relate to KPA’s risks, and more broadly, to the National Treasury and Kenyan
taxpayers. Section VII concludes.

Il. CONTEXT FOR KENYA’S STANDARD GAUGE RAILWAY: MARKETS VERSUS STATES

There are many criteria—technical, economic, financial, social, environmental, political —to
consider when making a large public works decision. These debates reflect different values and,
often, fundamental ideological differences over the role of states and that of markets. They also
reflect strategic debates over investment timing, and political decisions over the distribution of
costs and benefits. Should economic infrastructure be required to pay for itself as a commercial
investment, or, given potentially large differences between financial and social benefits, be
supported by governments (and taxpayers)? Should roads, rail, bridges, and ports be built to create
markets and stimulate development (broadly defined), or be built to meet an existing demand?
How to distribute the costs of economic infrastructure built today that will benefit future
generations?

In Europe and Asia, railways are generally considered “public goods” that are subsidized to deliver
positive externalities: benefits for the environment (lower carbon emissions), and society

CHINA-AFRICA RESEARCH INITIATIVE 5
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(congestion, safety), while stimulating regional growth and connectivity. Across European
countries, anywhere from 10 to 70 percent of shipping goes via rail. The European Commission
(EC) is financially supporting a goal that by 2030, 30 percent of European shipments going further
than 300 km should shift from road to rail or waterborne transport, with a target of 50 percent by
2050.4

In the United States, public spending on rail is more controversial. Forty percent of intercity
freight is shipped, profitably, by rail.> However, the Amtrak passenger system in the United States
was subsidized by US$ 45 billion between 1970 and 2013, and these subsidies continue to be
heatedly debated in the US Congress.®

Thus, new railway investments around the world are usually controversial. For example, India
debated harmonizing its disjointed colonial railway network for 50 years before deciding to adopt a

Box 1: Railway Gauges

Rail gauges measure the distance between the inner sides of the rails, in millimeters (Box 1 Table ).
They range from 500 mm to 1,676 mm. Meter-gauge rail has 1,000 mm between rails. The international
standard gauge is a distance of 1,435 mm between the inner sides of the rails. The meter gauge line
built in the 19th century in East Africa is also referred to as a narrow gauge line (1,000 mm).

Although some reports have suggested that the standard gauge is a “Chinese” standard, it is a gauge
originally developed in the United Kingdom and adopted as the British standard in the 1840s. Standard
gauge is today used by most North American railroads, most of Europe, North Africa, and the Middle-
East, Australia, as well as most of East Asia. Most meter gauge railways in Europe were closed in the
post WWII period and replaced with standard gauge.

The rail gauge determines, to a certain extent, the loading gauge and configuration of rolling stock,
i.e., the maximum height, weight, and width for locomotives, carriages, wagons, and other vehicles
used on the railroad. The wheels and axles of rolling stock must match the gauge of the rails, although
it is possible to connect railway tracks with different gauges by wheelset adjustment: lifting each wagon
and replacing

Box 1 Table: Railway Gauges (all in millimeters, mm) its wheels and
axles, an
Width Term Locations of Use operation that
500 - 1,435 Narrow gauge Varies: narrower for mines, industries, mountain terrain takes several
hours in a
1,000 Meter gauge East Africa, Malaysia, Thailand, Switzerland, northern Spain .
train of
1,067 Cape gauge South Africa normal
1,435 Standard gauge North America, Europe, Australia, East Asia, North Africa length.
1,435 -1,676 Broad gauge South Asia

6 WWW.SAIS-CARI.ORG/PUBLICATIONS



SAIS-CARI WORKING PAPER | NO. 52 | APRIL 2022

uniform gauge (Box 1: Railway Gauges) in 1993.7 Europe is still debating gauge harmonization, as
well as how to implement the 2011 EC decision. Chinese planners, believing that infrastructure
drives growth, have accepted a very high level of indebtedness for their railways, but this decision
is also very controversial.! While freight trains are generally more profitable than passenger lines,
new lines, like new ports, require time to develop their shipping business.? These debates played
out in the arena of East Africa’s railway modernization.

Kenya AND THE EAsST AFRICA RAILWAY MASTERPLAN

Kenya’s SGR at this writing carries passengers and freight from the Port of Mombasa to a newly
constructed “dry port” at Naivasha in central Kenya. The railway is intended to be the first stage of
a much larger regional infrastructure program (Figure 1: Map East African SGR). In 2004, leaders in
the East African Community (EAC), much of which is land-locked, met and launched an EAC
railway master plan to improve weak transportation links within the EAC and its wider region.*
They adopted the international standard gauge (Box 1: Railway Gauge) as the norm for the regional
railway.

Kenya’s own century- Figure 1: Map East African SGR®
old, British-built,
meter gauge railway

was in “dire” East African Standard CHINA*AFRICA
condition. In 2006, Gauge Railway ¢.2022 RESEARCH INITIATIVE

with World Bank
assistance, it would be /_/,\’«/D/M

concessioned to the Addis Ababa
private Rift Valley ETHOPIA
Railway consortium, SOUTH
but a decade later it SUDAN
would still only be
. Juba
handling about five '
percent of the region's
shipping.” DR CONGO
UGANDA
In keeping with the Kampala
United Nations’ 2030 . _ ,
. isangani Kisumu
Strategic Development Naivasha .

Goals, Kenya’s Nairobi
government launched ’ Lamu
its Vision 2030

strategic plan in 2008.3

In ]anuary 2009, the mmmmm /n Operation \
East African Railways —Planned
Master Plan for the
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EAC was completed.* The Canadian consultants concluded that with US$ 1.2 billion in
refurbishing, the old EAC meter gauge railway would be able to handle a projected 6.7 percent
annual growth in regional demand, but only for 10 or 20 years, i.e., until 2019, or 2029.% By 2011, the
Port of Mombasa would be handling nearly 20 million tons of freight. As a study by KRC’s own
consultants noted then, this was already:

More than five times the maximum capacity of the existing metre gauge railway in
optimum working condition...The situation is bound to worsen with freight volumes at
the port of Mombasa projected to grow at an average rate of 8% exceeding 45 million
tonnes by the year 2030.*°

Kenya would clearly need a much larger investment to support the economic growth plan
embedded in Vision 2030. But how large?

Some engineers and planners supported a new, unified standard gauge for its clear technical
improvements. For example, a group of researchers pointed out that to boost African
competitiveness, “the need for a uniform rail gauge among countries cannot be overemphasized”.”
Some extolled the non-financial benefits provided by rail: a lower carbon footprint, better safety
record, and other positive externalities. Other analysts focused on debt sustainability, and whether
a new railway would generate enough revenue up front to cover its investment costs. A briefing
note written by the World Bank’s Africa Transport Unit reflected this view, arguing that “[t]here is
no economic or financial case for standard gauge in the East African Community area at this time
[2008].7¢

As the EAC governments were considering their next step, China Road and Bridge Corporation
(CRBC), a major state-owned engineering company that had built a section of the Shanghai-Beijing
high speed rail project, entered the scene, at the invitation of a prominent Kenyan industrialist,
who introduced CRBC to the Kenyan president.

CRBC proposed an EPC arrangement, where CRBC would be given an Engineering, Procurement,
and Construction (EPC) contract, and would help Kenya secure finance.” Offering an attractive,
unsolicited bid for a project that is dear to the heart of the political leadership in a borrower
country is a timeworn strategy for Chinese firms. These firms will then work hard to lobby Chinese
financiers to support the projects, and in particular, China Eximbank, which is mandated to
support Chinese firms’ overseas contracting business.

On August 12, 2009, CRBC and the Kenyan government signed an MOU that tasked CRBC with
carrying out a feasibility study and preliminary design for a new standard gauge railway between
Mombasa and Nairobi, without charge (see Appendix F: SGR Timeline).** Submitted in February
2011, CRBC’s feasibility study concluded that Phase I of the railway could have an economic
internal rate of return of nearly 15 percent.” In July 2012, the Kenyan government signed a
construction contract for Phase 1 of the SGR, from Mombasa to Nairobi (470 km) with CRBC. Using
the feasibility study developed by CRBC for Phase 1, Kenya applied to China’s export credit agency,
China Eximbank, for financing.*

8 WWW.SAIS-CARI.ORG/PUBLICATIONS
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Negotiations and meeting financial preconditions took two more years, and the loans were signed
in May, 2014. By this time, Kenya, sub-Saharan Africa’s fourth largest economy, had become an
African node on China’s Belt and Road Initiative. The country was growing robustly at six percent
annually: “an African lion,” as a study by the Brookings Institution, a US think-tank, put it.

Construction began in December 2014. Phase 1 was completed early in May 2017, in time for the
election, which the incumbent won. Africa Star Railway Operations Company (Afristar), a locally-
registered subsidiary of CRBC’s parent company, was contracted by KRC to operate and maintain
the railway for 10 years, with an option to reconsider after five years.> The passenger rail between
Mombasa and Nairobi proved hugely popular with the Kenyan public, and seats were often sold
out. The project, running across the technically difficult Rift Valley, won a global award for
“outstanding design and construction” from the US-based Engineering News-Record.*

Phase 2A, from Nairobi to Naivasha (120 km), was completed in 2019. At present, the 590 km SGR
stops 365 km short of the border with Uganda. China Eximbank has declined, as of this writing, to
finance the rest of Phase 2, allegedly asking the Kenyan government for an improved feasibility
study.” In the meantime, the Kenyan and Ugandan governments have continued the network by
implementing a stop-gap measure: refurbishing the colonial era meter gauge line to connect with
the SGR (See Box 1: Rail Gauges).”” The Kenyan and Ugandan governments continue to negotiate
the future of the SGR. A visit to Kenya by China’s Minister of Foreign Affairs in January 2022
suggested that the Chinese government remained interested in supporting the EAC’s railways
modernization effort.*

The railway never seemed to escape controversy. Kenyans were worried about corruption and
transparency, concerned about the absence of competitive bidding for the project and
procurement irregularities, sometimes acrimonious labor relations, and environmental impact,
particularly as the new path of the railway traversed the edge of a national park close to Nairobi.>
One of the most frequently voiced worries about the railway, however, concerned the expected
burden of repaying the loans after their grace periods expired.** In the next section, we dive more
deeply into the key stakeholders and financial arrangements.

I1l. FINANCING THE SGR: STAKEHOLDERS AND CONTRACTS

Multibillion dollar projects like the SGR project normally involve multiple parties and have a
multi-partite set of legal agreements outlining the reciprocal duties of each party. As a 2015
Organization for Economic Co-operation and Development (OECD) report on infrastructure
finance noted, these complex legal arrangements are set up to enable “risk-sharing to align the
incentives of all parties.”s Table 1 provides a summary of the main stakeholders involved in the
financing of the SGR, while the contracts and payments arrangements are shown in Figure 2,
below. Although these details are complex, and the vocabulary can be quite technical, they are
important for understanding the collateral controversy, to which we return in Section IV.

CHINA-AFRICA RESEARCH INITIATIVE 9
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Table 1: Principal Stakeholders

Name Role Notes
Export-Import Bank of Lender The loan contract is between Kenya’s National Treasury and
China (Eximbank) (China's export credit agency) | China Eximbank

2009-2011: Conducted the
feasibility study and preliminary
design for a new SGR between
Mombasa and Nairobi.

Is a major state-owned engineering company that had built a
section of the Shanghai-Beijing high speed rail project.

China Road and Bridge
Corporation (CRBC) 2012: The Kenyan government
signed a construction contract
for Phase 1 of the SGR, from
Mombasa to Nairobi (470 km)
with CRBC.

CRBC'’s parent company set up AfriStar, a railway operations
and maintenance company, which in 2017 received a 10-year
contract from KRC to operate the SGR

Borrower and signer of both

Kenya's National Treasury Dy —

Also referred to as “National Treasury”

Owns Mombasa Port and has constructed and owns “dry ports”
or inland container depots near Nairobi (Embakasi) and the
current terminus of the SGR near Naivasha. KPA is in charge of
the process of bringing inland-bound containers from the port
onto the railway.

Kenya Ports Authority State-owned enterprise (SOE).
(KPA) Primary customer of the SGR.

KRC, which runs at a loss, does joint marketing with KPA of the
new Naivasha port to importers in the Kenyan hinterlands and
Uganda. KRC transports containers to KPA’s inland ports. These
inland depots are linked to the Mombasa Port container termi-
nal by the SGR, but they are operated by KPA.**

SOE and project owner of SGR.
Kenya Railway Corporation KRC supplies rail services to
(KRC) KPA’s shipping clients, and pas-
senger service

Kenya’s National Treasury was required to take out an export
Sinosure is a Chinese export | credit insurance policy from Sinosure for the Eximbank com-

credit insurance company. mercial loan, at a one-time cost of US$ 113 million (6.93% of
US$ 1.63 billion).

Railway Development Levy is levied on value of imports as pro-
Administers and collects Rail-  vided by the miscellaneous Fees and Levies Act of 2016 (Section
way Development Levy 8).

Sinosure

Kenya Revenue Authority Together with KPA issued a In 2019, KPA and the Kenya Revenue Authority issued a direc-

directive for cargo to be trans- | tive stating that all imported cargo for delivery to Nairobi and
ported on the SGR. the hinterland would henceforth be conveyed by the SGR and
cleared at the Inland Container Depot — Nairobi.

A civil servant whose office is
mandated to review, audit, and | The office of the AG is an independent agency reporting to
report on government financial | Kenya’s parliament.

transactions.

Auditor General (AG)

FINANCING AGREEMENTS AND CREDIT ENHANCEMENTS

In February 2014, as the Kenyan government was finalizing the loans with China Eximbank,
Kenya’s Cabinet Secretary for the National Treasury went before the National Assembly to explain
the loan terms and arrangements.® He explained that the first phase of the SGR project would be
financed with a blended package combining a preferential (subsidized) export buyer’s credit of US$
1.6 billion at a fixed rate of two percent and a commercial loan of US$ 2 billion (Table 2).3

10
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Figure 2: Legal Entities and Contracts Relating to Loan Payments, Kenya SGR®

Under the Payment Arrangement, the direct
payment system into the Escrow Account
fast-tracks the cash-in circuit from KPA to
Eximbank, by-passing KRC and the Borrower

Primary Loan
Agreement

Government
of Kenya (GoK)

National Treasury
“The Borrower”

CHINA*AFRICA
RESEARCH INITIATIVE
H Payments

Railway —1__ Contract Relationship

Development

Fund

The Railway Development Levy makes up
for any shortfall in the loan repayment

Loan repayment T Levy on imports

and interest)

1
1
1
£ : (principal and interest) Customers
1
1
1
Eximbank On-lending Loan 0 Kenya Railway Freight Passtir;%:ie:
Agreement i Corporation (KRC) Chaxess (and freight)
1 ! 1 charges
™ /AN I
1
) : Operational Expenses : : Long-term Service Agreement Kenya Port
oan Py P " .
repayment ! : 1 (Take-or-Pay “TOPA”) Authority (KPA)
(principal ; 1 0
1 1 l
1
)

4-Parties Payment
Arrangement

Escrow Account

Charges for freight transportation services

The payables due by KPA under the TOPA ensure that revenues
are secured by KRC to reimburse the Eximbank loan

J

The Cabinet Secretary noted that the government expected the railway to repay the loans through
its operational revenues “to the extent possible”.?s However, China Eximbank required credit
enhancements. As a global law firm headquartered in the UK notes, credit enhancements like this
are a routine step: “most international project financings ... minimize the lender’s risks by
incorporating a number of back-up or secondary means of credit support provided by the host
government, sponsors, purchasers or other counterparties.”*

Table 2: Standard Gauge Railway, China Eximbank Loan Terms*’

Loan Signed Loan Amount Interest Grace Repayment
9 (US$ billion) Rate Period Period
Mombasa-Nairobi SGR
0,
(Phase 1 Preferential Export Buyer’s Credit) May 2014 1.60 2% / 13
Mombasa- Nairobi SGR May 2014 2.00 LIBOR +3.6% | 5 10
(Phase 1 Commercial Loan)
D RETREIE e December 2015 | 1.48 LIBOR+3% | 5 15
(Phase 2A Commercial Loan)
TOTAL 5.08

Notes: LIBOR, the London Interbank Offer Rate, was a variable commercial rate originating in London but used globally by banks to lend to each
other. Loans are quoted with a margin or percentage above LIBOR. Chinese loans usually used the 6-month LIBOR rate. The 2020 exchange rate
(1USD = 0.0093KSH) was used to convert outstanding amounts from KSH to USD.

CHINA-AFRICA RESEARCH INITIATIVE 11
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Kenya’s Cabinet Secretary explained the credit enhancements to the parliament in some detail.®

« Insurance: The government was required to take out an export credit insurance policy from
Sinosure, the Chinese export credit insurance company, for the Eximbank commercial loan, at
a one-time cost of US$ 113 million (6.93 percent of US$ 1.63 billion).

« Off-taker: China Eximbank asked the government to set up a Long-term Service Agreement (an
off-taker arrangement, or “take-or-pay agreement”; see Box 3) between KRC and KPA.

« Escrow Account: KRC, together with the Government of Kenya (GOK, represented by the
National Treasury, i.e., the Borrower) and the Eximbank (project lender) would need to set up
an escrow account “into which revenues from the railway operations will be deposited [by
KPA%»] and from which loan repayments will be made.”+

« Policy Directive: Kenya was to issue “an appropriate policy directive ... to ensure freight is
shifted from road to rail transport.”+

+ Railway Development Levy: The Cabinet Secretary noted that China Eximbank had asked for
confirmation that the RDL would also be used to repay the loan. Kenya’s National Treasury
confirmed that the RDL “will act as insurance in case revenues under the take-or-pay
arrangement# fall short of the amount required to service the loan.”

The Kenyan government had established, in July 2013, a 1.5 percent levy on all imports into the
country for the purpose of financing the railway (the RDL), which was expected to raise at least Ksh
20 billion (US$ 180 million) each year.# The RDL bears a strong resemblance to China’s Railway
Construction Fund (See Box 2: China's Railway Construction Fund below).

Asked whether KPA or its workers will be responsible for repaying the Chinese loans, the Cabinet
Secretary replied that loan repayment was not the problem of KPA, but the responsibility of the
National Treasury, who signed the loans as the Borrower.# China Eximbank and the Kenyan
National Treasury subsequently signed the first two loan agreements on May 11, 2014.% The
Eximbank loans are thus sovereign debts of the central government.# The National Treasury
onlent equivalent amounts to KRC.

Box 2: China’s Railway Construction Fund

In 1991, when China’s rail system needed to be expanded, the Chinese government set up a Railway
Construction Fund, raising money for expanding the rail network through fees paid by cargo
shippers.# Railway companies could draw on the fund to subsidize construction or debt service
due to borrowing to cover operating losses.® The Railway Construction Fund paid for 42 percent of
railway construction costs between 1991 and 2003; railway bonds were also issued to support
construction.>
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THE LoNG TERM SERVICE AGREEMENT (TAKE-OR-PAY AGREEMENT orR TOPA)

On September 14, 2014, KRC and KPA signed a Long Term Service Agreement® involving a “take-or-
pay arrangement” (See Box 3: TOPA). This formalized KPA’s responsibilities for ensuring that the
new railway and KPA’s improved inland ports gained a minimum of business.

In the Kenya SGR project, KPA (the off-taker) agreed to “take” a minimum level of transport
services (described in Schedule 1 in Appendix Table A1) offered by KRC via the SGR, collect the
transport charges due to KRC for travel along the railway to the Nairobi container depot from the
customers, and remit those charges to a project escrow account (See Box 4: Purpose of an Escrow
Account).s Although TOPA contracts can be negotiated when conditions change, normally,
whether KPA was able to “take” or use the minimum level of freight transportation capabilities
booked, or not, KPA would still have to pay the equivalent price to Kenya Railways: take-or-(still)

p aY. 54

Box 3: Take-or-Pay-Arrangement (TOPA)

A Take-or-Pay Agreement (TOPA) is a kind of off-take agreement. Off-take agreements are one way
that an infrastructure project producing products or services ensures that it will be able to have a
steady market. The buyer of those products benefits by receiving a guarantee that the producer will
steadily supply the product to them for an agreed period of time, at an agreed price. For example,
the developers of a power plant (the seller) sign an off-take agreement with an electricity utility
(the buyer, or “off-taker”) to buy 100 percent of all the electric power it produces for 10 years. If the
plant produces the amount of power that the contract calls for, but the utility's customer base did
not grow as the utility had expected, the utility would still have to pay for the volume of power it
contracted to buy, but did not “take”.

As a prominent textbook on the law and business of international project finance notes, these
agreements “are the linchpins of project finance transactions.” They are put in place to ensure the
bankability of the project and to distribute risks and align incentives fairly among the various
project beneficiaries. Lenders generally require these company-to-company contracts to be in place
before financial closure.

The contractual mechanics of the TOPA-the “gold standard of international project finance,” as
one lawyer commented to us-were not well understood in Kenya.* “The Chinese loans are very
expensive,” a prominent Nairobi editor would tell Radio France International in early 2019. “They
brought in the Ports Authority to sign a take or pay, meaning that they had to give SGR enough
freight so that they can service the Chinese loan. If not, they will just take the port [emphasis
added].”s
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Box 4: The Purpose of an Escrow Account

Escrow accounts are established in situations of uncertainty as to whether one or another party to
a transaction will be able to meet their obligations. These accounts, held by a third party, generally
a bank, hold funds that will later be drawn on only for agreed purposes: to pay a debt, reimburse a
seller for a purchase shipped to a buyer, or meet another obligation such as income taxes or
insurance premiums.

In project finance, the escrow account would consist of a sales collection account, where revenues
are deposited (and from which operating costs can be debited), and a repayment reserve account,
from which loan payments are made. Having the participating parties connected through bank
accounts that can be monitored by the Borrower and the Lender provides transparency. This, in
turn, boosts the “bankability” of the project, rendering it more likely to be financed.

Furthermore, China Eximbank loans normally require large payments twice a year, instead of
smaller payments every quarter, rendering payments rather lumpy and possibly challenging to the
Ministry of Finance in a lower income borrower whose foreign exchange supply and demands may
vary. Therefore, under normal circumstances, these accounts build up a cash balance with
scheduled deposits, which eases the biannual payments. Setting up these accounts protects the
lender and the borrower. By requiring the buildup of funds in advance of the loan payment,
repayment reserve accounts are a safety measure that allows the borrower some flexibility to
resolve temporary cash flow problems, and helps to prevent payment defaults.

Although some researchers have described similar escrow accounts required by Chinese loan
contracts as “liquid collateral” that can be “seized” in cases of non-payment, this is not an accurate
description.® Collateral is pledged as security for repayment of a loan, to be forfeited in the event
of a default. An escrow account is a current asset at the disposal of the project. The escrow account
in the SGR project, as with other Chinese loan contracts and project finance more generally, was
designed as a payment route to prevent defaults. Escrow accounts carry cash balances to the
benefit of intended parties as per the project escrow agreement. The lender would automatically
have a lien over the escrow account. So, characterizing it as a ‘collateral’ is misleading.

As we have explained, a “take-or-pay” agreement means that the off-taker guarantees that it will
“purchase” (and pay) a guaranteed amount of the service (here, rail transport for cargo) or product,
or waive the service and still pay the equivalent value to the producer. It does not mean that if the
loan cannot be paid, the Chinese “will just take the port.”

The TOPA commenced in 2020, with KPA agreeing to transfer a minimum tonnage of 6 million to
Nairobi that year, rising to a maximum of 7.58 million tons in 2022, thus providing a minimum
fixed revenue to KRC.%
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A Technical Committee was set up comprising the Chief Financial Officers, Chief Operations
Officers, and business/commercial managers and corporation secretaries of KRC and KPA. They
were tasked to meet quarterly and oversee the implementation of the Agreement, and any
adjustments necessitated by cases of force majeure. (This would presumably include shortfalls
caused by the pandemic.)

On August 3, 2019, KPA and the Kenya Revenue Authority issued the directive stating that all
imported cargo for delivery to Nairobi and the hinterland would henceforth be conveyed by the
SGR and cleared at the Inland Container Depot - Nairobi.®® As a Kenyan government official later
noted to a reporter, “Kenya took the demand risk and that is why it is our job to ensure the trains
are full.”®

The TOPA created a “contingent liability” for KPA. That is, if KPA was unable to persuade enough
shippers to use, and pay for, direct shipping from Mombasa Port to the inland container ports, it
would have to draw on its own funds to make up the difference. This has, in fact, been the case. In
the first six months of the TOPA coming into effect (January through June 2020), which coincided
with the COVID-19 pandemic, KPA only shipped 1.98 million tons instead of the pledged three
million tons.® This meant that KPA would need to remit to KRC the value of 1.02 million tons,
unless the Technical Committee decided that COVID-19 was a force majeure situation. KPA is a
profitable company (Table 3). We return to the issue of KPA’'s contingent liability in Section VI.
Why did KPA enter into the TOPA? KPA’s vision - supported by a number of multilateral and
bilateral creditors - is for Mombasa Port to become a world-class port. KPA expects that the port’s
future growth-estimated to be close to eight percent annually in the short term and 6.5 percent
annually in the long term-will largely come from traffic heading to, and from, Nairobi and
beyond.® The new railway was expected to help KPA’'s Mombasa Port build its container traffic and
transshipment business as the gateway to Uganda, South Sudan, Rwanda, Burundi, and parts of
the Democratic Republic of Congo. It would add value to KPA’s business proposition, enabling
Mombasa Port to increase its overall competitiveness and maintain its dominant position in the
region.

Table 3: Kenya Ports Authority Revenue and Profit (US$ millions)

FY 2015/16 FY 2016/17 FY 2017/18 FY 2018/19 FY 2019/20
Total Revenue 410 409 439 548 492
Pre-tax Profit 106 105 100 137 80

Source: Kenya Ports Authority Annual Report and Financial Statements FY 2019-2020, p. 11.

Evaluating ports in East and Southern Africa, the World Bank in 2019 ranked Mombasa as the
region’s technically most efficient port.* The Bank’s analysts noted that among the five main
factors contributing to port efficiency was “the existence of an effective rail connection to the
port.”® KRC’s railway service benefits KPA’'s Mombasa Port by reducing port congestion caused by
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the entry of hundreds of trucks each day, improving efficiency and port performance: allowing a
shorter turnaround time for ships.

Section III introduced the stakeholders and explained the complex legal arrangements for the
project-arrangements, we stress, that are typical and standard for commercial international
project finance used by banks and export credit agencies doing infrastructure finance but less
common in foreign aid agreements like those used by donors like the World Bank. With this
background in place, we can now turn to the controversy itself: the rumor that Mombasa Port
served as collateral for the SGR.

IV. THE MOMBASA PORT CONTROVERSY ERUPTS

Kenya’s Mombasa Port collateral controversy has to be seen in the context of the rising geopolitical
tensions between the US and China. In June 2018, the New York Times published an enormously
influential article detailing what their reporters believed to be an exposé of a Chinese port “asset
seizure” in Sri Lanka. Although researchers later found that the asset seizure claim was not
supported by the facts, the idea of “Chinese debt trap diplomacy” swept through the global press
and policy circles.®® On November 14, 2018, for example, a report by Moody’s Investors Service
warned that countries “with strategically important infrastructure, like ports or railways in Kenya,
are most vulnerable to the risk of losing control over important assets in negotiations with
Chinese creditors.”®

As worries about Chinese asset seizures were rising, the KPA was undergoing its annual audit. The
purpose of an audit of a government-owned company is not only to go over the accounts, but to
point out any financial and compliance risks that the auditor sees, and which should be disclosed
in the public audit report.®® On November 18, 2018, two days after the Moody’s report about risks,
Kenya’s AG’s office sent the management letter and draft copy of the audit report to KPA. As is
normal for an audit, the management letter asked for clarification and additional information on
several points that had arisen during the audit. KPA would review and respond to those points in
its own letter, and then the audit would be finalized and published.

THE MANAGEMENT LETTER AND DRAFT AuDIT: NovEMBER 16, 2018

After it arrived at KPA, three pages of the management letter were leaked by a KPA whistleblower to
a prominent Kenyan anti-corruption activist, who tweeted them to his Twitter contacts on
December 18, 2018.% The letter, penned by a staff member on behalf of the AG, pointed to the
Payment Arrangement Agreement for the SGR project (described on page 17) as a significant risk
that KPA had not disclosed in its financial report. We quote here from the leaked letter:

The payment arrangement agreement substantively means that the Authority’s revenue
would be used to pay the Government of Kenya’s debt to China Exim bank if the
minimum volumes required for consignment are not meet [sic] as per schedule one.
China Exim bank would become a principle [sic] in over [sic] KPA if KRC defaults in its
obligations and China Exim bank exercise [sic] power over the escrow account security.

16

WWW.SAIS-CARI.ORG/PUBLICATIONS



SAIS-CARI WORKING PAPER | NO. 52 | APRIL 2022

The first sentence describes KPA’s responsibility factually (and accurately), although as we have
noted, the revenues KPA is obligated to provide are limited as per the TOPA and its Schedule 1
(Appendix Table A1). The second sentence provides an opinion: that the TOPA poses a far more
significant risk to KPA than a potential cut in its profits. It mistakenly, in our view, treats the
escrow account as a collateral that can be “seized”, rather than a repayment route. And it suggests
that KPA and China Eximbank are also linked through the TOPA’s escrow account.

The letter continues:

The KPA assets are exposed since the Authority signed the agreement where it has been
referred to as a borrower under clause 17.5 and any proceeding against its assets by the
lender would not be protected by sovereign immunity since the government waived the
immunity on the Kenya Ports Assets by signing the agreement. The agreements [sic] is
biased since any non-performance or dispute with the China Exim bank (the lender)
would be referred to arbitration in China, whose fairness in resolving the disagreement
may not be guaranteed.

Box 5: Floating Charges

Assets can be fixed, as in land or buildings, or “floating”, as in a revenue stream. A “charge” is an
encumbrance or a lien on an asset that does not transfer title to that asset but rather requires the
asset to discharge relevant obligations. A floating charge is a lien on an asset or a group of assets
whose value(s) might fluctuate over time. For example, a hydroelectric project might be financed
with support of a floating charge on the revenues of the transmission company in the same group.
In project finance, it is common practice to secure loans by a charge on current assets such as
receivables or revenues, whose value is not fixed but fluctuates over time. A floating charge
requires a binding agreement between the two parties that current assets, i.e., the entirety of one
party’s revenues, (in this case, the entirety of KPA’s revenues) will support the loan repayment. It
collateralizes the current assets of that party. Creating a floating charge also requires other lenders,
if any, to agree to the floating charge.

The letter asked KPA to disclose these risks in its revised financial statement and to confirm in its
response that “KPA assets are not a floating charge/guarantee [See Box 5: Floating Charge] to the
Government of Kenya loan as the borrower.”

The controversy soon made it into the international media. Asked about the Kenya case at her
regular press conference on December 24, 2018, a spokesperson for the Chinese Ministry of Foreign
Affairs, stated: “We have checked with the relevant Chinese financial institution and found that the
allegation that Kenyan side used the Mombasa Port as a collateral in its payment agreement with
the Chinese financial institution for the Mombasa-Nairobi Railway is not true.””
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On December 28, 2018, when pressed by a Kenyan reporter about the controversy, Kenyan President
said, “You want a copy of the contract, my friend, I'll get it to you tomorrow.”” This did not happen.

However, early in 2019, a reporter for the Sunday Nation managed to obtain a copy of the
preferential export buyer’s credit loan contract between Kenya’s National Treasury and China
Eximbank.” “Kenya’s key strategic assets at home and abroad will not be protected by ‘sovereignty’
and risk being seized by the Chinese government should there be a default,” he concluded on
January 12, 2019, quoting Clause 5.5 of the loan contract:

Neither the borrower (Kenya) nor any of its assets is entitled to any right of immunity on
the grounds of sovereignty or otherwise from arbitration, suit, execution or any other
legal process with respect to its obligations under this Agreement...

The Sunday Nation story noted the denial from the Chinese Foreign Ministry about the allegation
that Mombasa port was used as collateral for the SGR but dismissed it:

It is a statement that could be true if viewed with a narrow lens, considering that there is
no specific reference to the port [authors: emphasis added] in the contract seen by the
Sunday Nation, but the sweeping statement ... makes all assets fair game.

Article 201 of Kenya’s 2010 Constitution requires the public to be informed about matters relating
to public spending, while the Access to Information Act 2016 privileges the “duty to disclose”
government information, subject to specific limitations.” In contrast to a number of other
countries, there is no specific Act requiring that foreign loan contracts be published in Kenya’s
Gazette, or presented to parliament for approval.” This lack of specificity means that despite the
Constitutional statement of principle, interpretation of transparency requirements is hotly
debated, in the press and in the courts. In April 2019, Kenya’s Attorney General weighed in against
the President’s impromptu pledge, citing clauses in the commercial contracts that oblige
confidentiality unless required by Kenyan law.”

THe FINAL AupiT REPORT: APRIL 17, 2019

The final Audit Report was revised to reflect KPA’s responses. Importantly, the revised report
mentions nothing about KPA assets being a floating charge, so KPA must have confirmed to the
Auditor that there was no formal agreement to this effect. The convoluted (and confusing)
sentence in the management letter- “China Exim bank would become a principle [sic] in over [sic]
KPA if KRC defaults in its obligations and China Exim bank exercise [sic] power over the escrow
account security” —-is no longer in the final report, suggesting that KPA had also alleviated this
concern in its response to the (leaked) management letter.”

Here, we lay out the auditor’s remaining concerns in more detail. All quotations are from the final
Audit Report published in April 2019.7

(1) Payment Arrangement Agreement - Disclosure. The auditor interpreted the TOPA as meaning
that “in the event of default by Kenya Railway Corporation to pay China Eximbank collected freight
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and service charges, Kenya Ports Authority would be compelled to deposit the amount due to
Kenya Railways Corporation to [sic] bank account designated by the China Eximbank.” KPA had
not disclosed this responsibility, he charged.

(2) Payment Arrangement Agreement - Misrepresentation. In the Auditor’s opinion, KPA had
misrepresented its true obligation regarding loan repayment. KPA (and KRC) were both actually
borrowers, according to the Auditor’s interpretation of Clause 17.5 in the Agreement:

The Agreement in clause 17.5 also refers to Kenya Ports Authority as a borrower, contrary
to the aforementioned details that Kenya Ports Authority’s only obligation is to facilitate/
guarantee minimum freight volumes to meet the requirements of the Long Term Service
Agreement. Under this Clause, the Agreement provides that each of the borrowers, in this
case Kenya Railways Corporation and Kenya Ports Authority agrees...

(3) Take-or-Pay Agreement. The Final Report repeated the opinion that the take-or-pay
arrangement “substantively means that the Authority’s revenue would be used to pay the
Government of Kenya’s debt to China Eximbank if the minimum volumes required for
consignment are not met as per Schedule 1.”

(4) Risk of KPA Asset Seizure. The concern here relates to the standard sovereign immunity waiver,
discussed below, and is worth quoting in detail, as it is the centerpiece of the worries about
Mombasa Port:

Kenya Ports Authority assets are exposed to risk of takeover by the lender since the
Authority signed the Payment Arrangement Agreement. Clause 17.5 of the Agreement
states that, ‘Each of the Borrower, KRC and KPA agrees that in any proceedings against it
or any of its assets (present or future) in connection with this agreement no immunity
(whether characterized as sovereign or otherwise) from such proceedings shall be claimed
by it or in respect to its assets (present or future) and it irrevocably waives any right of
immunity (whether characterized as sovereign immunity or otherwise)’. It appears from
the Payment Arrangement Agreement that Kenya Ports Authority’s revenue and assets
[emphasis added by authors] have expressly guaranteed the repayment of the loan
amounting to Kshs. 363.96 billion financing the standard gauge railway, a material fact
which has not been disclosed in the financial statements.””

To summarize, the AG’s report was clear about its opinion that the Kenyan government had
created a risk that China Eximbank would seize KPA’'s “revenue and assets”. Revenues are floating
assets; this phrasing of “revenues and assets” strongly implies that the AG believed that KPA’s fixed
assets, of which Mombasa Port is the most valuable, were also at risk.

The 2018 Audit Report was finalized in April 2019, but it was not presented to Parliament until
March 2021.7 The tabling of the report sparked a revival of the story with the now familiar
headlines. Kenya’s Cabinet Secretary for the National Treasury & Planning, immediately tried to
defuse the issue with a press release.®* The SGR loans were the responsibility of the National
Treasury, he repeated. They are “part of the public debt” and will be paid by the National Treasury.
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The Government of Kenya, through the National Treasury, is servicing the SGR loans...
The Port of Mombasa is a strategic asset financed by the Government of Kenya with
support from both multilateral and bilateral development partners. The Port has
absolutely no adverse exposure to any lender or category of lenders through existing loan
arrangements with the Government of Kenya.*

During the long delay in the publication of the Audit Report, the assumption that Mombasa Port
was collateral for the loan was repeatedly stated in news stories and analyses in and outside of
Kenya. In the next section, we turn from the narrative of the controversy itself to our analysis.

V. WAS KENYA’S AUDITOR GENERAL CORRECT ABOUT THE RISKS TO KPA?

The AG’s 2017-2018 audit of KPA raises some valid concerns, but we believe it is mistaken on several
key points. Our argument rests on two key findings: first, that the AG’s opinion was based on a
mistaken interpretation that KPA was a Borrower, legally responsible, along with the National
Treasury, for repaying the Chinese loan. The second misinterpretation was that the standard
waiver of sovereign immunity clause meant that KPA had essentially pledged their assets as
security for the loan.*

This section is organized as answers to a number of frequently asked questions raised by the AG’s
report that are central to this case. We explain why KPA is not a Borrower, and has no direct
responsibility for the China Eximbank loan repayment. We explain the general nature of a
sovereign immunity waiver, why KPA agreed to sign the waiver, and what the waiver means in
practice, in the event Kenya defaults, or otherwise fails to observe the loan contract. We also
explain why KPA’s risks are not open-ended but quite limited. Finally, we briefly discuss the issue
of the contract requiring arbitration in China and what that means for KPA, and Kenya.

(1) Is KPA A BorRROWER? Dip KPA FAIL TO DISCLOSE ITS RESPONSIBILITY FOR LOAN REPAYMENT?

One of our most important findings is that the AG was mistaken to call KPA a Borrower. Therefore,
KPA had no direct or indirect responsibility for loan repayment to disclose.®

Clause 17.5 of the four party Payment Arrangement Agreement quoted by the AG actually spelled
this out clearly: “Each of the Borrower, KRC and KPA agrees [emphasis added] that in any
proceedings against it ...”%* To a legal expert, it is immediately clear that Clause 17.5 refers to three
parties: the Borrower (i.e., the National Treasury), KRC, and KPA. Each of them agrees to waive its
sovereign immunity.

We have already established that the National Treasury alone signed the loans, but we add here
that in a loan contract, the parties and important concepts are usually defined, and capitalized, at
the start of the contract in a definition section, i.e., who is the “Lender” who is the “Borrower” and
so on. This defined term is used consistently throughout all of the other legal agreements. Here,
the drafting is designed to highlight that “each” one of these three parties, in its own right,
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“agrees” to the commitment. It does not refer to three borrowers, and it does not define KRC and
KPA as borrowers.

Yet this distinction seems to have been misunderstood by the AG’s office, which paraphrased
Clause 17.5, as noted above: “Under this Clause, the Agreement provides that each of the
borrowers, in this case Kenya Railways Corporation and Kenya Ports Authority agrees [emphasis
added] ...” Without noticing the mistaken paraphrasing, the AG pointed to Clause 17.5 to support
its interpretation that KPA was actually a borrower and had misrepresented its obligations.® This
matters because it shows that from the start of its analysis, the AG was operating from incorrect
assumptions that may have influenced its view of KPA’s risks.

The AG also appears to have misinterpreted how the TOPA worked. KPA is responsible for
collecting freight and service charges from its customers on behalf of KRC and depositing them in
the escrow account jointly set up by KRC, the National Treasury, and China Eximbank, where they
will contribute to loan repayment (Figure 2). Yet the AG wrote that “in the event of default by Kenya
Railway Corporation to pay China Eximbank collected freight and service charges, Kenya Ports
Authority would be compelled to deposit the amount due to Kenya Railways Corporation to [sic]
bank account designated by the China Eximbank.”*

As Figure 2 (page 11) shows, this is not how the arrangement worked. First, KPA is obligated to pay
the service charges it collects into the designated escrow account, (or make good the shortfall, as
per Schedule 1) not in the event of default by KRC, but because it has signed the TOPA. Second, the
National Treasury has onlent the funds to KRC, but the National Treasury remains responsible for
loan repayment from the various sources of revenue it has available, including the RDL. KRC itself
is not in the position of “defaulting” to China Eximbank. Third, the escrow account bank would
not be unilaterally designated or assigned by the China Eximbank, but mutually agreed upon by
both sides. In the SGR case, the escrow account is held in a bank inside Kenya. Using language like
“in the event of default” and “compelled to deposit” distorts the relationship among KRC, KPA, the
National Treasury, and China Eximbank.

(2) WHy pip KPA (AND KRC) AGREE TO WAIVE THEIR SOVEREIGN IMMUNITY IF THEY ARE NOT
BORROWERS? WHAT DOES THIS MEAN?

Waivers of sovereign immunity are standard clauses in international commercial loan contracts.®
Under international law, sovereign States are generally immune from lawsuits. Contrary to a
private market actor (like an individual or a corporation) a State cannot be compelled to appear
before an international judge or arbitration venue, for example by creditors for forced payment if a
loan goes into default (this is called immunity from jurisdiction). Similarly, the State is immune
from enforcement of a foreign judgment rendered against it, for example if a foreign creditor
obtained a court order to liquidate government property as a means of repayment: State property
cannot normally be seized (immunity from execution).

Yet few international banks will offer a loan, if there is no legal way to recover their money should
the borrower default. As an American lawyer who works for a major international law firm based in
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Washington DC put it in an interview with us: “leaving out a sovereign immunity waiver in a
commercial loan contract would be grounds for professional malpractice”. Hence, as Hoffman’s
textbook on international project finance puts it, “In agreements with the host-government and
with entities controlled by the government, a waiver of sovereign immunity is required.”® A
database of 38 non-Chinese commercial project finance loan contracts released by the government
of Cameroon shows that banks from Belgium, Germany, Spain, Turkey, Austria, and the UK all
required sovereign immunity waivers.®

Some worry that waiving sovereign immunity means “losing” national sovereignty. However,
national sovereignty continues undiminished even when a State agrees to allow itself to be a
defendant or subject of an international court proceeding. (This is a characteristic of rights more
generally. For example, one’s right to free speech continues unbroken even if one voluntarily puts a
limit on that right by signing a contract to rent an apartment in a community with strict noise
ordinances.)

In Kenya, both KPA and KRC are state-owned enterprises controlled by the government, and are
parties to some agreements within the overall package (Figure 2). Any international lawyer
advising China Eximbank would have routinely had all the parties involved in the various legal
agreements related to the loan also waive their sovereign immunity in the contract, in case they are
one of the parties involved in a dispute that goes to arbitration.*

The sovereign immunity waiver is not well understood outside of the world of international law.*
For example, a reporter wrote: “A leaked report by the Auditor-General's office shows that the
Kenyan government had in 2013 waived the port’s sovereign immunity in order to use it as a
security for the Chinese loan.”” However, there is quite a large gulf between a standard sovereign
immunity waiver signed by all the parties to a contract, and the specification of a particular asset
like a port as collateral, as we explain next.

(3) THE AupIiTOR GENERAL SAID THAT KPA’s REVENUE AND ASSETS GUARANTEED THE REPAYMENT OF THE
SGR LoaN. Does KPA’s MomBAsA PORT SERVE AS COLLATERAL FOR THE SGR LoAN?

No. The AG appeared to believe-perhaps because of its mistaken assumption that KPA was a
borrower-that KPA had agreed to pledge its revenues and its assets to repay a debt that was not
KPA’s debt. Understanding this requires a discussion of the difference between a legal guarantee,
security, or collateral, and a “guarantee” or “comfort” in the economic sense.

A legal security or guarantee, i.e., collateral, is a back-up payment mechanism that is only activated
when the debtor defaults. KPA’s only legal guarantee is to KRC, collecting the proceeds from KPA’s
shipping customers (i.e., sales collection) and remitting these payables into the escrow account’s
sales collection account. In case of shortfall as per Schedule 1, KPA tops up the sales collection
account as per the TOPA agreement. KPA’s role in the overall project is to provide credit
enhancements, i.e., comfort for the lender.
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Furthermore, if KPA’s physical assets such as Mombasa Port had been separately pledged as
collateral, the Government of Kenya would have had to create a specific lien on these physical
assets. This would show in the public records, much as a mortgage on a house shows up during a
title search as a lien on the property. Filing the papers to create a lien is expensive; it is also, by
nature, traceable and would likely give rise to political controversy upon being created. And it
would require all of the other creditors to KPA to agree to the lien.” Kenya’s Cabinet Secretary
effectively confirmed that KPA had not signed a lien in his March 15, 2021 statement referenced
above: that Mombasa Port “has absolutely no adverse exposure to any lender or category of
lenders”.%

Therefore, Kenya has not used Mombasa Port assets as security, but rather used Mombasa Port’s
profitability, dynamism, and overall financial capacity as a support to the SGR project. The TOPA
mechanism allowed the Kenyan government to create a bankable project when the main project
owner, KRC, operated at a loss. The SGR, as a 2020 KPA report put it, “has been a key step in the
challenge of dealing with additional freight flows.”%

Finally, KPA made it very clear that it did not see any risk to its physical assets, such as the port. In
its 2019/2020 Annual Report and Financial Statements, KPA included a discussion of its obligation
under the TOPA.%

The TOPA places the Authority as guarantor for minimum traffic and commits to pay KRC
any shortfall. This arrangement increases the level of commitment and hence the risk on
KPA cash flows [emphasis added by authors].

The primary unstated risk that the AG’s report identified in 2018 is here explicitly (and in our view,
appropriately) answered. KPA faces a risk to its cash flows - not its ports.

(4) WiLL KPA’s REVENUES BE USED TO PAY THE GOVERNMENT OF KENYA’s DEBT To CHINA EXIMBANK IF
THE MINIMUM VOLUMES REQUIRED FOR CONSIGNMENT ARE NOT MET? SHouLD KPA HAVE DISCLOSED THIs
RISK?

The short and narrow answer is yes although as noted above, KPA’s risks are limited to the TOPA.
The National Treasury is the stakeholder that must repay the debt, using all of these revenue
streams under its control (Figure 2). Under the TOPA, KPA has an unconditional, precisely defined,
yet difficult to predict, obligation to KRC to generate a minimum volume of revenue for the railway.

KPA was required to disclose this TOPA risk as a contingent liability. The International Accounting
Standard (IAS) 37 defines contingent liabilities as “possible obligations whose existence will be
confirmed by uncertain future events that are not wholly within the control of the entity”.”” As best
practice, IAS 37 requires adequate disclosure of a contingent liability in the financial statements
when the liability can be estimated and the uncertain future event is likely to occur.

However, as we saw above, KPA quite properly addressed this issue in its 2019/2020 Annual Report
and Financial Statements, where it estimated and disclosed the SGR related contingent liability in
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the year that it became effective.”® The AG’s audit was correct to flag this impending risk, but it is
reasonable that KPA did not disclose in its 2017/2018 Financial Statements a contingent liability
that was not going to take effect until 2020.

(5) Is ArBITRATION IN CHINA A Risk FOrR KPA?

The AG’s leaked management letter of November 2018 had stated that the four party Payment
Arrangement Agreement was “biased” against KPA, since it required resolution of any contract
disputes through arbitration (See Box 6: Arbitration), and specified use of the China International
Economic and Trade Arbitration Commission (CIETAC) in Beijing, “whose fairness in resolving the
disagreement may not be guaranteed.” The concerns about “bias” and “fairness” were absent from
the final report, but the AG retained the concern that requiring arbitration at the CIETAC was
“unfavorable” to Kenya.

Box 6: Arbitration

Arbitration is a largely extra-judicial, alternative dispute resolution method. All parties in contracts
consent to arbitration in advance, to avoid having to negotiate it after a dispute has arisen. The
parties will submit their differences to private arbitrators (normally, a three-member panel) that
they chose themselves. Parties to the arbitration process can decide to keep the proceedings
confidential, and they can decide whether or not to admit amicus briefs, while other kinds of court
proceedings may be required to be public.

A number of reputable international institutions compete to offer arbitration services (which can
be quite lucrative): the London Court of International Arbitration, the Hong Kong International
Arbitration Center, the International Chamber of Commerce in Paris, or other venues.’ It is
important to underline that while national courts serve justice in the name of their State and
people, by contrast arbitrators act as a-national, independent justice actors. Contrary to judges,
their mission is not to serve the state and its laws.

In other research, we reviewed a number of Chinese loan contracts and found that, like the
Chinese loan contracts in this case, they all specify that disputes will be resolved by arbitration.**
The specific location for arbitration is a point that can be negotiated by the respective legal teams.
Some Chinese loan contracts specify Paris, others London or Hong Kong. However, most often
they specify the CIETAC.

The CIETAC in Beijing originally started its activities in 1956. Dozens of international arbitration
centers now exist around the world. As Chinese banks and companies sharply increased their
investments overseas, China has sought to promote the use of arbitration venues on its territory.
This is partly to profit from the immense potential of China-related disputes as the Chinese
economy becomes more globalized, and also to offer a list of arbitrators familiar with recurrent
issues in a Chinese context, able to speak Chinese and who understand Chinese cultural practices.
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Chinese loan contracts generally note that disputes should be solved through “friendly
consultation,” but should this fail, the parties agree that the dispute will be submitted to binding
arbitration. While a detailed review of this concern is beyond the scope of this paper, in this
section we explain why most payment and other contract disputes involving sovereign states do
not proceed to arbitration. The SGR is not likely to be an exception.

Arbitration would be used if Kenya defaulted on the loan, or if there was another significant
dispute (for example, if KPA refused to carry out its obligation under the TOPA). Yet most contract
disputes involving sovereign States do not proceed to arbitration, even if the State has waived
sovereign immunity to allow it.

First, even when arbitration results in an award to the creditor, there are legal and practical limits
on the collection of debts. As two legal scholars note: “Many sovereign assets are immune from
attachment and execution, and sovereigns can easily (if not cheaply) keep the rest away from
creditors. Courts can inconvenience sovereigns; they cannot make them pay.”> Theoretically, were
it to win an award, China Eximbank could apply to Kenyan courts to enforce its claim inside Kenya.
Yet most national courts will be either reluctant to grant a sentence constraining their own State
and agencies, or be under downright political pressure not to do so. As a Kenyan expert noted,
Kenyan courts have generally “declined to enforce awards” from foreign courts that conflict with
public policies, including the transfer of assets, whether commercial or related to national
security.'*

Second, the negative political and practical repercussions of China Eximbank proceeding down
this route - going after a sovereign State’s commercial assets in courts around the world, or even in
Kenya - cannot be overstated. At a minimum, reverting to the courts creates a risk of Chinese
companies being blacklisted for future projects in the country.

For these reasons, the preferred option to resolve a payment dispute in international projects,
whether Chinese or other, is to engage in intensive consultations and amicable talks, in particular
when contracts are for a long-term project where maintaining good rapports between parties is
critical for the future of the transaction.”* If a problem arises, the parties will normally settle their
differences using “friendly consultation” (although the playing field might not be level) since
arbitration’s costs, duration, relationship damage, and lack of enforceability act as effective
deterrents.

Research shows that in the past, as a result of such amicable discussion on debt settlement, China
Eximbank has sometimes agreed to a re-negotiation of the loan terms and/or the payment dates.*s
In other cases, discussions have prompted injections of equity from investors to assist with
balance-of-payments problems, or borrower invitations to third party financiers to take-over some
of the debts at more preferential commercial conditions.”® The prospects of China Eximbank
getting a repayment through refinancing, rescheduling or investor equity injections would be far
better than by initiating a litigation case.
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* * *

In 2018, Kenya’s AG was of the opinion that KPA had not disclosed all of the risks it faced in
relation to the SGR project and that KPA’s revenues and other assets were exposed to the risk of
take-over by the lender. We have provided evidence here that the AG mistakenly identified KPA as
“a borrower” and how that mistake contributed to the widespread but mistaken conclusion that
Kenya’s government had positioned Mombasa Port as collateral for the SGR project loan.

Yet KPA does have a contingent liability under the TOPA. The next section looks at KPA’s ability to
meet the TOPA agreement. These estimates allow us to specify the actual risk KPA faces to its cash
flows. In developing these estimates, we are also able to shed some light on how the four party
Payment Arrangement (Figure 2) is expected to work in repaying the SGR loan.

VI. FINANCIAL AND DEBT SUSTAINABILITY: KPA AND NATIONAL TREASURY

Kenyans are worried about two financial aspects of this project: the impact on Mombasa Port (via
KPA), and the larger question of the overall debt sustainability of the SGR project. These questions
became even more salient in May 2020 as a result of the global shock of the COVID-19 pandemic,
which pushed Kenya’s risk of debt distress from moderate to high.*”

In this section we explain how KPA will comfortably meet its TOPA financial obligations under its
agreement with KRC. According to the IMF, even with the SGR project, Kenya’s overall debt
remains at a sustainable level, and Kenya is expected to continue to grow at an average rate of six
percent.® While a full retrospective re-analysis of the economic and financial sustainability of the
SGR project - its internal rate of return and net present value - is beyond the scope of our work, we
can also shed light on how Kenya’s government planned to use the credit enhancements to repay
the SGR debt.

Our analysis relies primarily on data from Kenyan documents and publications, although we have
had to make assumptions when data was unavailable (See Appendix D for details). We projected
SGR’s cargo volume, KPA’s revenue and profit, and KPA’s cargo traffic. We also conducted
sensitivity analyses, as all of these parameters can fluctuate.

KPA’s TOPA OBLIGATIONS

Based on the cargo handling capacity of Mombasa port and SGR, we expect that KPA is likely to
face a five to 25 percent annual shortfall in transported volume between 2022 and 2025 but then
will be able to fully meet the TOPA freight obligations in Schedule 1. However, KPA is a profitable
corporation. According to our estimates, KPA's profit can fully cover the liability corresponding to
shortfalls as high as 40 percent.

As noted previously, the TOPA has a clear mechanism - the Technical Committee noted in Clause 8
- to determine the attribution of shortfall for reasons within the control of KPA or within the
control of KRC.™ KPA is only responsible to compensate for the shortfall caused by its inability to
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load/unload the cargo from SGR (Appendix Table A1). In cases of force majeure, which might have
included the start of the pandemic in 2020, KPA’s actual responsibility can be negotiated.

The TOPA mechanism has been working since 2020. In 2020, KPA handled 34 million tons of cargo,
of which the SGR transported 12.9 percent or 4.4 million tons of cargo.” Compared with the six
million tons stipulated in the TOPA, the shortfall amounted to 1.6 million tons, or 26.4 percent.™
KPA’s Annual Report 2019/20 notes:

The minimum tonnage for the calendar year 2020 is 6,000,000 tons. If this is prorated, it
means that for the first six months of the year, KPA should have railed 3,000,000 tones
[sic]. However, 1,983,059 tones [sic] were railed and US$ 9,255,917 remitted to the SGR
escrow account, against the expected US$ 14,002,483. The maximum reduction of profit or
the contingent liability for the year 2019/2020 (6 months) is therefore USD 4,746,567."**

The contingent liability resulting from this shortfall accounts for approximately 12 percent of KPA’s
six-month profit in 202o0. If this shortfall continued at the same rate for the rest of 2020, the total
shortfall for that year would have been about 26 percent of KPA’s average pre-tax profits during the
period 2015 to 2020 (See Table 3: KPA Profits). Presumably the Technical Committee has worked as
intended to mitigate this liability during the pandemic, and so KPA’s liability would likely be even
lower.

Given the monopoly nature of the project and the purported cost advantage of shipping containers
on SGR against trucks, KPA’s ability to fulfill its TOPA commitment is linked to its cargo handling
capacities and cargo availability. The SGR’s current capacity limit is assumed to be 8.7 tons.” With
double-stacking, which KRC implemented on a trial basis between January and June 2021, SGR’s
ability to transport KPA’s cargo can expand beyond this capacity limit.

Suppose the SGR operator implements double-stack railings after SGR’s annual cargo volume
reaches its current capacity limit (assumed to be 8.7 tons)."# In that case, the annual tonnage
transported through SGR could grow beyond 10 million tons by 2030, while the TOPA cargo
commitment will decline significantly after 2030 as loan repayments continue. This further
strengthened our confidence in KPA's ability to fulfill TOPA arrangements in the medium to long
term.

However, much of the cargo being transported on the SGR may only have made the switch from
road due to directives issued by the Kenyan government. There have been court challenges to these
directives, which have so far not affected the mandate.”s Should Nairobi and hinterlands freight be
released from the requirement that it travel by rail, it is possible that KPA will find it more
challenging to fulfill its TOPA requirement. In addition, as Tanzania considers reviving its troubled
Bagamoyo port project, KPA’s Mombasa Port may face increasing competition in the long run,
which could hinder the Mombasa port’s ability to maintain the current growth rate.”
Nevertheless, even in the case of a shortfall of 40 percent in freight traffic, KPA is well within its
financial capacity to compensate KRC, without in any sense mortally injuring its financial position.
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SGR CasH FLows AND LoAN REPAYMENT

According to the IMF, the black swan event of the COVID-19 pandemic moved Kenya from
moderate to high risk of debt distress. In January 2022, Chinese lenders (mainly China Eximbank,
and mainly for the SGR) accounted for 19 percent of Kenya’s external debt.”” Although debt
sustainability is not the central focus of our analysis, it is central to Kenyan worries. Calculating
the cash flows for the project and KPA’s role allows us to comment on how this complicated deal is
unfolding from the perspective of Kenyan taxpayers.

Our research (details in Appendices) confirms that the SGR by itself does not have the inherent
capacity to generate freight and passenger revenues to repay the loans, as others have also
argued.”® SGR revenues can currently cover operating expenses, but barely. Public finances provide
the primary support for loan repayment through the RDL.™ Even that is not enough to cover debt
service on the loans in the early years. Additional support from the National Treasury is required
from 2020 to 2025. In 2021, the SGR loans accounted for 12 percent of Kenya's public exertnal debt.

None of this should be surprising. As we noted above, complicated government infrastructure
projects like this routinely require credit enhancements to make them viable.

Although Kenyan taxpayers are subsidizing the project through their taxes, and the debt is high,
the SGR project is a significant public asset on the positive side of the ledger sheet. Its revenue
generation potential will last for many decades beyond 2035 when, ceteris paribus, the loans for
Phase 1 and 2A will be fully repaid. By 2036, even without any further investment, the SGR should
be able to generate around US$ 70 million in profits. Kenya has invested in a railway that matches
its Vision 2030 aspirations to become “a globally competitive and prosperous country”.*»°

Concerned about debt distress, Kenyan officials have expressed interest in restructuring the SGR
loans. In 2018, Ethiopia’s government was successful in achieving a 20-year extension in repayment
for its own Chinese-financed railway. China Eximbank has provided 10-year payment extensions in
several other cases.””* With a 10-year payment extension, SGR revenues and the RDL could fully
cover all principal and interest payments after the peak year of 2022. This would effectively ease
pressure on Kenya’s foreign exchange reserves and further reduce the already low probability of
default on the SGR debt.

VIl. CONCLUSION

This paper examined Kenya’s SGR project, focusing on the widespread conspiracy theory that the
Kenyan government had used Mombasa Port as collateral for the China Eximbank loan. Although
Kenya’s government has not released the actual loan documents, we believe that enough evidence
exists to say, categorically, that Mombasa Port was not used as collateral and, further, that there is
no question of the port ever being “seized” by China Eximbank should Kenya default on the SGR
loans.™
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It is quite probable that in December 2018, the AG’s office, the whistleblower at KPA who leaked the
draft management letter, and Kenya’s media were primed to worry about Chinese asset seizures.
For most of that year, the rumor that China had deliberately indebted Sri Lanka in order to seize its
port when Sri Lanka couldn’t repay Chinese loans was widespread and essentially unchallenged.
Scholars later determined that the Sri Lanka case was far from being an asset seizure. Although
Hambantota port had struggled under Sri Lankan management and was indeed losing money,
leasing the port to a foreign joint venture followed the original plans for the port, plans devised by
Canadian and Danish consulting firms.*3 Yet the myth remains persistent. It forms the basis for
concerns about Chinese intentions regarding ports and other strategic assets around the world.

We have argued that worries about the risks to the port were heightened by the Auditor General’s
misreading of several clauses in the four party Payment Arrangement Agreement - leading to an
assumption that KPA was an actual borrower, rather than simply a party to the TOPA. Any
obligation that KPA has to this project rests on its obligation to “take” a certain quantity of freight
service from KRC, and, if unable to do so, to “pay” KRC the equivalent value, not its obligation to
repay the China Eximbank loans. KPA’s proven profitability even through the pandemic means
that under any but the most extreme assumptions, it can comfortably make up any cargo shortfall,
living up to its obligations under the TOPA.

From KPA'’s perspective, the SGR is bringing Kenya’s rail system from the 19" century into the 21°.
KPA was facing hundreds of trucks jostling in its yards to meet the arrival of every ship. The SGR
significantly boosted KPA’s cargo handling capabilities and therefore its inherent valuation. A
railway project that increased their ability to offer seamless service to their customers enhanced
their own goals. It also created an opportunity for Kenya, in the longer term, to emerge as a multi-
modal logistics hub for the region, even if that goal is now delayed by uncertainties over the SGR’s
expansion. In January 2022, as we were completing this research, KRC announced that the
temporary integration of the SGR and the meter-gauge line was weeks away from being finalized.
The CEO of the Shippers Council of East Africa called the integration “a game changer,” as long as
it was efficiently operated:

Importers consider cost and efficiency. If the consignment reaches on time at the
cheapest cost, that is what they will go for. The introduction of railway is what we have
been pushing for as it will give importers an alternative means of hauling their cargo.”

Transparency has been a significant failure in this case, with blame on both the Chinese lender
and the Kenyan borrower side. As one Kenyan remarked: “No one outside of an elite circle within
the State House has even the faintest idea as to why they’re so afraid to tell us the truth about this
loan that we, the people, are obligated to pay!”** This failure fueled the conspiracy theory.”

Kenya’s National Treasury did not make the loan contract documents available to the auditors
during the KPA audit, despite the Auditor’s request. China Eximbank’s loan contracts have a
standard confidentiality clause, similar to those used by France’s Agence Francaise de
Développement.” This clause allows borrower governments to disclose loan contracts when
“required by applicable law.” Kenya’s laws are ambiguous on this requirement, and Kenya’s vibrant
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civil society have pressed their government in court (unsuccessfully, as of this writing) to release
the contracts.

Allowing the AG’s office confidential access to contracts that they consider essential for doing their
job properly might have helped the National Treasury clarify the risks to KPA. Kenya might
consider the further step of instituting a specific Act of parliament, requiring loan contracts to be
routinely published in the government Gazette, as other countries have done.

This may create short-term challenges, as legal documents are complicated, and easily politicized.
Political opponents, the media, even other researchers may not take the time to understand these
complicated and multi-dimensional documents; some may deliberately distort them. For example,
reporters and some parliamentarians in Montenegro, Nigeria, Uganda, and the European Union
proved unable - perhaps deliberately - to understand standard clauses such as “waiver of
sovereign immunity” in Chinese loan contracts.”®

Rumors about asset seizures in these countries have simmered in the media despite multiple
attempts by legal experts to explain the concepts to the general public. Yet as a colleague put it: “it
is incumbent on the government to provide explanations of how it understands the obligations it
is incurring in the contract.””® This can lead to healthier debate-among lawyers with different
interpretations, and others-and has the benefit of better educating the public about these complex
matters.

Why did China Eximbank, a policy bank, require waivers of sovereign immunity and the use of
escrow accounts and TOPAs, features that are unusual in foreign aid and more commonly seen in
straight commercial project finance? Part of the answer is that none of the loans in this deal were
“official development assistance” (ODA), according to criteria developed by the OECD. The Chinese
loans were commercial loans. The features they employ only seem unusual to those who have
become used to seeing project finance as coming from donors like the World Bank, which is a
preferred creditor with multiple ways to protect its loans from the risks inherent in frontier and
emerging market countries.

Furthermore, after the 1980’s debt crisis, infrastructure finance from multilateral banks, and OECD
bilateral aid agencies shrank sharply. Between 2007 and 2020, Chinese lenders provided 2.5 times
more finance for African infrastructure than all other bilateral development finance institutions
combined.” The history of debt crises in Africa, and globally, shows that sovereign guarantees on
their own often provide no real guarantee of repayment. Chinese financiers are wary of relying
solely on sovereign guarantees, hence the use of routine, yet complex, private sector risk
mitigation techniques in order to be able to lend where others feared to go.”*

Although the purpose of this research was to understand and explain what happened in the
Mombasa Port collateral controversy, we emphasize that other important questions remain
beyond the scope of our inquiry. Did the Kenyan government invest in a 21* century, visionary
project that will, over time, stimulate growth and prosperity, connecting the East African region, or
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a costly white elephant that will be a long-term burden on Kenyan citizens? Why do Kenya’s media
and the public have so little trust in their government, and the Chinese government, disregarding
repeated public assurances that the port was not being used as collateral?

This analysis also does not directly answer the larger question underpinning worries around this
and other Chinese-financed projects: Will China leverage its creditor position to press debtor
governments to make decisions they would not otherwise make? Like other powerful countries
and lending institutions, China and its banks certainly have the capacity to put pressure on
borrowers. Yet the concern about leverage has often been linked in the public square to the belief
that Chinese loans are deliberately structured for the purpose of asset seizure. The care with which
China Eximbank insisted on multiple credit enhancements strongly suggests that what Chinese
banks care about is what banks care about around the world: being repaid, not obtaining a
strategic asset like Kenya’s Mombasa Port.

The “debt trap diplomacy” fear that borrowers’ strategic assets and sovereignty are directly at risk
from China is appealing in its narrative simplicity, but lacks supporting evidence. Pundits,
reporters, and politicians misrepresent the risks, for both sides, of China’s project finance. In
reality, as in any commercial deal, what is at stake is, instead, a long-term, intertwined economic
relationship between African and Chinese investors, where both stand to win if a project goes well
- or to lose, in case it does not.
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APPENDIX A

Table Al: Long Term Payment Agreement (TOPA) Schedule 1 - Minimum Freight Volumes

Year Minimum tonnage to cover Minimum tonnage to cover | No. of trains Repaymfel?t Est.
repayment per year repayment per day per day (US$ millions)

2020 6,000,000 13,973 5.23 385

2021 5,723,333 13,328 4.99 536

2022 7,583,333 17,660 6.61 583

2023 7,309,000 17,021 6.37 567

2024 7,051,333 16,421 6.15 550

2025 6,777,000 15,782 5.91 534

2026 6,502,667 15,143 5.67 518

2027 6,228,333 14,504 5.43 502

2028 5,954,000 13,865 5.19 486

2029 5,696,333 13,265 4.97 369

2030 2,255,333 5,252 1.97 258

2031 2,214,333 5,157 1.93 251

2032 2,173,333 5,061 1.90 245

2033 2,132,333 4,966 1.86 238

2034 2,108,000 4,909 1.84 170

Note: Assumed tariff US$/tkm used by the Agreement is US$ o.12 per tkm. The actual tariffs have varied between US$ 0.04 and US$ 0.07.
The purpose of the TOPA is to help ensure the payment of the loans for Phase I (see Table 1). The loans’ principal will be reduced each year
due to repayments, and their grace periods end at different times. The amount of tonnage that KPA is required to remit reflects these
expectations.

Source: Replicated from “Agreement Between Kenya Railways Corporation and Kenya Ports Authority” p. 11.
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APPENDIX B: DETAILS OF FINANCIAL ANALYSIS

B1. KENYA PORT AUTHORITY’S TOPA LIABILITY™?

We conducted a simple scenario analysis to project potential shortfall compensation from KPA. After
SGR’s freight service started operation in 2018, SGR transported 4.2 million tons of freight in 2019 and 5.3
million tons in 2021, reaching an annual growth rate of 13.3 percent. KRC also projected that cargo
volumes at the Mombasa Port would grow by eight percent annually through 2030. Conservatively
estimating future SGR cargo volumes with the eight percent growth rate, we find that KPA is well within
the capacity to deliver on the minimum tonnage starting from 2025."¥ SGR’s annual cargo volume could
grow to 7.2 million tons by 2025, 0.5 million tons over the TOPA requirement. From 2021 to 2024, we expect
KPA to transport five to 25 percent less than the minimum tonnage stipulated in the TOPA.

We projected KPA's revenue and profit based on its pre-pandemic performance and estimated its annual
financial responsibility under either a 20 or 40 percent tonnage shortfall from 2021 to 2028 (Table B2, on
the following page). We used shortfalls higher than our projection to estimate KPA’s contingent liabilities
in worst-case scenarios. In the model, we used SGR's revenues per ton*kilometer in 2019 and 2020 to
estimate the tariff rate payable by KPA to KRC. SGR's revenue per ton*kilometer was US$ 0.0651 in 2019,
which was assumed to be the regular price, and its revenue per ton*kilometer was US$ 0.0469 in 2020,
which was assumed to be the discounted tariff rate under the impact of the COVID-19 pandemic.
Calculations show that even under the pre-pandemic tariff rate (US$ 0.0651 per t*km), KPA's profit is
always at least US$ 37 million even after remitting TOPA payments due to the financial responsibility
brought by a 40 percent shortfall in the transported cargo. In summary, KPA is well within capacity to
deliver on the minimum tonnage in the medium to long run.
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Table B2: KPA's Estimated Revenue, Profit & Commitment in the Case of Shortfall (US$ Millions)

2021 2022 2023 2024 2025 2026 2027 2028
KPA Revenue 452 497 548 603 665 732 807 888
KPA Profit 112 122 133 145 158 172 187 204
TOPA quglred . 57 6 . o s . .
Tonnage (million tons)
Tonnage Shortfall - by v 11 s s i 4 . .
20% (million tons) ) : : 0 . . ] .
Tonnage Shortfall - by i 23 30 ”o . . b -
40% (million tons) ) : : 0 . o . .
Avg Tariff/tkm (USS) - 0.047 0.049 0.052 0.054 0.057 0.060 0.063 0.066
based on 2020 rate
KPA Commitment -
20% Shortfall 27 27 38 38 39 39 39 39
KPA Commitment -
40% Shortfall >4 54 75 76 77 78 78 79
Avg Tariff/tkm (USS) - 0.0651 0.0684 0.0718 0.0754 0.0791 0.0831 0.0873 0.0916
based on 2019 rate
KPA Commitment -
20% Shortfall &4 38 52 53 54 54 54 55
KPA Commitment -
40% Shortfall 75 75 105 106 107 108 109 110

Note: KPA’s 2020/2021 revenue, profits, and growth rates are projected based on the average of its pre-pandemic performance from 2015 to 2019. The
average tariff rate is estimated based on SGR’s revenue per ton-kilometer in 2019 (regular rate of US$0.0651) and 2020 (discounted rate of US$0.0469)
with a projected annual growth rate of 5%. KPA revenue and profit figures are fiscal year figures, but we use them as calendar year data for
estimation purpose

Source: Calculated by authors using data in https://www.knbs.or.ke/wp-content/uploads/2021/09/Economic-Survey-2021.pdf; Financial Report in the
Auditor General Report; “Long Term Service Agreement” [Take-or-Pay Agreement], p. 11.
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B3. SGR LOAN REPAYMENT

We estimated SGR's cash flow based on SGR's revenue, freight transport, handling capacity, operating and
capital costs, and data on imports and the RDL in Kenya (details in Appendix Table E4). We also simulated
the influence of double-stacking containers, which can lift SGR's cargo handling capacity. The data are
mainly from Kenya's official economic reports and annual reports of Kenya's state-owned agencies, but
some supplementary data were found in media reports. Appendix D lists all the assumptions involved in
the model.

WiTtH THE RAILWAY DEVELOPMENT LEVY

Kenya developed the RDL expressly to pay for the SGR. Incorporating the RDL into our model, we found
that the SGR project (Phases 1 and 2A) still has a negative cash flow in the early years, from 2020 through
2025. The Kenyan government would need to cover these negative cash flows with other public funds, such
as its foreign exchange reserves. The most significant negative cash flows occur in 2022 (about US$ 179
million). After 2022, the negative cash flow will gradually decrease as the loan repayments progress and
project revenues increase. Double-stack railings will not raise SGR's revenue to the level that can cover
loan servicing costs.

WiTHouT THE RAILWAY DEVELOPMENT LEVY

In the absence of the RDL, SGR’s revenue alone would still be able to cover operating expenses by 2019/20,
but will not be able to also cover debt service throughout the term of the three loans, i.e., until 2038. In
this scenario, the SGR would have faced the largest negative cash flow (exceeding US$ 550 million) in 2022.

WIiTH RDL AND REPROFILING THE THREE SGR LoANSs

Given that the Kenyan government has discussed repayment extension on the loan, we also calculated
how a reprofiling, in this case a 10-year repayment extension for all three loans beginning in 2022, with
other loan terms unchanged, would affect the SGR project. SGR revenues and the RDL could fully cover all
loan repayments and interest payments after 2022. Extending the term by 10 years could effectively ease
pressure on Kenya’s foreign exchange reserves and further reduce the already low probability of default on
the SGR debt."
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Appendix C1: Standard Gauge Railway Project with Railway Development Levy - Cash Flow Analysis (US$ Millions)

7 2017 7 2018 7 2019 7 2020 7 2021 7 2022 7 2023 7 2024 7 2025 7 2026 7 2027 7 2028 7 2029 7 2030 7 2031 7 2032 7 2033 7 2034 7 2035 7 2036

Inflows
Passenger Revenue 6 16 17 8 19 20 21 22 23 24 25 26 27 28 30 31 32 34 35 37
Freight Revenue -
. . o 40 116 117 120 127 134 142 149 158 166 176 179 183 186 190 194 198 202 206
Single Stacking
Freight Revenue -
. = 40 116 | 117 120 | 127 | 134 | 142 | 149 | 158 166 | 176 | 185 196 | 207 | 218 | 230 | 243 256 | 271
Double Stacking
Outflows
Operation
. 60 123 122 | 116 | 113 120 | 126 | 132 | 139 | 146 | 153 161 169 | 177 | 186 | 195 & 205 | 216 | 226 & 238
Expenditure
Interest
Loanla | 32 32 32 32 32 31 28 26 23 21 18 16 14 11 9 6 4 1 = =
Loab1b | 96 96 96 91 81 72 62 53 43 34 24 14 5 = = = = = = =
Loan2 | 37 50 62 62 62 58 54 50 45 41 37 33 29 25 21 17 12 8 4 =
Principal Repayment
Loan 1a = = = = 62 123 123 123 123 123 123 123 123 123 123 123 123 62 = =
Loan 1b = = 100 | 200 | 200 | 200 | 200 | 200 & 200 | 200 200 | 200 = 100 = = = = = = =
Loan 2 = = = = 99 99 99 99 99 99 99 99 99 99 99 99 99 99 99 =
Net Project Cash
Flow - (219) | (244) (278) (377) | (510) (556) | (538) (519) (501) | (482) (464)  (445) (332) (224)  (221) (219) (217) (154) (92) 5
Single Stacking
Net Project Cash
Flow - (219) (244) (278) (377) (510) (556) | (538) | (519) | (501) | (482) | (464) | (445) (326) (211) (201) (191) (181) (109) (38) 70
Double Stacking
Railway
201 | 211 | 280 | 308 | 361 = 384 409 | 436 464 | 494 | 526 | 560 | 597 | 636 | 677 | 721 768 | 818 | 871 | 928
Development Levy
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Appendix C2: Standard Gauge Railway Project with Railway Development Levy - Cash Flow Analysis (US$ Millions)

2017 | 2018 2019 2020 | 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033 2034 2035 2036
Net Funding Cash

Flow - Single (18) | 33) 2 | (68) (149) (172) (129) (84) (37) | 12 62 116 265 412 456 | 502 | 551 664 | 779 933
Stacking - After RDL
Net Funding Cash

Flow - Double (18) | (33) 2 (68) (149) (172) (129) (84) | (37) @ 12 62 | 116 271 425 476 @ 530 @ 587 | 709 | 833 | 997

Stacking - After RDL
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APPENDIX D: MODEL ASSUMPTIONS

Loan 1a

Disbursement period: 2015 to 2017

Principal repayment moratorium: Until July 2021

Interest was paid during the principal repayment moratorium (interest was not capitalized)
Repayment period: 13 years

Payment frequency: Semi-annual

Interest rate: 2%

Loan 1b

Disbursement period: 2015 to 2017

Principal repayment moratorium: Until July 2019

Interest was paid during the principal repayment moratorium (interest was not capitalized)
Repayment period: 10 years

Payment frequency: Semi-annual

Interest rate: LIBOR+3.6%

LIBOR: 1.18%

Loan 2

Disbursement period: 2015 to 2019

Principal repayment moratorium: Until January 2021

Interest was paid during the principal repayment moratorium (interest was not capitalized)
Repayment period: 15 years

Payment frequency: Semi-annual

Interest rate: LIBOR+3%

LIBOR: 1.18%

Kenya SGR Revenues

Operation start date for passenger service was late 2017 and for freight service was January 2018.

Revenue and annual freight volume data for October 2021 and earlier are pulled from Kenya Leading
Economic Indicators. Later data are projected.

Passenger revenue growth rate: 4.5%
SGR freight capacity under the single-stacking scenario is 8.76 million tons per year.’s

SGR freight capacity under the double-stacking scenario is 17.52 million tons per year.
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Freight Revenue from Table E1: SGR Revenue - Freight Revenue. Data for 2022 and later are projected.

Passenger Revenue from Table E2: SGR Revenue - Passenger Revenue. Data for 2022 and later are
projected.

Annual freight volume growth rate: 8%
Freight revenue growth before the freight volume reaches the capacity limit: 5.6%

Freight revenue growth after the freight volume reaches the capacity limit: 2%

Kenya SGR Operation Costs

In 2017, Kenya only paid half of the annual operation cost.

From 2018 to 2021, the annual operating costs are actual costs; the US$ equivalent of 12.4 billion
Kenyan shillings at the then annual exchange rate.

In 2022, the operation cost is assumed to be US$ 120 million.

After 2022, the operation cost is projected under the assumption that operation expenditure inflation
is 5% per year.

Railway Development Levy

See Table E4: Railway Development Levy for data.
Starting from 2019, RDL is estimated based on Kenya’s national import.

Kenya’s import data for 2022 and later are projected.

Exchange rates

2015: 1 KSH = 0.010165328 USD
2016: 1 KSH = 0.009857959 USD
2017: 1 KSH = 0.009684174 USD
2018: 1 KSH = 0.009881891 USD
2019: 1 KSH = 0.009805571 USD
2020: 1 KSH = 0.009391374 USD
2021: 1 KSH = 0.009110983 USD
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APPENDIX E: STANDARD GAUGE RAILWAY REVENUE

Table E1: SGR Freight Revenue (in US$)

2018 2019 2020 2021
January 251,991 9,974,893 10,259,964 9,589,599
February 492,894 7,736,401 7,835,285 9,183,990
March 1,793,959 8,829,486 7,094,369 15,188,732
April 2,554,473 9,928,396 8,729,056 13,714,551
May 2,906,054 9,222,016 9,040,772 8,774,122
June 4,203,160 9,541,278 9,672,180 8,292,720
July 5,211,871 11,238,793 11,587,713 8,213,919
August 4,243,499 10,514,837 | 10,472,355 8,560,475
September 4,175,801 10,020,983 9,745,594 9,440,549
October 4,705,050 10,041,799 | 11,068,867 9,385,765
November 4,941,141 9,802,455 10,921,857  10,034,442*
December 4,947,847 9,484,236 | 10,364,811  10,034,442*
Total 40,427,741 116,335,574 = 116,792,823 120,413,307

*November and December 2021 data are projected

Exchanges rates used: 1 KSH = 0.009881891 USD in 2018, 1 KSH = 0.009805571 USD in 2019, 1
KSH = 0.009391374 USD in 2020, and 1 KSH = 0.009110983 USD in 2021

Source: Calculated by authors from data in Leading Economic Indicators December 2021,
December 2020, December 2019, and December 2018, Kenya National Bureau of Statistics,
https://www.knbs.or.ke/data-releases/.

40 WWW.SAIS-CARI.ORG/PUBLICATIONS



SAIS-CARI WORKING PAPER | NO. 52 | APRIL 2022

Table E2: SGR Passenger Revenue (in US$)

2017 2018 2019 2020 2021
January s 1,088,991 1,231,614 1,223,313 1,492,091
February - 1,007,272 1,226,744 1,201,463 1,426,399
March - 1,240,505 1,722,725 894,261 1,589,192
April - 908,865 1,208,743 55,465 616
May - 1,279,351 1,388,740 0 1,388,296
June 770,383 1,308,058 1,430,911 0 1,665,122
July 845,168 1,917,340 1,452,659 214,439 2,214,011
August 719,914 1,193,259 1,625,544 370,692 2,070,671
September 564,123 1,202,943 1,303,361 486,821 1,782,537
October 774,023 1,634,821 1,330,919 1,178,089 2,230,354
November 1,369,479 2,182,569 1,377,075 1,210,756 1,585,929*
December 1,035,302 961,410 1,550,356 1,579,640 1,585,929*
Total 6,078,392 15,925,385 16,849,392 8,414,939 19,031,145

*November and December 2021 data are projected

Exchanges rates used: 1 KSH = 0.009881891 USD in 2018, 1 KSH = 0.009805571 USD in 2019, 1 KSH = 0.009391374
USD in 2020, and 1 KSH = 0.009110983 USD in 2021

Source: Calculated by authors from data in Leading Economic Indicators December 2021, December 2020,
December 2019, and December 2018, Kenya National Bureau of Statistics, https://www.knbs.or.ke/
data-releases/.
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Table E3: SGR Cargo Movements (in metric tons)

2018 2019 2020 2021
January 22,346 365,356 375,828 449,731
February 57,633 308,540 293,088 456,136
March 164,254 331,906 259,138 507,924
April 208,577 356,906 327,091 460,787
May 228,800 319,757 342,326 434,733
June 268,787 337,024 383,782 430,455
July 306,105 394,717 421,745 361,309
August 309,902 369,647 414,775 398,925
September 309,873 343,819 369,246 446,954
October 344,283 342,877 427,388 506,157
November 331,752 350,611 412,426 445,311*
December 346,362 337,934 391,610 445,311*
Total 2,898,674 4,159,095 4,418,443 5,343,733

*November and December 2021 data are projected
Source: Calculated by authors from data in Leading Economic Indicators December 2021,
December 2020, December 2019, and December 2018, Kenya National Bureau of Statistics,

https://www.knbs.or.ke/data-releases/.

Table E4: Railway Development Levy (in millions)

‘ 2015 2017 2018 2019 2020 2021 ‘
‘ KSH 17,273 18,903 20,780 21,303 28,587 32,844 41,710 ‘
‘ US$ 176 201 211 280 308 380 ‘

Note: From 2015 to 2018, the levy amounts are converted from data for FY 2015/16 to FY 2018/19. Railway Development Levy collected in 2019,
2020, and 2021 are estimated based on total imports of Kenya.

Source: Calculated by authors from data in “Annual Revenue Performance Report FY 2018/19,” (Kenya Revenue Authority, 2020), https://www.kra.
go.ke/images/publications/Revenue-Performance-Report-2018-19.pdf; Leading Economic Indicators December 2021 and December 2020, Kenya
National Bureau of Statistics, https://www.knbs.or.ke/data-releases/.
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APPENDIX F: STANDARD GAUGE RAILWAY TIMELINE

Table E1: SGR Freight Revenue (in US$)

Date Description
April 2004 Leaders in the East African Community (EAC) adopted the international standard gauge as the
P norm for the regional railway
'{:5;121 (;) (; SSeptem- CRBC proposed an EPC+F arrangement for the construction of SGR
The Governments of Kenya (GOK) and Uganda signed a memorandum of understanding (MOU) to
October 2009 . .
construct the railway line from Mombasa to Kampala
GOK and CRBC signed MOU tasking CRBC with carrying out feasibility study and preliminary de-
August 2009 . e
sign for a new SGR between Mombasa and Nairobi
GOK signed a construction contract for Phase 1 of the SGR, from Mombasa to Nairobi (470 km),
July 2012 2
with CRBC
The governments of Kenya, Uganda, and Rwanda signed an agreement to expedite the construction
August 2013 ; ; ; . oA
of standard gauge railways connecting their capital cities
May 2014 GOK signed a USS$ 1.6 billion Preferential Export Buyer’s Credit and a US$ 2 billion commercial
Y loan agreements with China Eximbank for Phase 1 of the SGR
December 2014  Construction of the Phase 1 Nairobi - Mombasa SGR line commenced
GOK signed a US$ 1.48 billion commercial loan agreement with China Eximbank for the Phase 2a
December 2015 SO .
Nairobi-Naivasha section of the SGR
March 2016 GOK signed construction contracts for Phase 2a and 2b of the SGR
October 2016 Construction of Phase 2a Nairobi-Naivasha SGR commenced
June 2017 The Mombasa-Nairobi passenger service opened
January 2018 The Mombasa-Nairobi freight service opened
July 2019 Repayment of the commercial loan for Phase 1 of the SGR started
October 2019 The Phase 2a Nairobi-Naivasha railway line commissioned
January 2021 Repayment of the commercial loan for Phase 2a of the SGR started
July 2021 Repayment of the Preferential Export Buyer’s Credit for Phase 1 of the SGR started
January 2029 The commercial loan for Phase 1 of SGR is expected to be fully repaid
January 2034 The Preferential Export Buyer’s Credit for Phase 1 of SGR is expected to be fully repaid
July 2035 The commercial loan for Phase 2a of SGR is expected to be fully repaid

Note: repayment schedules of SGR loans are estimated based on the original terms in the loan agreements. This table does not reflect
potential changes that may be caused by debt relief, such as suspensions under the G2o Debt Service Suspension Initiative.
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