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On the Asian Century, Pax Sinica & Beyond

Why the term “debt trap’ of BRI projectsis a
dangerous misnomer

Dr Sieqgfried O. Wolf

The Rise of China and its President Xi Jinping’s Belt and Road
Initiative (BRI) are clearly two of the most prominent buzzwords of
our time. Both are inevitable, fated to be intertwined which each other.
The vast geographical dimensions of the BRI and its thousands of
individual projects could not but transform the phenomenon into a
significant factor in considerations among leading economic,
political, and security-orientated decision-making circles worldwide.
However, the debates on this mega-infrastructure initiative are not
characterised by an extraordinary - but un-reflected - enthusiasm
about the potential opportunities offered to participating countries
alone. Instead one witnesses a growing number of experts starting to
see China’s expanding dominance into new markets and control over

world-wide resources through less rosy lenses.

Despite the tremendous public diplomacy efforts and financial
investments - especially in Europe - by Beijing so as to influence
academic, political, and societal discourses, it appears that the BRI’s
image stands continuously depreciated. Attraction simply gives way
to scepticism. A growing number of countries now demand to
renegotiate the terms and conditions regarding Chinese development
projects. There is a rapidly emerging critical discourse on and
concerns about the actual and potential negative ramifications of Xi
Jinping’s ‘signature project’. Besides the expression of anxieties
regarding the environmental impacts of BRI projects — for example in

the context of the large-scale implementation of coal-fired-power-
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plant projects, deforestation, and pollution in Pakistan and/or during the preparation of The European
Green Deal (European Commission, 2019, December 11a; 11b;) - most critics focus on a phenomenon
generally known as the ‘debt trap’. It is argued here that latter term is partly a misnomer, and this for
several reasons - two of which should be highlighted here:

It narrows down the debate over the risks attached to Chinese financial development assistance to only
one ‘gloss-over’ aspect. Closely linked with this is the fact that the term ‘debt trap’ distracts the discourse
from the issue of hidden costs for countries engaged with Chinese projects and does not pay sufficient
attention to the fact that the citizenry within the countries involved are mostly affected by the negative
financial ramifications of BRI projects. As such, the term ‘financial traps’ would be better used as a
description of the strictly monetary risks of states involved in the BRI.

Nevertheless, the debate on ‘Chinese debt trap diplomacy’ and the threat of future financial burdens for
countries participating in BRI-related projects is vital. The cases of Sri Lanka, Kenya, and Montenegro
are severe examples wherein the Belt and Road is not only producing so-called ‘White Elephants’ but is
also creating extraordinary financial crisis situations. Furthermore, the debt trap argument is crucial since
it highlights that Beijing is creating clear dependencies among its recipients through its international
financial assistance. However, the current ‘Chinese debt trap diplomacy’ discourse fails to reflect the
complexities and problems linked to Chinese funding of development projects. Coming back to the before-
mentioned case of Pakistan, more concretely the China-Pakistan Economic Corridor (CPEC), one can
identify not only a large range of financial risks but also several others which are largely ignored by both
domestic and internationally observers. Here, proponents of the CPEC argue that the Government of
Pakistan does not bear any debt servicing obligations on loans for energy and infrastructure projects, since
the companies operate in IPP (Independent Power Producer)/BOT (Build-Operate-Transfer) modes.* This
is a naive fallacy. It might be true that the CPEC does ‘not impose any immediate debt burden on the
government of Pakistan” (TNI, 2018, August 8), yet it creates significant financial constrains for the
Pakistani people and thus for the state.

Firstly, most revenue generation will be skimmed off and flow abroad - not to be re-invested in Pakistan.

1 In other words, the way loans for CPEC projects are granted, the Pakistani state does not appear on paper as a
debtor. Instead the ‘recipient companies’ executing the respective projects do, which means the firms working in
IPP mode cover debts from they own earnings and are not supposed to be paid by the Pakistani state (Husain;
2018, June 6; 2017, February 11).
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Experts are concerned that Pakistan could be in serious financial trouble due to the outflow of loans along
with interests payments (of Chinese companies to Chinese development Banks) and profit remittances to

Chinese companies (Bengali, 20172).

Secondly, Chinese financing for international development projects is increasingly conditional, leading to
the creation of additional costs for the CPEC projects beyond usual international standards. This is
particularly due to project insurance (Miller, 2017, June 5, p. 17) conducted by the China Export & Credit
Insurance Corporation, also known as Sinosure. As a major state-owned enterprise (SOE), Sinosure
operates under the guidance of China’s Ministry of Foreign Affairs and serves as the country’s main
provider of export credit insurance. It runs the Overseas Investment Insurance Program ‘designed to
support and encourage Chinese enterprises and financial organisations to make investments overseas’
(Deloitte, 2018, p. 10), which provides export financing and protection against political, commercial and
credit risks for China’s SOE’s and other large firms operating or exporting abroad (Miller, 2017, p. 22).

Here, several issues appeared in connection to Sinosure insurance guarantees, especially regarding new
energy and infrastructure projects related to the CPEC. First of all, Sinosure insurance coverage is
mandatory for all Chinese loans and investments; it is required for anyone outside China who wants access
to this type of capital (Miller, 2017, June 5, p. 22). This is not uncommon since insurance for international
development measures can be seen as standard procedure. But Sinosure is the only insurance provider
accepted by Chinese lenders, and consequently is holds the monopoly over China’s development project
insurances in both the BRI and CPEC. Sinosure’s monopoly not only undermines the free market choice
in this sector; the company also charges higher fees than its international competitors® (for example Euler

Hermes?) which does not conform with international norms and practices®.

Thirdly, Pakistan risks additional financial burdens in areas where the state guaranteed investors a fixed
return on their equity shares, particularly in energy projects operated within the IPP mode. Here it is

2 Kaiser Bengali interviewed and quoted in Ahmed (2017, September 3).

3 Generally, the international norm for debt-related interest rates might be at maximum 5.5% (Miller, 2017, June 5,
p. 26). Yet according to Dawn, Sinosure is charging a fee of 7% for debt servicing, which will be added to the capital
cost of a project. For instance, the capital cost of a 660 MW project at Port Qasim is US$767.9 million, yet it goes
up to $956.1 million by adding Sinosure’s fee of US$63.9 million, its financing fee and charges of US$21 million,
and interests during construction of US$72.8 million (Siddiqui 2015, July 13).

4 A French-based insurer affiliated with the Allianz group,100 is a publicly traded, not state capitalised company.

5 For example, the granting of German development funds is also bonded to project insurance but not to a specific
insurer.
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important to point out that the Pakistani state until now did not conduct any reform policies so as to
overcome the initial problems leading time and again to severe energy crisis. As such, its is highly

questionable whether in the near future these CPEC projects will operate on a profitable basis.

Fourthly, the rapidly rising security costs needed to protect Chinese companies, workers, assets, and
projects, such as the Gwadar port, road infrastructure, and energy power plants, are overwhelmingly
covered by Pakistan - usually jointly by the federal government and provinces/regions, as well as

consumers.®

In sum, the term “debt trap’ is not suitable to describe the whole range of monetary risks and current as
well as upcoming financial burdens in the context of the CPEC. Not being in a ‘debt trap’ situation as
currently — and narrowly - defined does not mean that Pakistan is able to avoid an unpleasant financial
situation. Instead, Pakistani state and society will have to deal with a far more complex scenario of both
overt and hidden financial burdens which affect directly (and overwhelmingly) Pakistani citizens and
entrepreneurs, but only indirectly official state budgets. In short, the companies able to win over tenders
for CPEC projects will most likely enjoy the benefits of the corridor initiative while others will be left to
deal with the negative aspects. This is due to the way CPEC contracts are arranged—concretely, because
participating companies are able to shift much of the entrepreneurial risks (as well as additional costs) to

state institutions and consumers.

But considering the actual macro-economic development and financial situation of the country, the
government (and most likely those following in the near future) will be not able to cover the costs created
by guarantees for secure returns of investments for the companies involved, security requirements, or
project insurances. Subsequently, Pakistani citizens and entrepreneurs will be forced to cover CPEC-
related expenditures through mechanisms such as increased energy costs, toll fees, and cuts in government
budgets for social development. These additional costs will most likely add to the negative impacts on

consumption and investment levels in Pakistan, thus enhancing the downward spiral of its economy. Most

6 Only one percent of the necessary security is covered via CPEC-related loans. Since these governmental sources
are not sufficient to cover the rapidly growing security costs, there are reports that the NEPRA (National Electric
Power Regulatory Authority) has allowed a transfer of the remaining security costs to the Pakistani citizenry in the
areas under their administration. This will be done by adding to electricity bills, much as is done regarding television
license fees (PTV license fees).
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of the above-outlined rationale is not exclusively present in Pakistan. Many of these financial challenges
are shared by other BRI countries as well. Therefore, there is an urgent need to broaden the debate from

a mainly state- towards a more people-centric approach in assessing the BRI’s financial ramifications.
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