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EXECUTIVE SUMMARY

e Since there is no mutually agreed definition for BRI projects, in Malaysia and in other
participating host economies, this paper considers all Chinese investment to be within
the BRI framework.

e Chinese foreign direct investment (FDI) in Malaysia increased after 2014 and is
spread over diverse sectors.

¢ In manufacturing, China uses Malaysia as an export platform to other countries, with
mimetic entry that is aided by fiscal and non-fiscal incentives offered by Malaysia.

¢ Chinese investment projects also include high risk mega projects that are financed by
loans guaranteed by the Malaysian government and managed by special purpose
vehicles.

e There are no data with which to calculate and verify if the total loan amount will come
to exceed inflows of Chinese FDI at some point in the future.

e Malaysian concerns include the increasing presence of Chinese foreign workers and
expatriates in the country, the crowding out of local SMEs, and the relatively high

economic risks of mega projects.

e For mega projects that are funded by public money, improved transparency in
financial details should help ease public misgivings about them.

* Tham Siew Yean is Senior Fellow at ISEAS — Yusof Ishak Institute, Singapore.
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INTRODUCTION

China’s launch of the “One Belt, One Road” (OBOR) vision in 2013, subsequently
rebranded as the “Belt and Road Initiative” (BRI), has dominated the global investment
landscape by its sheer size, scale and scope. It’s five key goals, namely policy coordination,
facilities connectivity, unimpeded trade, financial integration, and people-to-people
connectivity practically cover all sectors. The total amount of BRI funding in terms of
outstanding loans or equity investment as at the end of 2016 is estimated at USD292 billion.!
The number of countries engaged in the BRI are divided into what China calls “one axis
and two wings”: 15 countries neighbouring China are in the axis while 24 countries in
Europe, Africa and a few countries in Asia constitute the east wing, and seven countries in
Latin America and the South Pacific make up the west wing.> Malaysia is strategically
located within the axis and has tapped on the BRI to increase inflows of FDI into the
country.

Despite Malaysia’s overall welcoming stance towards FDI, there is considerable domestic
dissent towards the increasing presence of Chinese investment in the country.

The purpose of this article is to clarify the nature of Chinese investment in Malaysia and the
main areas of concern, despite their potential economic contributions.’

CHINESE INVESTMENT IN MALAYSIA

Up to 2012,* Malaysia was a relatively small recipient of Chinese investment while
Singapore has been the largest recipient of Chinese investment in Southeast Asia, followed
by Indonesia, Thailand and Vietnam among the ASEAN-6. Therefore, although China’s
outward bound investment started to escalate after the implementation of its “go global”
strategy, and accession to the World Trade Organization (WTO) in late 2001, it was the
announcement of the Belt and Road Initiative (BRI) in 2013 and subsequent sale of the
power assets under Edra Global Energy Bhd. to China General Nuclear Power Corporation
(CGN), as reported in 2015, that drew the public’s attention to Chinese investment in
Malaysia.

Figure 1 shows an increase in net inflows of FDI from China from 2014 onwards. In 2008,
net FDI from China constituted 0.8% of total net inflows of FDI into Malaysia, with the
share increasing sharply to 14.4% in 2016.
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Figure 1: Net Foreign Direct Investment (FDI) from China and Total Net FDI from
world, 2008-2017 (1Q), (RM million)
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Notes: Net = Credit minus Debit. Credit refers to inflow of funds or amounts received by direct investment
enterprise in Malaysia from foreign direct investor and affiliate in the form of equity capital, reinvested
earnings, loan transactions, trade credits as well as other capital receipts. Debit refers to outflow of funds or
amounts paid to foreign direct investor and affiliate from direct investment enterprise in Malaysia due to
liquidation of investment, loan transactions, trade credits and other capital payments (BNM).

Source: Bank Negara Malaysia and Department of Statistics

Though small, there was Chinese investment in Malaysia prior to the announcement of the
BRI (Table 1).° This included notably Huawei and ZTE’s entry into Malaysia’s
telecommunications sector in 2001 and 2004 respectively 7 and automobile producer
Chery’s investment in 2008 before 2010.2 For the period between 2010 to 2012, Table 1
shows that metals, real estate and transport were the main recipients.
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Table 1. Sectoral Distribution of Chinese Investment in Malaysia, 2005-2017 (USD
million)

Agri- Real Grand

culture | Energy | Finance | Metals Textiles | Estate | Technology | Transport Total
2010 350 350
2011 1040 790 1830
2012 330 130 460
2013 380 650 1960 610 3600
2014 200 380 580
2015 6060 660 370 280 7370
2016 240 140 210 1970 2560
2017 280 120 280 110 790

Notes: The table above only records transactions that are over US$100 million. The data in this Table
is by no means comprehensive and is at best indicative.
Source: American Enterprise Institute

What is frequently attributed to be BRI projects are the 14 Memorandum-of-Understanding
(MOQOUs) between business to business that were signed during Prime Minister Datuk Seri
Najib Razak’s official visit to Beijing in November 2016.° These cover a broad range of
sectors from railways, ports, real estate, steel manufacturing, finance, solar cells
manufacturing, bird’s nest, e-commerce, pharmaceutical, and information technology.!? It
is unclear at this point whether all the 14 MOU projects will be implemented.

There is also as yet no mutually agreed list of BRI projects between Malaysia and China.!!
This is not peculiar to Malaysia since there is no agreed-upon definition for what qualifies
as a BRI project in all participating host economies with China.!”> And although the BRI
was officially launched in November 2013, projects started years earlier are often counted
as BRI projects. For this reason, this paper considers it most reasonable to include all forms
of investments from China as BRI investments.

Table 1 shows that besides transport, real estate is a big recipient, with the partnership
between Country Gardens and supposedly the Johor state government!? to develop Forest
City as announced in 2013, being the largest thus far. Other non-manufacturing recipients
include agriculture, finance, and technology, indicating a diverse range of investments.

Manufacturing investment

Approved investment in the manufacturing sector in Malaysia expanded progressively from
a mere RMO0.6 billion in 2010 to a peak of RM4.8 billion in 2016, when China became the
largest investor in this sector for the first time.'* This constituted 17.4 per cent of total
approved foreign-owned manufacturing, or 33 projects in total. Cumulative approved
investment from 2010 to 2016 amounted to RM18.2 billion, focussing primarily on basic
metal, electric and electrical, and non-metallic mineral products. In the same period, 197
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(out of 282 approved) China-related manufacturing projects worth RM14.0 billion have
been implemented, generating employment for 30,341 people.'

The relatively low level of approved manufacturing investment prior to 2012 reflected
Malaysia’s general decline in attractiveness as a host economy for manufacturing
investment, especially in labour-intensive manufacturing. The Malaysian domestic market
is relatively small so that accessing it alone for foreign companies has been less attractive
compared to accessing larger countries in Southeast Asia. China’s entry into manufacturing
is primarily motivated by the wish to access the domestic and other markets via Malaysia’s
regional trade agreements, thus using Malaysia as a springboard to enter the ASEAN
market. Likewise, investments in the solar sector was made for the purpose of exporting to
the US, to circumvent US anti-dumping duties on imports of solar panels from China at that
time. Similarly, textile investment was made in light of the Trans-Pacific Partnership
agreement that was being negotiated at that time. Steel manufacturing at the Kuantan
Industrial Park is operating under export conditions as only certain types of steel not
produced in Malaysia are allowed to be sold in the domestic market. Geely’s investment in
Proton is to supply the beleaguered car manufacturer with new technology such as an engine
that meets the Euro 6 emission standard, hybrid engines and pure electric engines, which
will then enable Proton to access other markets across ASEAN.!6

The rise in manufacturing investment also shows the bandwagoning effect!” of other
Chinese investments in the country, especially in infrastructure such as ports and railways,
as these investments ease the entry and exit of Chinese inputs and outputs produced in the
country to other parts of Malaysia and the rest of ASEAN. The expansion of the Kuantan
port, including its approval to operate as a Free Zone port'® and the development of an
industrial park next to the port are important steps in this direction as the port is strategically
located at the quickest and most direct route between Malaysia and ports in China’s eastern
region. Another important component in this equation is the East Coast Rail Link (ECRL)
that will enable goods to move from Kuantan Port to Port Klang, saving about one and half
day sailing time, provided the rail link is extended from Gombak to Port Klang.'® Fiscal and
non-fiscal incentives in the form of land provide additional inducements for Chinese
investment in these dedicated zones.

Non-FDI projects: Loans and Technology Partnerships

Government to government projects are or will be primarily funded through loans that are
transacted through non-affiliated companies, with China providing the technology needed.?’
The data on these transactions are not captured by traditional FDI data since they do not
comply with the standard definition of FDI. Instead, these transactions are registered as
“Other investments” in Malaysia’s Balance of Payments data, which is also unpublished by
country, unlike FDI data.?! The ECRL project is an example, whereby the projected cost of
the project at RMS55 billion will be funded by a soft loan from Exim Bank of China (85 per
cent of project cost) at 3.25 per cent interest. The balance of 15 per cent will be funded
through sukuk (i.e., Islamic bonds).?? A special purpose vehicle (Malaysia Rail Link Sdn.
Bhd.) has been founded to manage the project. Similarly, the Trans Sabah Gas Pipeline
(TSGP) will be funded by a soft loan of RM4.53 billion from the Exim Bank of China and
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guaranteed by the Malaysian government. A special purpose vehicle, Suria Strategic Energy
Resources Sdn. Bhd. (SSER), wholly owned by Malaysia’s Ministry of Finance, has been
established to manage the project, while the China Petroleum Pipeline Bureau (CPP) is the
project’s engineering, procurement, construction and commissioning (EPCC) contractor.?3
FDI data therefore understate the extent of Chinese investment in Malaysia. The total
amount of loans undertaken for financing these types of projects is unknown, but a good
indicator is that a simply calculated average of the loan amount of the ECRL project alone
over the projected duration of eight years made up as much as 16.6% of net FDI flows to
Malaysia in 2016. It is unclear whether the annual loan amount of all the loan-financed
projects will exceed the net inflows of Chinese FDI into Malaysia at some point in the
future.

In the case of the Digital Free Trade Zone (DFTZ) launched in November 2017, the first
phase of its development is funded by POS Malaysia,?* with Alibaba providing the
technology and platform to facilitate cross border trading and e-commerce adoption by local
small and medium enterprises (SMEs). Alibaba is supposed to contribute towards greenfield
investment in the second phase through a partnership between Malaysia Airports and
Alibaba’s logistics arm, Cainiao Smart Logistics Network, although the amount and terms
were not yet disclosed, at the time of writing this article.?

OPPORTUNITIES AND CHALLENGES

Traditionally, FDI brings in capital and creates employment as well as technology transfer
opportunities. Chinese investment in Malaysian manufacturing has the same potential as
other FDI to contribute towards economic growth through employment and technology
transfer. The extent of technology transferred depends on a complex mix of absorptive
capacities of local firms and workers, global and regional strategies of the multinationals
involved as well as host country policies. The literature shows cases where localization has
taken place as well as cases where it has not in the older Chinese investments in Malaysian
manufacturing.

It is the investment in large-scale non-manufacturing activities that generates the greatest
domestic concerns in Malaysia.?’ These concerns include an increasing presence of Chinese
foreign workers and expatriates in the country, the crowding out of local SMEs and the
relatively high economic risks of mega projects that are funded by loans guaranteed by the
government rather than through direct investments. Unpublished data from the immigration
authorities indicate that Chinese foreign workers are largest in construction and services and
relatively small in manufacturing and agriculture. The data also show an increasing trend
over the years, although Chinese workers do not as yet constitute the largest group of foreign
workers and expats in the country. SMEs’ fears come from the tendency for China to control
the whole supply chain in their outbound investments and pricing out local SMEs in the
process.?® The fears of large accumulated debts from high risk projects at a time of
increasing domestic fiscal constraints are ignited in part by the example posed by Sri Lanka,
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where in 2017, the commercial activities of Hambantota port was handed over to China
Merchants Port Holdings on a 99-year lease in exchange for US$1.1 billion in debt relief.?®

CONCLUSION

Chinese investment in Malaysia is spread across many sectors, including manufacturing.
This is not surprising given the general heterogeneity in Chinese investments abroad.3°
Mimetic entry can be observed with an increase in manufacturing investment as Chinese
firms follow the BRI vision of their leaders, especially in infrastructure development that
eases the movement of Chinese inputs and outputs and in response to fiscal and non-fiscal
incentives provided by the Malaysian government.

There is also a public debate as to whether Chinese investment is about loans or about FDI.
Data show that both types of financing are involved, with China providing the technology
in the projects financed by mega loans. It is unclear at this point whether the loan amount
will become more or less than net inflows of FDI into the country at some point in time.
The risk varies with the form of financing and the scale of project. Some projects are riskier
due to the scale of investment, uncertainty over demand and pricing as well as the project’s
viability at the projected cost. Privately funded projects or where the Malaysian partner is a
private company with the bottom-line dictating the viability of a project, indicate a higher
probability of success. For mega projects that are funded by public money, improved
transparency in the financial details of the project will ease public misgivings about these
projects.
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