IMPACTS OF INVESTMENT RELATIONS BETWEEN CHINA AND
MADAGASCAR

AERC Team - Madagascar

October 2009

Dr RAZAFINDRAVONONA Jean
Dr RAKOTOMANANA Eric Jean

Mr RAJAOBELINA Jimmy



TABLE OF CONTENTS

TABLE OF CONTENTS ...ttt ettt ettt st sttt s et eat et et e s bt e sheesatesabe s bt e b e e sseeameesmeeenreenneen i
LIST OF TABLES ...ttt ettt ettt e ettt et e e e e s bttt e e e e e e e s aabb b teeeeeesesaansbbeaeaeeesanaanssbbaaaeeesanannns iii
LIST GRAPHS <.ttt et e e ettt et e e e e e s b b et e e e e e eesauaabbteeeeeesesauasbbaaeaeeesasasssnaaaeeeesanannn iii
1o INEFOAUCTION .ottt ettt et et e s bt e sheesatesanesabe e b e e nneenneennees 1
P =¥ T <=4 o 101 Vo [OOSR 3
2-1 Background of FDIS in MAQAQASCAL..........c.ccceveeieriieeetiseeeeste et ste e ste e sreenesse e enesnes 3
2-2 Foreign Direct Investments from Chila..........cccoevirieiiiiininieseseieeeeeeee e 8
2-3 Madagascar’s Attraction and Incentive POlCY.........cccoovvieiirirere e 10
2-4 Madagascar's BUSINESS ENVIFONMENT........cc.coereiiiriieresesiesieieiee et 11
2-5 Madagascar: The Financial and Political CrisiS........ccciiiiiiiiiiiiiiiiee et esrre e 12
2-5-1 INternatioNal CONTEXE.....eeuieiieiierieriee ettt et s st s bbb e esnees 12
2-5-2 Effects the Political Crisis in MadagasCar........ccccveeeiieieieiiiie e et e e e 14

3= LITEIratUrE REVIEW ...ttt ettt e et e st e e e e e st e e s eame e e e s saneee e saaneneeeeanees 16
3-1 FDI Theoretical EIEMENLS........ccoiiiiieeceee e 16
3-2 Risks and Advantages Linked t0 FDIS.........cccooeoiieeeeeeeeee et 17
3-3TermMS Of REFEIENCE ..ottt st st 18
4- Methodology and Theoretic FrameWOrK .......c.eii ittt e e searae e 19
T L o o T Tof | BN F= 1AV SRR 21
5-1 Macro-economic Impacts of Chinese FDIs through @ CGEM ..........ccccoiiiieiiiiiccciieeee e, 21
5-2 Chinese FDI Specification in the ECONQMY.........ccceiririririnienieieieeeerese e 22
5-2-1 Characteristics of Chinese Foreign Direct Investment Companies.......ccccceeeeeeccivieeeeeeeeenns 23
5-2-2 Marketing Channel of Chinese FDI COMPANIES.......ccccceevevieriieeereseeieseeeesre e 25
5-2-3 Chinese FDI and Inter-company Relations............ccccevvieevinieieneseee e 26
5-2-4 Employment in ChiNESE FDIS.......cc.coiiiiirireeieeeerese e 27

6- Conclusion and Economic Policy Recommendations..........ccccuviieeeeiieeciiiiiieee e 30
BIBLIOGRAPHY ...ttt ettt e bt e bt e sat e s abe s be e be e s bt e sbeesatesateenbeenbeens 33
ANNEX 1: Static CGE Model Equations in an Open EmOH..............ccceoeveeieneseecieseeeeeeseene e 35
ANNEX 2 : DATA SOURGCES.......cc ettt sttt ettt sttt et st ae e 40



LIST OF TABLES

Table 1. FDI Growth Trend from 2002 t0 2008.........ccooireieirineneseseniereeeee e 3
Table 2. FDI flow Structure per actiVity SECIOL.........coevvirierieieirieeertesee et 4
Table 3 : Structure of FDI stock in 2005 and 208BFBCLOL...........cccevererierierieieieeee e 5
Table 5. Structure of FDI stock according to sowmentry in 2008..............ccccceveeeevereeceneseennene 7
Table 5. Chinese FDI flow trend in Madagascar f@O83 to 2008...........ccoceeeerereeneneeiereeeee e 8
Table 6. Structure of Chinese FDI stock by SECE@THVILY...........ccceerererierienieiiinereseeeeeeees 8
Tableau 7 : Ranking Madagascar’'s development irxtBeing BUSINESS.2.......ccccecvevvveeevierieevennne 12
Table 8. Number of Chinese-Owned Companies in MBSIZaY ............cocevereereeneneneneneneeeeeeenne 23
Table 9. Structure of Chinese-owned companies dmmteSe FDI stock by investmenttype......... 24
Table 10. Clientele structure of Chinese-owned GMES iN 2007.........c.ccoveveevereevieneeiese e 25
Table 11. Structure of purchases in inputs andreatservices of Chinese companies............... 26
Table 12. Number of permanent staff in 20Q6...........ccccooieirrireir e 28
Table 13 : Distribution of permanent jobs per SeBt@006............ccceeeeverieeenisieeseeeeie e 28
LIST GRAPHS

Figure 1. FDI FIOW TIEN.. ..ottt st sttt st aesee et e nneeneense e 4
Figure 2 : ChiNeSE FDItreNd.........coviiieeiecieeeseceee sttt ettt a e s besaa et s reessenes 21



1- Introduction

Over recent years, the rapid and spectacular eigamg Chinese economy is an
opportunity that should not be neglected by Africauntries not only in connection with
strengthening the South-South cooperation, but aiséor the development of African
economies. It is crucial to identify the channels which African countries will derive
benefits. The result of the robust and growingnstkcation of its economic partnership with
various countries in the Sub-Saharan Africa. Tkighie reason why the research project
focusing on the impact of China’s economic relatwath Sub-Saharan Africa was initiated
by AERC.

Our research aims at conducting a comprehensivigsisaf the main systems and
models of the past, present and future developroéréconomic partnerships, based on
foreign direct investments, between China and Salm&n African Countries, with particular
focus on Madagascar. This will provide a better arathnding of the impact of the
partnership between the two countries and helptifgenhallenges for African countries
development perspectives, as well as to emphasizeticulation of appropriate global policy
decisions to be taken by different countries totgmbtheir interest, in view of experienced
impacts and challenges to be met.

Foreign Direct Investment (FDI) is a major chanbgl which China’s economic growth
impacts are conveyed to the typical African econo®gveral research issues arise in this
connection:

* |n which sectors are FDIs from China channelled?
* To what extent are Chinese FDIs linked with suppa®

« Do FDIs increase capital available for companiess @ simply an investment interest
which does not result in capital increase?

* Are Chinese direct investment companies in searcbsources or markets or are they
rather targeting the local or external market?

* What economic advantages result from Chinese FDisrims of exports, imports,
substitution, and contribution to added value amgleyment?

* Do Chinese FDIs exclude or strengthen nationalaratpe position and how do they
involve locale firms?

* What are the effects of Chinese FDIs in the locahemy in terms of skills transfer,
vertical integration, use of local inputs, chainmagement and technology transfer?

+ How are Chinese FDIs differentiated from FDIs frother sources?



* Is the country also investing in China?

This research will also focus on the following kelet policy issues:

* What are the available mechanisms for encouragmgeSe FDI support and
discouraging harmful inputs?

* What policies should be proposed to optimize tha&tpe impact of Chinese FDIs in
terms of employment creation, generation of foeglded value, employment, training
and transfer of technology?

* To what extent could Chinese FDIs be directed tdw/éine needs of the vulnerable
groups?

* To what extent can FDIs be coordinated with otkgianal economies?
« How can Chinese FDIs be steered towards prefetettass to Chinese markets?

* How can the Government ensure optimization of F®lelopment impacts through
Chinese and other FDIs?

Finally, this study shall take into account thddwling aspects:

* Analysis of the link between FDI and economic perfance

e Characteristics of FDIs in Madagascar

* General characteristics of companies in Madagascar

* Analysis of incentives for Chinese investors

* Investment determinant factors in Madagascar

* Madagascar’s development potential in terms of hidghed value activities

» Corporate geographical concentration in Madagasoaording to the geographical
economy theory (Krugman &...)

* The various types and characteristics of Chinesgpemies Madagascar

» The various types and characteristics of Malagasypanies operating in China
« |s the Chinese FDI directed to the State or theapei sector

* Impacts of Chinese investments

* Links between investment, trade and Aid.



Based on insights from previous research, thiseptdpcuses on trade, investment and
aid flows as key channels through which the impattShina may be conveyed to the
African economy.

2- Background

2-1 Background of FDIs in Madagascar

A significant change in trend occurred since 2066-®Is coming into Madagascar.
Whereas the 2002 to 2005 sub-period recorded arageeannual growth of 9%, the 2006-
2008 sub-period in contrast registered an averageia rate of 141%. In terms of GDP,
given the massive rise of FDI since 2006, FDI floment over the threshold by 10%.

At a regional level, Madagascar occupies th8 pésition in Africa among countries
that have recorded the highest FDI in 200%- pbsition in Sub-Saharan Africa-behind
Tunisia. Within the East African and Indian Oceafamhds region, Madagascar is nhow the
foremost FDI recipient country.

Table 1. FDI Growth Trend from 2002 to 2008.

2002 2003 2004 2005 2006 2007 2008
FDI Flow (in millions of $ US) 61.11 98.15 94.94 79.84 294.3 777.36 1120.78
FDI as a GDP% 1.4 1.7 2.2 1.7 53 105 12.9

Source BCM/INSTAT, authors’ calculation.

However, this trend is dominated by a single secémnely, "mining”. Indeed, the
significance of FDI in the last 3 years is largatiributed to mining projects including: i)
extraction of nickel and cobalt by Sherritt Ambatd\Koreas Resources / Sumitomo / SNC
Lavalin, ii) extraction of titanic iron ore ( zirapmonazite) in Fort Dauphin by QIT Fer &
Titane (80% Rio Tinto) Mineral Madagascar - QMM.

Beyond "mining" after strong growth in 2007, FDbwWis declined significantly in
2008 by 53%. In terms of GDP, FDI flows apart frémining” are around 2%, except in
2007 (4%). This phenomenon arises from the lackaofje multinational firms in the
country’s economy.



Figure 1. FDI Flow Trend
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The sectorial analysis of FDI inflows shows aniesting feature. The structure is different

from one year to another for “non-extractive actieg”.

In 2006, flows were virtually concentrated in twectrs namely “financial activities”
(12%) and “manufacturing activities” (6%). This aoed at a time of reforms initiated by the
country's financial sector with support from Milleam Challenge Account (MCA) funds and

Madagascar’s eligibility to AGOA.

Table 2. FDI flow structure per activity sector.

Activity sector 2006 2007 2008
Mining 70,14 60,83 85,52
Telecommunication 0,90 1,98 7,72
Trade and Vehicle repair 2,57 0,06 2,21
Financial activities 12,17 2,59 1,99
Construction/Public works & civil engineering 0,17 16,25 0,92
Distribution of oil products 2,89 7,47 0,85
Fisheries, fish farming, aquaculture 1,22 -1,79 0,34
Real Estate, renting and services provision to emgrises 0,63 0,04 0,28
Transports and related services 2,98 -0,19 0,11
Agriculture, hunting, livestock production and silviculture 0,03 -0,33 0,08
Hotels and restaurants -0,05 11,74 0,06
Manufacturing activities 6,28 1,07 0,05
Electricity, water and gas production and supply 0,05 0,27 -0,13
TOTAL 100,00 100,00 100,00

Source: BCM/INSTAT, authors’ calculations

EnlIn 2007, a significant capital input is noted imoection with “construction and public
works & civil engineering” (16%) and “hotels andtaurants” (12%). The significance of the
first can be explained by two facts. Firstly, thare massive investments in infrastructure due



to the two large mining projects. Then, the polityplemented by the public sector in terms
of construction is very crucial.

In 2008, FDI flows, apart from those for "miningeve concentrated in the field of
"telecommunication”. Indeed, FDIs have filled upddgascar’s infrastructure gaps. To
enhance telecommunication network quality in Madagg the country with support from
various actors in the industry, embarked on theslbgment of fibre optics. Moreover, the
intense competition in the sector of mobile telephand the market potential has encouraged
the flow of FDIs in this sector.

This performance should not obscure the stock wesknThe country is still far
behind with a 0.46% Africa’s stock, bearing in mithét the continent has only 2.6% of the
world stocRk, despite an exponential growth rate over 3 years.

Table 3 : Structure of FDI stock in 2005 and 2008 per sector.

Activity Sector 2005 2008
Value Structure Value Structure
(10°USD) (%) (10° USD) (%)
Agriculture, hunting, livestock production 2.70 1.00 2.63 0.08
and silviculture
Fishery, fish farming, aquaculture 25.46 9.43 18.44 0.59
Mining 23.51 8.71  2287.68 73.32
Manufacturing activities 55.56 20.59 79.96 2.56
Electricity, gas and water production and 5.39 2.00 7.38 0.24
supply
Construction, Public works & civil 20.07 7.44 173.97 5.58
engineering
Trade and Vehicle repair 17.77 6.59 46.83 1.50
Hotels et restaurants 0.45 0.17 101.15 3.24
Transports and related services 4.69 1.74 7.55 0.24
Financial activities 47.82 17.72 121.75 3.90
Real Estate, renting and services provision 14.68 5.44 20.96 0.67
to enterprises
Distribution of oil products 20.47 7.58 113.91 3.65
Telecommunication 28.85 10.69 137.68 4.41
Other sectors 2.45 0.91 0.00 0.00
Total 269.87 100.00  3119.99 100.00

Source: BCM/INSTAT, authors’ calculations

The massive investment in the two fore-mentioneaimgi projects has dramatically
changed the landscape of foreign presence in Madaga economy.

Before 2006, the “manufacturing” sector was the tnpopular with foreign investors.
Since the establishment of the free trade ardaei®0s, the significance of foreign-funded
enterprises has steadily increased and strengthdalkedjasy industrial fabric towards the

! Reference report: FDI in Madagascar in 2007, Economic Mission — French Embassy in Madagascar- Nov 2008.
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external market. The FDI stock received by the stiduamounted to 20.6% of the total in
2005. However, this position has steadily tumbiedesand the branch was only at tffe 7
position out of 13 by the end of 2008.

Since 2006, the “mining sector” has supplanted'th@nufacturing sector” in terms of
FDI stock. The FDI stock in this sector was 73.3P2008. Yet in 2005, it represented only
8.7% of the total.

Moreover, other sectors have experienced a mdesssignificant boom. Among the
6 branches that have an FDI stock of over USD 10libm the manufacturing sector is not
even featured.

This great change that occurred since 2006 haspmoned an upheaval at the source
FDI stocks. The following table gives a compariéatween the overall situation and another
one without companies in the "mining" sector.



Table 4. Structure of FDI stock according to source&ountry in 2008.

TOTAL Non-Mining Activities
Country 2008 Country 2008
Value % Value %
UK 1119.31 35.88 France 170.78 20.52
Canada 542.85 17.40 Mauritius 164.86 19.81
Japan 337.08 10.80 Italy 102.04 12.26
South Korea 236.00 7.56 Japan 101.17 12.16
France 170.78 5.47 Bahrain 88.25 10.60
Mauritius 163.86 5.25 USA 41.91 5.04
Bermudas 158.83 5.09 China 60.65 7.29
Italy 102.25 3.28 Switzerland 19.66 2.36
Bahrain 88.25 2.83 Bangladesh 15.01 1.80
China 60.66 1.94 Netherland 10.74 1.29
USA 41.92 1.34 Reunion 9.20 1.11
Switzerland 19.66 0.63 Luxembourg 9.00 1.08
Bangladesh 15.01 0.48 UK 7.99 0.96
Netherland 10.74 0.34 South Africa 7.74 0.93
Reunion 9.20 0.29 South Africa 7.65 0.92
Luxembourg 9.00 0.29 India 6.06 0.73
South Africa 7.74 0.25 Belgium 4.00 0.48
Sweden 7.65 0.25 Ireland 1.40 0.17
India 6.07 0.19 Germany 1.32 0.16
Others 13.12 0.42 Others 2.87 0.34
TOTAL 3119.98 100.00 TOTAL 832.28 100.00
Source: BCM/INSTAT Source : BCM/INSTAT

Given the FDI significance in the "mining"” sectditloe first 4 foreign country
investors in Madagascar are of particular intefBElsése are: the United Kingdom (36%),
Canada (17%), Japan (11%) and South Korea (8%).

For other activities apart from "mining" the majovestors are: France (21%),
Mauritius (20%), Italy (12%), Japan (12%), Bahréiti%), United States (5%), China (7%),
Switzerland (2%) and Bangladesh (2%).

France and Mauritius, Madagascar’s traditionalrgad, come only after mining
investors. Apart from “extractive activities”, Fiee is in the ¥ position with 21% and
Mauritius is 29 with 20%.

The French presence is the most diversified. Ity fr@nce is present in virtually all
other branches. Besides “extractive activitiesie other sectors are mainly, “construction
industry and public works (25%), “Financial actigg” (24%), distribution of petroleum
products (18%), “Telecommunications” (6% ), "Maruitaing” (6%), "Trade" (5%) and
"Real estate, renting and business services (5atjh&rmore, they invest primarily in
"subsidiary” companies with 70% of the entire stock



As for Mauritian interests, they are concentratedinty in the 5 branches:
"distribution of petroleum products (50%), "finaalkcactivities" (28%), "telecommunications”
(8%), "manufacturing activities" (6%) and "Trad&%). In a like manner to French, they
prefer subsidiary companies, as a form of equigyisly, with 77% of their total stock of FDI

2-2 Foreign Direct Investments from China

In this section, FDI from China will be studied @etail. First, a flow analysis will
provide the investment relationship trend betwednn& and Madagascar in the private
sector. Then, an analysis of stocks by industryvidies will provide clarification on the
preferred activities by Chinese investors and thm€se presence in the economy.

Table 5. Chinese FDI flow trend in Madagascar fron2003 to 2008.

2003 2004 2005 2006 2007 2008
Chinese (in millions of USD) -1.66 16.24 2.59 2.89 2.56 -1.85
China’s Share (% total FDI) -1.69 17.11 3.25 0.98 0.33 -0.16
Source:BCM/INSTAT, authors’ calculation

From 2003 to 2008, FDI from China amounted to adodSD 20 million (cumulative
period) in total. After a record peak in 2004, #verage was 1.6 million USD over the last 4
years (2005 to 2008). The year 2008 has even bdmmnaestment of - 1.85 million. The
situation observed in 2008 can be explained, orhane, by the repayment of loans made by
Chinese companies in Madagascar to their sharefsolaied on the other hand by the poor
performance in the year 2007.

This disinvestment was recorded mainly in the 'ficial activities" sector. Indeed, its
FDI stock has experienced a fall of -67% betweedi72énd 2008. This is mostly due to poor
results in 2007 which led to a decline in corporea@ital. The table below shows China's
interest in the private sector in Madagascar.

Table 6.Structure of Chinese FDI stock by sector of activi.

Sector 2007 2008

Value % Value %

(10° USD) (10° USD)
Agriculture 0.00 0.00 2.66 0.00
Mining 0.00 0.00 8.85 0.01
Manufacturing 27 079.84 43.39 27 153.54 44.76
Construction &Public Works 20 188.7¢ 32.35 18952.3¢  31.24
Trade 73.22 0.12 345.93 0.57
Transport 7.78 0.01 7.73 0.01
Banking 1702.49 2.73 553.63 0.91
Housing & service provision to enterprises 10.57 0.02 276.04 0.46
Telecommunication 13349.18 21.39 13362.71  22.03
TOTAL 62 411.85 100.00 60 663.4€ 100.00

Source :BCM/INSTAT, calcul des auteurs



Thus, three lines of business are the main benéfsi of FDI in China. These are
"manufacturing activities", "Building Constructi@md Public Works " and
"Telecommunication".

Compared to the overall FDI stock, the China’s \Weig 45% in “manufacturing
sector” 14% in “construction and Public Works” at#d6 in “telecommunication”. Therefore,
the contribution of Chinese FDI financing in the@sgustries is not negligible.

Similar to China's policywhich is implemented by the central governmeres¢h3
branches represent the priority areas of the C&iRBI in Africa. In fact, China’s FDI in
Africa mainly focuses on manufacturing, mining, staction and service provision sectors.
Moreover, the central government encourages invagtim Chinese firms: i) industry (with
the expertise of Chinese companies), ii) agriceltur) natural resources and iv)
infrastructure.

However, in terms of actual business, the "traddustry has the highest number which is
65% of the total. However, FDI stock from Chinaregents only 0.5% of the total. The
following table provides details in this regard.eTdwnership to a group of companies is very
low for Chinese companies operating in this industr




2-3 Madagascar’s Attraction and Incentive Policy

In order to attract foreign investment and fost@meéstic investment, Madagascar has
established a number of programs whose main obgsctire to improve the country's image
and simplify procedures.

First, in 2003, in the Poverty Reduction Strategpd® (PRSP) programs to achieve
the objectives of strategic goal No. 2: "encouragd promote economic growth through an
expanded social base to demonstrate the importahdereign direct investment in the
development and revitalization of the private secto

The main activities were related to: (i) the essdivhent of a franc free corridor, (ii)
development of an investment promotion strategjy), @ievelopment of special industrial
areas, (iv) support the creation of a platformeechange between domestic and foreign
operators, (v) renegotiate the use of guaranteadsfto better meet the needs of businesses,
(vi) effective implementation of a conveyance fiaydtem, (vii) the establishment of a
financing system for MSMEs as well as incentivasféomalizing the informal sector, (viii)
the establishment of a set of incentives and dtt&ameasures for sub-contracting and
partnership, (ix) definition and implementationsoflevelopment strategy of local production
inputs; (xii) promotion of decentralized cooperatio

The main impact of these measures will be, amohgrahings, the reduction of the
processing time records and the promotion of pestnes.

Next, through the Madagascar Action Plan 2007-204&P)*, the Council for
Economic Development of Madagascar (EDBM) was édistadd in 2006 to facilitate and
promote the development of local private and farenyestment. The EDBM is responsible
for making the investment climate attractive favpte companies and conducive to their
success. In its commitment No. 6: “High Growth Emamy”, challenge No. 2 is to increase
Foreign Direct Investment (FDI).

To this end, the policy of promoting FDI has set tbllowing objectives: i) to make
Madagascar the most preferred destination for invest in Sub-Saharan Africa and the
Indian Ocean region; ii) to have economic growtkl@auble figures in 2012 iii) to broaden the
tax base in the medium and long term iv) to pronfioteign investment in sectors where
value added, job creation, integration and mukipdiffects in other sectors will be
maximized.

Therefore, strategies are: i) the establishmewoinapetitive business environment, ii)
security of investments and trade, iii) intensiverpotion of Madagascar to attract

* PRSP, as updated in July 2003.
A MAP, 2007-2012 Madagascar Action Plan: « Madagascar Naturellement », February 2007.
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investments iv) provision of infrastructure suppgaktestment (energy, industrial areas, land
ownership); v) initiation of international agreento increase investor confidence and
market access; vi) elimination of distortions ie gconomy.

We recall that investment in Madagascar is govelyeseveral laws including Act
No. 96-015 of September 13, 1996, which sets aug#dneral guarantee offered to investors
as well as Act 2007-036 of January 14, 2008. Torgeimvestor input and confidence,
Madagascar joined the Multilateral Investment Gogga Agency (MIGA / OGD) in order to
protect investors against non-commercial risks. &d@dcar is also a signatory to the
Agreement establishing the Agency for Trade Instean Africa known as the African Trade
Insurance Agency (ACA / ATI) to cover such poliesks affecting trade and financial
transactions.

Finally, bilateral agreements on protection andyption of investmentshave been
ratified by Madagascar. These agreements were wdediwith Germany (1962), Switzerland
(1964), Norway (1966), Sweden (1966), France (200&uritius (2004), China (2005),
Belgium and Luxembourg (2005), Germany (2006) amdt!s Africa (2006). Other treaties
have been ratified by Madagascar: Investment Ageseiior the COMESA Common
Investment Area (2007).

2-4 Madagascar’s Business Environment

The establishment of a conducive business envirahmas the Government’s top
priority in its policy for promoting and encouragiforeign investment in Madagascar. The
business environment affects multiple areas ranfyorg procedures to establish enterprises
to the macroeconomic and political stability.

However, given the objective of comparability, wieak at this juncture use the
findings of the "Doing Business" study conductedliiy World Bank. This study has 10 key
areas related to the business environment. These) d&stablishing companies ; ii) granting
building permits; iii) hiring workers iv) ownershipansfer; v) obtaining loans; vi) investor
protection; vii) payment of taxes; viii) cross-berdirade ix) contract performance; x) the
closure of businesses.

> World Investment Directory, Volume X. Africa, UNCTAD 2008
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Tableau 7 :Ranking Madagascar’s development in the « Doing Bursess »

Doing Business  Doing Business Ranking

Ease of 2009 2008 variation
Starting a company 58 65 7
Dealing with construction permits 102 136 34
Employing workers 153 157 4
Registering Property 145 168 23
Getting Credit 172 171 -1
Protecting Investors 53 49 -4
Paying Taxes 92 89 -3
Trading Across Borders 109 127 18
Enforcing Contracts 153 153 0
Closing a Business 181 181 0

Source Doing Business 2009: Country profile Madagas@és,

Among the 181 countries studied by the World Barddifyascar’s ranking went up
by seven positions between 2008 and 2009. Madagasank in dealing with construction
permits, registering property and trading acrossiéxs has experienced a huge increase in
one year. However, Madagascar lost its positidenms of protecting investors, paying taxes
and getting credit.

Improving the procedure for dealing with buildingrpits is first of all the
consequence of the reducing processing timeframesa@sts. Compared to all countries in
Sub-Saharan Africa, the progress of that countsygsificant.

In contrast to that, there is stagnation in the areinvestment protection. The index
of protecting investors has stagnated between 2008009. Compared to some countries in
the sub-region, the country is far behind Mauritivkich stands at the 11
position, but it comes before Kenya (88) and Corm@i@6).

2-5 Madagascar: The Financial and Political Crisis

2-5-1 International Context

Since the summer 2007, activities are moving baattywdue to the impact of U.S. real
estate sector downturn on global financial market® August 2007, and rising commodity
prices - the oil barrel price hit a record $ 14%aarel in July 2008. In one year, activity has
slowed in almost all industrialized countries;\ea contracted in the"®and 3 quarter in the
euro zone and Japan and in tffeBarter in the United States and the United Kimgdl it
has generally been relatively resilient in emergiagntries, it has slowed in the third quarter
in China.

From mid-September 2008, the financial crisis hassened considerably, especially
after the bankruptcy of Lehman Brothers, causintightening of credit availability and
falling stock prices. The generalized situationnaistrust pushes financial institutions to
reduce their gear and restrict credit to househatadsbusinesses.
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The consequences of the financial crisis on thieglehal economy are multiple: credit
rationing, lower confidence and negative wealtle@t. Thus, global growth prospects for
2009 appear very bleak.

In this context of uncertainty surrounding the oal of the global economy there has
been a decline of oil and raw material prices.

Actually, the current global financial crisis isiat concern limited only to developed
countries and emerging countries. In fact, Africanntries are not immune to the devastating
effects of this crisis. Therefore, effects of thisis on African economies appear as follows:

* Adrop in export earnings because of the declimmdd demand particularly for
commodities supplied mainly by Africa.

* The downturn in the markets of our traditional pars, mostly the western world
would automatically lower demand for goods andisesvin Africa, for example in
tourism, export of fish products, ...

* By avalanche effect, the decline in export earninijisbe followed by a fall in
national income, the decrease of investment capdbi weakening of domestic
demand from both public and private consumersrgesice of unemployment,
inability to cope with debt service, especiallyeign debt, impossibility of achieving
MDGs, etc...

If sub-Saharan Africa benefited from private cdditavs of almost $ 55 billion, its GDP
grew by 5.7% in 2006 and 6.1% in 2007, and wastdidlee growing external assistance, in
form of new equity and debt forgiveness. Then tharicial crisis occurred, followed by the
collapse of global economy. This situation hasttegressure in Africa, with a decline in
tourism revenues, remittances from abroad and &eaonings. Foreign investments have
quickly begun to dry up. African exchanges havdided, for example, Ghana and Kenya
had to postpone far more than 800 million dollarsavereign bond issuances, delaying the
implementation of road toll and pipeline projedisr oil exporting countries, lower oil prices
raised the GDP loss spectrum by 15% in 2009.

The principles of market economy enabled 64% oicafrs to benefit from a standard
of economic growth of around 5.9 to 8.1% per yedawieen 1997 and 2007. The financial
crisis has also aggravated the situation of moheevable African economies that do not have
enough capacity to absorb economic shocks. Accgrdinhe World Bank, the projection of
the economic growth would be at 4.5% in 2009.

In terms of trade, African countries continue teddheir market share, whereas in the
'80s, their world market share in exports was T¥€duced to 3% by 2007.

These major developments have serious consequienicesian terms. Due to
worsening economic performance, infant and childtality tends to rise, and completion
rates in primary schools tend to drop. The majaftfrican countries were already in the
process of failing to achieve Millennium Developm@oals (MDGS), including the goal to
halve poverty by 2015. The current crisis will matkeard to achieve MDGs. According to
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estimates, in South Africa, there are around 64j6B€ the mining sector, that were recently
lost in a period of a few months.

Poor as its integration might be, Madagascar lispstit of the global system although this
Is not in a uniform manner. The main channels toatd be identified are:

* Growth reduction, lower rates of economic growtiDi&/ capita).

« The reduction of commercial transactions affectimgdecline of international
demand, hence the decrease of our exports (rawialatend exports to countries in
crisis may undergo drastic changes)

e Loss of employment in enterprises, especially ebgpsr

* Flows of FDI towards developing countries may bmpeared or even decline,

* Alikely decline in foreign exchange reserves ,

» Alikely drop in credit to the economy,

* An eventual decline in external financial assiséanc

2-5-2 Effects the Political Crisis in Madagascar

Political, economic and social instability in Madagar originate from government
practices. The concept of the roles and functidribeoState is not consistent with the
principles and basic concepts of the rule of la®d damocracy whose essential elements are:
the separation of powers, independence of judtieerecognition of rights and freedoms of
citizens, power alternation, political pluralisnpp@intment of leaders through elections and
the social concept of social admissibility.

After a half-century of independence, Madagascaneato find the legal forms and
political practices to ensure power stability. TH¥9political crisis revealed once again that
the country's history is punctuated by a constacuinrence of popular uprisings and clashes
that have taken place alternately. A mix of whighypically described as "undemocratic” by
the international community is therefore not redngd as legitimate by the said community.

The aim of the African Union and the InternatioGaimmunity is the restoration of
constitutional order, which should "be based onfttlewing objectives and principles: a
clear timetable for free, fair and transparentted@s, participation of all political and social
actors in the country as well as promotion of casss between the parties and respect for the
national constitution”.

This political crisis is automatically followed layrecession. It has involved the
closure of some companies, layoffs, job lossegrasion of purchasing power and a
downturn in growth sectors. The economic growtk mtginally planned at 7.5% was
revised to 0.7%. In fact, the tax burden tendeettiuce with a resultant accumulated deficit
in tax revenues in the first half of 2009 declitgd25% of the projected rate.

The drop in production led to higher prices becdbseexcess demand over supply
boosted the price level. Madagascar's exports dedasignificant decreases of 63% June
2009 compared to the figure over a year ago. Theesgpplies to tourism. Indeed, the trade
balance continues to deteriorate. The global firsrmrisis also affects the demands in
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vanilla, fish products and lychees, which are lyxaroducts that developed countries are
doing without for the moment. As a result, thei@i2009 budget was lowered through a
policy of fiscal austerity
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3- Literature Review

3-1 FDI Theoretical Elements

It is important to review the basic theories explaiing the formation of private
investment and generate the results already found yb other researchers in the
developing countries especially in Africa.

Theoretically, private investments are determined b

- The real factors via the accelerator effect of gho@talion, 1908 and Clark, 1917)
- Financial factors in the effect of interest andddreationing (Keynes, 1936)
- Others factors such as the political instabilitgd amacroeconomic risk.

Recent studies (Serven and Solimano, 1992) chaltetige Keynesian theory in
determining private investment. It is not only th&erest rate that influences investment
decisions but there are other economic factors. dtaanand Mama (2002) developed this
new vision and found other factors such as thecetfepublic investment (ripple effect
and/or crowding out effect), imperfections in tlapital markets (volatility of the exchange
rate), effects of debt and effects of macroecongnlicy adjustments.

Results found previously showed the importance ainemic factors in determining
private investment in developing countries. Ageebal. (2000) showed in a cross-sectional
study conducted on panel data, the positive cdroaldbetween investment rates and growth
rates.

Some concepts on FDI

Dunning (1993) found that cost, market, competiiags, competition and investment
climate are factors that come into consideratiomhi formation of FDI. He proposed a of
typology factors motivating investors to relocatea country that is "Resources Seekers,
Market Seekers, Efficiency Seekers, Strategy Ass€apability Seekers”. He developed this
theoretical framework in 1997 and came up with ¢hneain factors that attract FDI into a
country: "ownership advantages, internalization aadages, Localization advantages"
(SchneFDIr and Frey, 1985)

SchneFDIr and Frey (1985) also found that FDI irvedigping countries is an
increasing function of the growth rate of GNP apaged to inflation, external deficit, cost of
production factors and political instability. Thesults of the study of Bhattacharya and al.
(1997) showed that the growth of GDP, the opennéslse economy to the exterior and the
variability of real exchange rates are key factbeg attract FDIs.

Romalahy and Rajamarison (2008) used econometritbhiade as Agenor did, to
determine an FDI function for Madagascar. They u$@dvariables in view of existing
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literature, results previously obtained and thecsjp#ty of the Malagasy economy. These
variables are: gross fixed capital (equivalent bl investment, the ratio of private sector
credit, the rate of real effective exchange rafidebt service on long-term inflation, GNP per
capita, bank interest rate, growth rate of GDPtamds on foreign trade.

They discovered that in the long term the mainalae explaining FDI is the ratio of
private investment. Other variables that attractadasy FDI are the GDP growth rate and the
openness of the economy. In the short term, omyadkio of private investment has a positive
influence on FDI. In short, most of these auth@s econometric models (co-integration,
instrumental variable models)

3-2 Risks and Advantages Linked to FDIs

According to Malcolm Gillis, Dwight H. Perkins, Miael Roemer and Donald R.
Snodgrass, in their book "Economic Developmdimre are 5 advantages to draw from
foreign investment:

» Transfer of capital from rich to poor countries that includes the establishment of
multinationals

Job creation in the host country

Technology transfer

Recruitment of managers

And access to global markets;

YV VY

To obtain the maximum of expected benefits fromd;EHey argue that governments in
developing countries must apply a range of restnstand incentives such as: functional
requirements, criteria for local ownership, andriesons on repatriation of profits,
monopoly privileges and tax exemptions.

The study on "Foreign Direct Investment for Develogent - maximize benefits and
minimize costs" initiated by the OECHRighlights the impact of FDIs on the economy by 5
points:

Trade and Investment
Technology transfer
Improving human capital
Competition

Business Development

agkrwnE

In conclusion, the report of the study conductedheyOECD, said that "the economic
benefits from FDIs are undeniable, but they areantbmatic. To maximize profits, it is
essential that companies have the conditions tioaqte local investment as well as foreign
investment, which encourage innovation and impraamnof skills and contribute to a
competitive environment”
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The Economic Report on Africa 2007: “Acceleratingfidca’'s Development through
Diversification”, the Economic Commission for Africa and the Afriddnion, referred to

China and India as engines of growth in Africa tigio trade and foreign direct investment.
However, in the same report, they say that thezesaveral concerns on the growing influence
of the two countries:

» Lack of respect of labour rights

» Lack of environmental protection

» The reason, according to the report, is that treelitle or no pressure at all from the
civil society; and

» The increase of Chinese migrant workers, which tmdes capacity building.

UNCTAD and UNDP report entitled "Asian Foreign Diret Investment in Africa: Towards
a new area of cooperation among developing courdtieefers to the tendency of Chinese
FDI, Chinese policy towards FDI, the characterssti€ Chinese FDI in Africa and the trend
of FDI received by China.

The report highlights the evolution of Chinese Fibigt are concentrated mainly in
neighbouring countries before experiencing an exdiaary expansion during the last 2
decades. Although FDIs to the continent remainitowalue, in absolute terms the flow of
Chinese FDIs in Africa has undergone major chasgee 2004. FDIs have played an
important role in Chinese international economiopration. The report argues that this
phenomenon is the result of the economic policyiemented by the Chinese government,
particularly regarding FDIs.

These case studies highlight the motivations oh€$e investors in Africa namely: i)
direct access to market, ii) increasing market pratien, iii) securing access to natural
resource$, iv) utilization of used machines and iv) thecaimvention of quotas imposed on
Chinese products.

3-3 Terms of Reference

The economic prospects of Madagascar are gengailg in the short and medium terms.
Building on significant flows of foreign direct iegtment (FDI) in mining and an increase in
overseas development assistance, the authoribgecprd an average annual economic
growth of around 8 per cent over the period 2007-11

Mining investments in particular, then economicvgitoshould lead to increased imports,
including necessary materials and equipment foingirDespite the deterioration of external
current account, which should result in (20 pert@ GDP) and should continue even with
the mineral exports (due to payments of dividenilt&) balance of payments should remain in
surplus (with official reserves Gross estimate@.atmonths of imports by 2010, excluding

®See GRAIN report
7 According to IMF, the economic annual growth should be about 5.6 % in 2007 and 2008 compared to 4.7 % in
2006. The exports volume should have increased from 3.8 % in 2006 to 4.1% in 2007 and 5.2 in 2008.
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from mining projects) due to strong inflows of FBuch performance is supposed to achieve
(this period) objectives of the MAP whose authestiin collaboration with the IMF and

World Bank have estimated the cumulative costsj€pts in governance, health, education,
among others) at 11.6 billion U.S. dollars, thafioing plan being far from compléte

In this context, the study will highlight the emenge of the Chinese syndrome in
economy and a strong appreciation of the Ariary éacFDI flows that may impede
performance of the export of traditional products.

4- Methodology and Theoretic Framework

This study complements the one carried on prewowsid shall seek to further develop the
information required for a better understandingh# real impacts of China’s FDI on the national
economy.

Notwithstanding the above-mentioned objectivess iecessary to have a lot of information. It is in
this connection that we will need to use the abdélalata. Thus we shall inevitably have to contact
authorities that have FDI information. We shalloalseed to carry out a brief survey with FDI
companies.

This research therefore revolves around the precaptd paradigms of a participatory
approach, favouring involvement, ownership and emgsment of various categories of concerned
key players, including policy makers and stakeh@ld&he process will attach particular importance
to the perception and recommendations of key psaysrd stakeholders with a view of making
improvements and readjustments to the implememtaifothe Government’s policy in present and
future phases. .

The research also intends to feature the quaktatssessments of key players, policy makers
and stakeholders supported by quantitative datajaaltitative indicators or proven by success stgrie
good practices or paradoxically by cases of faireveaknesses at various levels.

Data base: data on foreign direct investments, data onruadaof payments, detailed data on trade
between 1995 and 2008, macroeconomic data, dgialdit aid for development, etc.

Collection and Interviews This phase shall mainly target qualitative infation collection. It will
involve interviews with key persons and collectmihqualitative information from concerned bodies
such as the Ministry of Economics, Trade and Ingushe Chinese Embassy; Business Associations,
etc. This phase could include collection of avdédajuantitative data from these entities

The tools will include interview manuals that wilé used for conducting interview sessions
systematically organised for various categorietheftarget groups.

Focus group sessions shall be conducted in the édrsemi-structured interviews with pre-
defined themes and content that takes into acdatientomprehension level of stakeholders and the
need to obtain reliable and practical information.

¥ IMF (2007c¢).
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Methodology: The following methodology will be used:

* Identification of information needs

* Methodological Design including the developmentalfection tools

e Collection of baseline data

« Documentary research on the issue

» Light Survey

» Exploitation and analysis of baseline data, datd iformation collected using advanced
statistical techniques (descriptive analysis, rdutiensional data analysis, and econometrics).

e Indicator analysis: Trade Structure, Trade Balanteading, Effective exchange rates,
Foreign Direct Investments Directs, Portfolio Invaeents, GDP, GNP, OB, etc.

« Analysis of impacts of trade between China and Madear

¢ Information analysis

« Policy Analysis

e Use of documentation to steer the analysis.

e Drafting the report.

Processing and analyzing primary and secondary datand literature

This phase will focus of exploitation of existingtd bases, data entry, checking and analysis
and literature compilation. Perusal and processfraata will be done as it becomes available g0 as
meet the time limit set for the study. More speailly, this phase will be essentially based on:

Checking and validating data collected from thecesned bodies

Re-exploitation of existing data according to thedg’s need

Plotting tables and graphs to understand the daéimé and qualitative data

Using advanced statistical tools (multidimensioaaklysis, econometric analysis,
etc.).

Literature compilation

YV VY

Y

At the end of this phase, the study will providguantitative and qualitative characterization
of the impacts of investments relations betweem&hind Madagascar.

Expected Results

« In view of the specific objectives of the methodplaised, the expected results of the research
proposal shall be a research report in electrarimét encompassing all the above-mentioned
objectives and files of the data collected and whethg the research phase.
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5- Empirical Analysis

5-1 Macro-economic Impacts of Chinese FDIs through a CGEM

The flow of Chinese investment accounted for 17.Df%tal FDI in 2004. In 2008, it was
-1.16%.

Figure 2 : Chinese FDI trend
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Source; authors’ calculations

This fluctuation of Chinese FDIs in Madagascar gbates to the fluctuation of the
Malagasy economy. The Chinese FDIs are mainlyemtianufacturing industry, construction
and telecommunicationsrom 2007 to 2008the manufacturing and the telecommunications
industries increased respectively by + 1.37 and pdints while the construction industry fell
by -1.11 points (see previous Table 7). Given thedrtance of these industries for Chinese
FDIs, what are the effects of these changes ontgrand other economic aggregates? The
answers to this question refer us to the applinatidche CEGM.

If our assumptions are correct, the impact of shafkhe three industries mentioned
above on the Malagasy economy are likely :

a)_Increase of 1.37 points_of manufacturing FDIrbm China:

An increase of FDI in manufacturing of about 1.8Mmgs from China has resulted in:

- Increase of 0.036 GDP point
- Increased level of intermediate consumption of @d®its which may result in an
increase in the construction of 0.06 point.
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b) Decrease of 1.11points of construction FDI fron€hina

If an assumption of declining FDI in constructionlal1l points from China is true. There
is a tendency to an overall decline and thus, &raction in domestic demand, i.e.:

- Fall in GDP of 0.023 point
- Lower consumption of 0.024 point
- Lower demand for intermediate products of 0.14 poin

c)Increase of 0.64 point_of Telecommunication FDffom China

Where the assumption of a 0.64 point increase ihifrhe Chinese
telecommunications industry is verified. The GDH wicrease by + 0.0014 points and
national production service will increase by 0.34np.

It is important to mention that:

- The impacts of other Chinese investments in othesasaare not very significant for the
Malagasy Economy.

- Even minimal, FDIs from China in production and staction have significant
impacts on the Malagasy economy.

- The above results are not always symmetrical amdetiprocal is not necessarily the
reverse of the figures given.

5-2 Chinese FDI Specification in the Economy

In Madagascar, few studies examine the impact dfikrihe economy; they are almost
nonexistent when speaking specifically of ChineBé& However, theories on the eventual
impact of FDI are many and can be used to undetstensubject.

On the one hand, many publicatibredate the impact of FDI on the recipient econamy
a few points: i) Trade and investment, ii) Techiggleransfer, iii) Improvement of human
capital; iv) Competition and v) Business developtnen

On the other hand, UNDP and UNCTADargue that the motivations of Chinese
investors in Africa namely: i) direct access to kedyii) increasing market penetration, iii)
securing access to natural resources, iv) theatiitin of used machines and iv) the
circumvention of quotas imposed on Chinese products

The objective of this part is to identify the speiiy of Chinese FDI in trade with a
view to highlighting their motivation profile andheir possible impacts on the economy,
namely, economy, trade, employment, and inter-compalationship.

° Malcom Gillis, Dwight H. Perkins, Michael Roemer et Donald R. Snodgrass, in their book
« Development Economics », 2" édition
OCDE, «FDI for development — maximizing profit and minimizing cost »

1% « Asian foreign direct investment in Africa : Towards a new area of cooperation among developing
countries », UNCTAD/UNDP, 2007
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5-2-1 Characteristics of Chinese Foreign Direct Investment Companies

In the context of this study, it is important toiqtoout the various characteristics that can
shade light on not only understanding the motivatdd Chinese investors but also the potential
impacts both negative and positive, of these imaests in the economy. One of the crucial issues is
the ownership of these Chinese investment compabyjesnultinational groups. In fact, the
penetration of the latter in the economic environnwd the country is one of the conditions thatdos
transfer of technology. Next, there is the issughef type of investment chosen by investors. The
analysis of this issue can help us to shade lighthe behaviour of Chinese investors in the way the
operate companies. The question is to know whetheot there is collaboration with local investors.

The distribution of companies by activity sectoowk one of the specificities of Chinese
investments in Madagascar. In fact, contrary to disribution of FDI stock, the Trade sector
represents 65% of Chinese FDI companies. This phenon shows the existence of numerous small
scale investors in this sector and who subsequesttijourage the migration of Chinese into
Madagascar and a flooding of Chinese products.Wiéak percentage of ownership to a multinational
group to this sector testifies to this fact.

Table 8. Number of Chinese-Owned Companies in Madagcar.

Sector Staff % Belonging
to a group

Agriculture 1 100,0
Mining 1 100,0
Manufacturing 13 61,5
Construction and Public works 4 25,0
Trade 51 9,8
Transport 2 0,0
Banking 1 100,0
Housing & service to enterprises 4 0,0
Telecommunication 1 100,0
TOTAL 78 23,1

Source: BCM/INSTAT, calcul des auteurs

After the "trade" sector that of "manufacturingiaties” comes in 2nd position in
terms of numbers with 17% of Chinese enterprisegohty of them (61.5%) are a subsidiary
of foreign companies.

In terms of Chinese investments size the telecontatian company has until now
the largest Chinese investment project in Madagasith an FDI stock of 14 million USD.
Then, there is the investment sector of "Constomcand Public Works" where a company
receives an average of 4 million USD in FDI stoEkterprises from the “manufacturing”
sector only come in"3position with an average of 2 million USD in FObek. The positions
occupied by theses first two sectors can be exgdparticularly by the existence of large-
sized FDI enterprises. Table 8 actually shows dledignificance of these sectors in terms of
workforce.
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Table 9. Structure of Chinese-owned companies andnese FDI stock by investmen]’tltype

Sector Affiliated 2 Subsidiary™® Brancht* ~ TOTAL
Agriculture Staff as % 0.0 100.0 0.0 100.0
FDI Stock as % 0.0 100.0 0.0 100.0
Mining Staff as % 0.0 100. 0 0.0 100. 0
FDI Stock as % 0.0 100.0 0.0 100.0
Manufacturing Staff as % 7.7 76.9 15. 4 100. 0
FDI Stock as % 0.0 97.1 2.9 100.0
Construction & Public  Staff as % 25.0 50.0 25.0 100.0
Works
FDI Stock as % 0.0 13.6 86.4 100.0
Trade Staff as % 16. 7 31.3 52.1 100.0
FDI Stock as % 25.7 16. 4 57.9 100.0
Transport Staff as % 0.0 100. 0 0.0 100.0
FDI Stock as % 0.0 100.0 0.0 100.0
Banking Staff as % 0.0 100.0 0.0 100.0
FDI Stock as % 0.0 100.0 0.0 100.0
Housing & Service Staff as % 50.0 25.0 25.0 100.0
Provision to companies FDI Stock as % 97.3 0.8 1.9 100. 0
Telecommunication Staff as % 0.0 100.0 0.0 100.0
FDI Stock as % 0.0 100.0 0.0 100.0
TOTAL Staff as % 16 45 39 100
FDI Stock as % 0.6 70.8 28.6 100.0

Source: BCM/INSTAT, Authors’ calculation

To conclude the analysis of the characteristic€luha’s FDI companies, it is noteworthy to
conduct a detailed review of the share compositibeach company. First of all we have an analysis
of the type of investment selected by Chinese itavesand thereafter highlight their collaboration
with local investors.

We note that the notion of investment types restrtthe notion of the FDI Company as
defined in the IMF balance of payments manual. iidteire of the FDI Company is determined by the
size of the share owned by the main non-residearesiolder.

Hence, by considering Table 9, we note the siggniiie of subsidiary companies, where the
main non-resident shareholder owns between 50%s® than 100% of shares, as a preference for
Chinese investors in terms of staff and FDI std@kother interpretation of these statistics could be
proposed. Actually we could deduce that the migj@hinese investments are done as joint-ventures.
Chinese investors thus opt to share risks andtprgéinerated by their investments. The question tha
immediately arises is the integration of local istegs in these companies.

Nevertheless, we note a weak involvement of locatkese investments. In fact, only 35% of
Chinese FDIs recorded local involvement. This fegtgpresents almost half the companies aside from

" Type of company: 1) affiliated company (foreign investor 10% less than 50% of the capital) ; 2) Subsidiary
(50% to less than 100%) ; 3) Branch (100%).

2 Affiliated: company in which the main non-resident shareholder owns between 10% and 50% of the shares.
B Subsidiary: company in which the main non resident shareholder owns between 50% and less than 100% of
the shares.

" Branch: company whose total shares are owned by only one non resident shareholder.
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branches. Moreover, Chinese investments in thesgpanies, where there is local involvement, only
represent 30% of the Chinese FDI stock. The loaséstherefore rarely included in large Chinese
investments.

The situation is worse when we consider the manurfilag sector. In fact, only 23% of the
industries, where there is Chinese ownership, tedéotal involvement. Notwithstanding that the
Chinese FDI stock represents hardly 3% of the @stictor stock. There is therefore a phenomenon of
exclusion of locals in this sector.

Moreover, the larger part of investments in thestauttion and public works sector is made
by only one company of the branch type, entirelynet/by one non-resident investor. How then con
local investors learn how the Chinese operateignsbctor?

Transfer of technology is therefore slightly compised in view of the exclusion
phenomenon of local investors. Although the transféechnology can be directly done towards local
workers through training.

5-2-2 Marketing Channel of Chinese FDI Companies

The commitment of countries in international trasleexplained by several reasons.
Exports in particular have led to the influx of éaggn currency to help finance imports. They
can also achieve economies of specialization andauies of scale. In this respect, FDIs in
China can be very useful for countries for acceggidbal markets.

Table 10. Clientele structure of Chinese-owned conapies in 2007.

Sector Exports Local Sales
China  Other TOTAL
Manufacturing 0.4 80.0 19.6 100. 0
Construction and BTP - - 100.0 100. 0
Trade - - 100.0 100.0
Telecommunication - 5.0 95.0 100.0
Other 0.2 33.5 66. 3 100.0

Source BCM/INSTAT, authors’ calculations.

At the global level, the clientele of Chinese eptises is mainly the local market,
except for the "manufacturing ". Indeed, the gdalbinese FDI depends on the industry in
question. Investments in " Construction and PubMarks" and "Telecommunications” are
primarily aimed at the local market potential gitee country's gaps in these areas while
investments in the secondary sector are mainly giamglobal markets.

The establishment of the free trade zone in Madagdsas contributed largely to changes in
the export structure of Madagascar. Exports of ér@erprises now represent over 50% of the
total.
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Moreover, with Madagascar’s international econocaicperation, many markets are
opened to exporters. Finally we have Madagasaaeent eligibility to AGOA. As well as
the European quota of Madagascar for some products.

Exports of Chinese-owned companies are mainlyedtfs. market through AGOA, with
67% of customers in manufacturing. This figure sbdle importance of Chinese investment
in textile industries. Then there is the Europeamk®t with 11%. The analysis of these
statistics therefore shows that Chinese investinediadagascar is only for the U.S. and
European markets. The opening of Madagascar teetfienal market like the 10C,

COMESA and SADC has not yet attracted Chinese tovesTherefore, Chinese FDI is not
yet opened to huge Chinese market.

5-2-3 Chinese FDI and Inter-company Relations.

According to S. Ibi AjayP, the impact of FDI on the national economy depandthe
dissemination of best practices throughout thellecanomy. This distribution is done by:

* Upstream linkages with local suppliers (locatingrses of supply);
* Downstream linkages with local producers and distors;

* Horizontal linkages with local competitors,

* And links with local institutions.

Table 11. Structure of purchases in inputs and extaal services of Chinese companies

Sector Imports Local market
Parent compan' Others TOTAL
Manufacturing 49. 3 3.4 47.3 100.0
Construction and BTP 49.0 0.0 51.0 100.0
Trade 0.0 95.7 4.3 100.0
Telecommunication 45.0 0.0 55.0 100.0
Total 46. 7 1.7 51.7 100.0

Source: BCM/INSTAT, authors’ calculations

In this study, we limit ourselves to links with gliers. The above table gives an
overview of the localization of sources of supplyChinese companies.

Overall, the majority of purchases of inputs andises are done at the local market.
Then there is a large supply of foreign parent cammgs.

It is only the trade sector that has a high ratengiorts with 96% of purchases of
inputs. The objective of the investors in this sec local market penetration of imported
products and thus creation of competition with ldnasinesses.

The purchase at the local market is more significathe “construction public works”
industry (51%) and "telecommunication” (55%). Thamafacturing companies are mostly
supplied from parent companies.

> FIDI and economic development in Africa, S. Ibi Ajayi, Economic Department, University of Ibadan, Nigeria.
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5-2-4 Employment in Chinese FDIs

To complete the analysis of Chinese FDI in Madagiasee will discuss employment
creation. Here, the analysis focuses on permameplogment (i.e., more than one year).
Chinese companies have employed 6 041 people . A00s figure represents 10.7%
compared to the total labour force employed bydirmFDI in 2006. Over 90% of these jobs
are from the subsidiary companies; this level caexplained by the high number of Chinese
companies created under this arrangement
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Table 12. Number of permanent staff in 2006.

Permanent staff 2006
Type of company c(():r:i;?aer?ii . cg:r:?:r?i(::s
(staff) (staff)
Parent company 73 11772 0,6
subsidiary 5555 37 167 14,9
Chain store 413 7 697 54
Total 6 041 56 636 10,7

Source Study « FDI and portfolio in Madagascar », BCMSINAT

Furthermore, in terms of average, a subsidiaryiges/more jobs than the others. In
fact, 309 permanent jobs are the work of a subsidagainst 69 of branches and 9 of
affiliated firms. Another reading of these figurgiwes an estimate of the size of Chinese
enterprises. Indeed, given the number of jobs, idi#dtees are rather large enterprises,
medium-sized enterprises and affiliates of smadiitess.

Table 13 : Distribution of permanent jobs per sectoin 2006.

Activity Sector permanent 2006 %
Manufacturing
3627 60. 04
Construction
4 0. 07
Trade
56 0.93
Transports
6 0.10
Finance
52 0. 86
Housing
26 0. 43
Telecommunication
2278 37.71
Total
6 041

Source Study « FDI and portfolio in Madagascar », BCMSINAT

The analysis of jobs by industry gives another BODFDI. Indeed, if FDI is measured
in terms of capital, “telecommunication” and "“fiméad activities" sectors are doing well.
However, when evaluated in terms of employmenis the "manufacturing sector " that is
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more dynamic with rate of job creation that repntse60% of all Chinese companies
followed by "telecommunications” with 38%.
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6- Conclusion and Economic Policy Recommendations

Madagascar’s economic profile underwent a significant change from the time various
incentive and investment promotion policies were put in place. Since the 90s, the establishment of
free trade zone mechanism enabled Madagascar’s industrial tissue that was steered towards the
external market to be strengthened. This arrangement was especially beneficial for the textile and
clothing industry. In the late 90s there was also a vast privatization campaign. This helped foreigners
to penetrate the economy. Beginning in 2006, significant investments in the mines sector boosted
the economy. .

In fact, ever since the establishment of the Council for Economic Development of
Madagascar (EDBM), which is responsible for ensuring that the business climate is attractive and
conducive to investments in Madagascar, a major promotion of the country’s image has been
undertaken. Six sectors identified as priority sectors were especially targeted. These sectors are:
tourism, agribusiness, light exporting industries, information and communication technology,
infrastructure and mining.

Attracting Chinese investors was notleft to chance either. The signing of a bilateral
agreement for investment promotion and protection between Madagascar and China, followed by a
visit to China by local investors clearly testifies to this effort. However, by the end of 2008, FDIs from
China were less significant compared to those from other Madagascar partner countries. In 2008
China held the 10" position among FDI providers with a stock valued at 1.9% of the total. Aside from
“extractive activities”, China occupied the 7" position with its FDI stock of 7.3%.

Les IDE chinois se tournent surtout vers 3 branches a savoir : les activités de fabrication, la
construction et BTP et la télécommunication. Ces 3 branches représentent 98% du stock des IDE
chinois a Madagascar.

With regard to “manufacturing activities” two sub-sectors are most affected, namely, the
sugar industry and the textile and clothing industry. Whereas the sugar industry springs from the
privatization of the production unit, the textile and clothing industry represents new projects within
the free trade zone arrangement and attracts more Chinese investors.

As for the two other sectors, the significance of the « construction and public works « sector
can be attributed to strong investments in one company that is responsible for using aid received by
the Government in for developing infrastructure, such as the construction of a five star hotel and a
range of infrastructure planned for the African Union Summit to be held in Madagascar in July 2009.
As for the “telecommunication sector”, investments came from the purchase of a public
telecommunications corporation based in Hong Kong.

Up to now, the main incentive for Chinese investors is access to markets. The
“manufacturing” sector particularly targets the external market represented by two destinations, the
European Union and the United States of America. 80% of the total production of companies are
directed to the external market. In fact, Chinese investors, benefit from agreements obtained by
Madagascar with Europe and the United States. The European market potential springs from the
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partnership agreement between Europe and ESA countries. Whereas that of the American market
originates from a partnership that was established when Madagascar joined AGOA program.

Chinese investors from other sectors are primarily targeting the local market. In fact, given
Madagascar’s infrastructure backwardness, there is still a great potential in this area.

The main issue of this paper is therefore the impact of investments on the country’s
investments.

The first impact is primarily the exploitation of Madagascar’s resources and potential which
inevitably creates added value. Minimal as it may be, the FDI from China for production, construction
and public works results in significant impacts on the Malagasy economy.

Next there is employment creation generated by these investments. China’s weight in
employment creation is very significant in comparison with investments coming from other partner
countries. In fact, employment created by Chinese investors represents 10.7% of employment
created by all the FDIs in Madagascar. Hence, 1.9% of FDI stock was able to provide 10.7% of the
employment. This significance is especially palpable in the manufacturing and Telecommunication
sectors.

Furthermore, these investments support the activities of companies established in
Madagascar. In fact, 51% of input purchases and external services are carried out at the local market
level. This strong link with other companies operating in Madagascar is therefore an important
aspect of Chinese investments in Madagascar by indirectly creating added value. Thus, the private
sector in Madagascar deserves to be strengthened in order to satisfy the potential demands arising
from various investments.

Nevertheless, one of the weaknesses of Chinese FDIs is the exclusion of local investors from
investment projects. This phenomenon is notorious in the manufacturing sector and the construction
and public works sector. The exclusion phenomenon is particularly visible large Chinese investments.
As an example, only 23% of Chinese-owned manufacturing industries have recorded shares from
local investors and these industries actually represent only 3% of the Chinese FDI stock. Chinese
investors would rather invest in joint ventures with foreign investors if they do not opt for sole
investment.

Hence, in order to optimize gains from Chinese FDIs and to minimize losses, Madagascar
should implement a series of policies that take into consideration not only the country’s
development needs but also Chinese policies and investment needs.

Consequently, in view of the in-depth analysis of Chinese FDI impacts on Malagasy economy,
we propose the following recommendations:

e Strengthen investment campaigns for the Chinese private and public sector by linking
the country’s potential sectors with Chinese investors’ needs;

e Set up, in line with the above, an information system to enable local investors to
understand the needs of Chinese investors. This can be accomplished through a
Madagascar-China economic relation platform;
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In addition, given the specificity of Chinese FDIs, the Malagasy Government can hold
direct dialogues with the Chinese Government in connection with their needs
concerning the exploitation of the country’s natural resources, particularly mineral
and agricultural resources. At the same time set up a cooperation system to ensure
positive impacts for the economic development of the country even if it is only in
area of infrastructure.

Set up a mechanism to ensure the involvement of local investors in future Chinese
investment projects in imitation of other African countries. This would foster
technological transferin return;

Strengthen local companies capacities to better meet the needs of foreign investors,
particularly Chinese, as far as external service is concerned so as to benefit from the
indirect effects of the establishment of their investments ;

Open other opportunities for outlets for the country through the strengthening of
the current regional integration ;

Ensure good governance to secure our market with leading Western countries such
as the United States of America and the European Union ;
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ANNEX 1: Static CGE Model Equations in an Open Ecoomy
Production, salary, employment

Xi = f (Ai.KiLDi)

w=pvai X
oLDi
> LDi=LS

Formation of income and savings

Household Income:

YM =) wLDi

Corporate Income:

YE=} (PVAi Xi- LD)

State Revenue:

YG=) LDI+> ts( PVAI Xi- wLD}+>_ xi PXi X
+Y " tmi.E.PWM. Mi+ > tei E EX

Overall Savings:

S=sm( I-t). YM+( - t§. YE YE) piC& .EV

Goods and Services Demands

Household final consumption

CM =(1-sm- ty). YM
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Household consumption by product

e Y
Ci=8 5

Public consumption

(0)

Investment pricePKi =) Pi.aij

Intermediate commodities

Cli = aij X

Exports:

Xi=B7[ yiEX! +( I~ yi).DSfi];i

EXi

| —vyi

DSi

=[

Imports:

oxi |:PEi:|gxi
yi | PDi

Qi=B"[3iM +(I _J)DDipi];

Mi

o5

Price:

d j|c5m |:PD| :|c5m
| =d | |PMi

PMi = PWMS. E(1+ tmi)

PE

pi

_ PWE . E( I+ tm)

1
BII'T'I

| +te

.[Ji"’“i.PMi""mi +(| _a",)”mi _lel—ami}m

36



PXi= [ (. PE™)+(1- ) }.Lx

PVAi= PXi( - xi)=> aji.Pj

Equilibrium Condition on Goods and Services Market:

Qi=Ci+CGi+Cli+li
DSi= DDi

Balance of current (in foreign currency)

> PWMiMi-) PWEIEXi- F=0

Cash:

> Qi.Pi =PINDEX

Total of equations: 18n +8 including 18n+7 are peladent.

Variables and parameters of the MEGC model:

Endogenous variables:

Xi : production in volume

W : wage rate

YM : Household income:

YG : Domestic price of exports :

PEi : Mixed commodities price

Pi : Total household consumption

CM : Public consumption of good (volume)

CGi : Capital price
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PKi : exports in volume

EXi : Domestic goods price

PDi : imports in volume

F* : Foreign funding in foreign currency

Exogenous variables :

Ki : Capital stock capital

PINDEX: Price level

PWE : World price for exports in foreign currency

CG: total public consumption in volume

Parameters

Ai : Technical progress ratio

Ti : tax rate

Sm : propensity to save

Fi : Allocation of public expenses ratio
Hi : Investment distribution coefficient

Hij : investment coefficients matrix

Aij : Technical coefficients matrix

B° : CET function dimensional parameter

B™ :CES function dimensional parameter

LDi : Job application
PVAI : Added value price
YE : Company income
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PXi : procurement price

S : Total savings

Si : Household consumption of goods i

Li : investment by sector of origin

Cli : intermediate consumption of good i

DDi : Requisition for domestic goods in volume

DSi : offer of domestic goods in volume

Qi : Requisition for mixed in volume

PMi : Domestic on imports

Total of endogenous variables: 18n+7

LS : Job offer

PMW?® : Global price on imports in foreign currency
E : Nominal exchange rate

ol : Armington function share parameter

o’ : transformation elasticity

yi :CET function share parameter

o™ : Substitution elasticity

@i . CET function exponent

pi : Armington function exponent

Qi : weighting coefficient of mixed commodities price

B¢ Distribution key for Household consumption
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ANNEX 2 : DATA SOURCES
Statistic sources used and their limitations

In general, international capital flow statistiagfer from a lack of coherence which is not
specific to developing countries. It is diffictdt obtain “mirror-data”.

National Data

- General Management of the National Institute ofiStias
- Central Bank of Madagascar

International Data

1) IMF
2) UNCTAD-World Investment Directory online
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