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Executive Summary

On January 16, 2016, Taiwan’s citizens will elect a new president and legislature in what is widely expected to
mark an important political transition. After eight years under Chinese Nationalist Party (Kuomintang, or KMT)
President Ma Ying-jeou, Taiwan’s electorate has grown largely dissatisfied with the state of the domestic economy
and increasingly worried about Taiwan’s growing dependence on China. This has led to a highly anticipated
transition of executive, and potentially, legislative power to the opposition party, the Democratic Progressive Party
(DPP), under the leadership of presidential candidate Tsai Ing-wen.

In a notable change from the past, both major political parties have shifted the focus of their campaigns from the
politically sensitive questions of Taiwan’s sovereignty to economic issues. The nuanced differences between the
DPP’s and KMT’s economic platforms are largely expected to determine how Taiwan voters will cast their ballots.
Amid stagnant growth and wages, the DPP has focused its campaign on improving Taiwan’s domestic economy
through expanded social welfare benefits, a higher minimum wage, and new local sources of innovation.
Meanwhile, the KMT’s economic platform is largely defined by promoting Taiwan’s external economic relations,
especially with China, as a means of supporting export-led growth.

The gloomy state of Taiwan’s domestic economy under eight years of KMT rule may explain why Dr. Tsai has
maintained a commanding lead throughout the campaign season. In 2015, Taiwan’s growth slowed to nearly zero
as exports dropped significantly amid China’s economic slowdown. At the same time, real wages have remained
stagnant under the Ma Administration, and higher-skilled workers, who make up the lion’s share of Taiwan’s
workforce, face a higher risk of unemployment. The threats of rising public debt, weak inbound investment, and a
dependence on China as Taiwan’s top export market are also influencing how Taiwan voters view the current
politico-economic climate ahead of the election.

Because of the importance of exports to Taiwan’s economy, with China ranking as its top trade partner, Taiwan’s
economy has become dependent on China and vulnerable to fluctuations in China’s economy. This has led to both
the DPP and the KMT advocating for a diversification of Taiwan’s export markets. However, the two parties diverge
in their strategies toward this diversification. The KMT advocates for Taiwan’s participation in a wide range of free
trade agreements (FTASs), including the Regional Comprehensive Economic Partnership (RCEP), to which China
is a negotiating partner. The DPP, on the other hand, has focused its campaign on promoting Taiwan’s participation
in the U.S.-backed Trans-Pacific Partnership (TPP).

The KMT’s inclusion of RCEP in its vision for Taiwan’s free trade strategy necessitates—first and foremost—that
it supports concluding all pending agreements under the Cross-Straits Economic Cooperation Framework
Agreement (ECFA); these agreements have been the source of significant dissent in Taiwan, culminating in the
2014 Sunflower Movement. The DPP campaign has pledged that it will not advance any ECFA-related agreements
until a cross-Strait supervisory bill is passed by Taiwan’s Legislative Yuan, establishing a supervisory review to
monitor all agreements between China and Taiwan. Because a supervisory review will likely require some ECFA
agreements to be renegotiated, which China may be reluctant to do, progress on ECFA is expected to be slow,
regardless of which party wins the election. While the DPP does not oppose ECFA, it has emphasized the
importance of establishing supervisory review to approve all cross-Strait economic agreements.

The DPP’s prioritization of Taiwan’s participation in the TPP implies it might be more inclined to finalize ongoing
talks toward a U.S.-Taiwan Trade and Investment Framework Agreement (TIFA). TIFA talks have stalled of late
due to Taiwan’s restrictions on U.S. pork exports. Because the DPP has political ties with the agricultural sector in
Taiwan, it may be uniquely positioned to make progress on this issue. Under a DPP administration, Taiwan may
also consider expanding its economic cooperation with other key trade partners, such as Southeast Asian countries
and Japan, as a means of trade diversification.
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Election 2016: Debating Taiwan’s Economic Future

Since its transition to democracy in the early 1990s, Taiwan’s presidential elections have largely been dictated by
the political questions of sovereignty and potential unification with China.™ The debate made for a simple partisan
division: the Chinese Nationalist Party (Kuomintang, or KMT), which has historical roots in China, based its
platform on a variation of the “one China” principle through what has become known as the “1992 Consensus,”
while the Democratic Progressive Party (DPP), which grew out of the pro-democracy movements during the KMT’s
military rule, favored a path toward independence.? Over the past two decades, the question of Taiwan’s sovereignty
and the sensitivity surrounding this issue in China drew global attention to Taiwan’s presidential elections and their
implications for cross-Strait relations and regional stability.

The coming 2016 election has brought about a major paradigm shift in Taiwan politics, with the sovereignty issue
being of less importance to most Taiwan voters than in the past.® In a notable change from the more staunchly pro-
independence DPP President Chen Shui-bian (2000-2008), the current DPP presidential candidate Tsai Ing-wen
has advocated for maintaining the widely popular “status quo,” which is undefined but may be interpreted to mean
sustaining Taiwan’s current high degree of political and economic autonomy without taking concrete steps toward
unification with or formal independence from China.* Setting aside the sensitive question of Taiwan’s sovereignty,
Dr. Tsai has been able to focus her campaign primarily on domestic economic issues, which has helped her to garner
a consistent and significant lead of around 30 percentage points in election polls.®

Meanwhile, the KMT has likewise touted support for the same undefined “status quo,” though it has periodically
waded back into the sovereignty debate this election season.® Hung Hsiu-chu, the KMT’s original presidential
candidate and now the party’s chief election advisor, faced fierce public opposition for her outspoken views on
cross-Strait relations, especially her overt support for an unambiguous “one China” policy advocating for political
unification with China.*” The KMT again faced protests when Taiwan’s President Ma Ying-jeou, also of the KMT,
announced a surprise, closed-door meeting with China’s President Xi Jinping on November 8.2 Notwithstanding
these political snags, the KMT has strived overall to realign itself with the “status quo” by ultimately selecting a
moderate presidential candidate, New Taipei City Mayor Eric Chu, whose campaign slogan “One Taiwan” appears
to reflect a pro-“status quo” platform.® Mr. Chu expressed support for the November 8 Ma-Xi meeting and the
general direction of cross-Strait relations under the Ma Administration, but has stopped short of making statements
about closer political ties with China that would alter the “status quo.”°

Thus, with the politically charged question of Taiwan’s sovereignty deliberately left unsettled by both major parties,
Taiwan voters have turned their attention to more immediate problems as they prepare to choose their next president
and legislative majority. With Taiwan’s economic growth slowing to nearly zero and its labor market struggling to
accommodate a largely high-skilled workforce, the future direction of Taiwan’s economy now reigns as the top area
of concern for most Taiwan voters this election season.! That reality does not bode well for the incumbent KMT,
which came to power at the peak of the 2008-2009 global financial crisis and has struggled to revive Taiwan’s
economy. Sluggish growth, stagnant wages, capital outflows, and rising prices have plagued Taiwan over the past
decade.!? To increase economic growth, the Ma Administration (2008-2016) worked to expand cross-Strait
economic ties. These efforts, however, gave rise to the student-led Sunflower Movement, which halted progress on
cross-Strait economic agreements, handed a sweeping victory to opposition candidates in a slate of local elections
in November 2014, and paved the way for a widely anticipated transition of executive, and potentially, legislative
power to the DPP.13

As Taiwan’s electorate prepares to head to the polls on January 16, 2016, Taiwan’s two major political parties have
framed a debate about Taiwan’s economic future: While the incumbent KMT generally views Taiwan’s economic

* For the purposes of this report, “China” refers to mainland China (the Mainland), or the People’s Republic of China.

T The “1992 Consensus” is a term developed by former Taiwan National Security Council Secretary-General Su Chi in 2000 in reference to
a meeting between the China-based Association for Relations Across the Taiwan Strait (ARATS) and the Taiwan-based Straits Exchange
Foundation, both semi-official bodies, where both sides allegedly agreed that only one China exists, but that both sides may maintain
their own interpretations of what defines “China.” China’s government and the KM T maintain that the “1992 Consensus” exists, while
the DPP and former President Lee Teng-hui, who was in office in 1992, deny its existence.

¥ Hung Hsiu-Chu stated her support for a revised version of the “1992 Consensus” calling for a recognition of one China, with both sides of
the Taiwan Strait agreeing to one interpretation of “China.” Her comment was viewed widely as support for unification with China.
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integration with the global economy, especially with its largest trade partner China, as key to future growth, the
DPP has prioritized improving Taiwan’s domestic economy and using local sources of growth to increase global
competitiveness. This report seeks to shed additional light on these nuances, to provide an objective review of major
economic indicators in Taiwan, and to evaluate the implications of political transition for Taiwan’s economic
relations with China, the United States, and the international community.

The KMT Economy: From President Ma to Candidate Chu

In May 2008, Ma Ying-jeou officially became Taiwan’s sixth president, shifting power from the DPP under former
President Chen Shui-bian back to the KMT, which ruled Taiwan from 1945 to 2000. As a candidate, President Ma
pledged to achieve in the first two years of his presidency what he called the “633 Plan,” which sought to increase
gross domestic product (GDP) growth to 6 percent, maintain an unemployment rate of less than 3 percent, and
increase per capita income to over $30,000.1* President Ma’s aspirations to boost Taiwan’s domestic economy were
quickly crushed as the 2008-2009 global financial crisis took its toll. As a small, liberalized economy, Taiwan was
highly vulnerable to the global recession. President Ma used economic stimulus measures, including tax cuts and
infrastructure spending, to offset the effects of the crisis.™

Amid his economic recovery efforts, President Ma prioritized forging closer economic ties with China. Bolstered
by a large economic stimulus, China had weathered the financial crisis well, maintaining growth rates between 9
and 10 percent.’® With China becoming Taiwan’s largest trade partner, liberalizing cross-Strait trade and investment
seemed to make economic sense and had the added benefit of easing political tensions with China through economic
cooperation.'’ In 2010, Ma’s government succeeded in passing through the Legislative Yuan an historic early
harvest” free-trade pact with China known as the Cross-Strait Economic Cooperation Framework Agreement
(ECFA). Within a year of passing ECFA, Taiwan enjoyed an unusually high GDP growth rate of 10.6 percent as
trade with China increased.’® As a result, the Ma Administration seemed to have garnered enough momentum to
proceed in negotiating with Beijing for further liberalization in goods and services trade as well as cross-Strait
investment. In addition, the landmark agreement was thought to pave the way for Taiwan to pursue free trade
agreements (FTAs)—which China had historically tried to block—with other countries.’® (By the end of the Ma
Administration, Taiwan had signed economic cooperation agreements with New Zealand and Singapore and an
investment protection agreement with Japan.)?°

President Ma’s confidence amid ECFA’s accolades and Taiwan’s impressive economic rebound in 2010 led him to
declare a coming “Golden Decade” for Taiwan. His vision for the “Golden Decade” was based on four “assurances”:

e To ensure the sovereignty of the Republic of China remains independent and unimpaired,;
e To ensure the safety and prosperity of Taiwan;

e To ensure ethnic harmony and cross-Strait peace; and

e To ensure a sustainable environment and a just society.?

President Ma argued these four assurances would serve as the foundation for realizing eight “visions for the nation,”*
chief among them being “a robust economy.”?? To achieve these goals, President Ma prioritized stimulating
innovation and said, “The government will focus on developing high-end technology in a bid to bolster industrial
competitiveness.”?

By 2012, the euphoria of Taiwan’s economic recovery had tempered as voters again began to face slowing economic
growth and an unchanging unemployment rate of over 4 percent.2* Competing for reelection, President Ma faced a
highly competitive race against DPP candidate Dr. Tsai. In an interview with the New York Times just prior to the
election, President Ma cited the economy as the reason for such a close election, saying, “We hope to help more
people, but the economic crisis [of 2008] upset our original plans and has led to an unemployment rate today of 4.3

* An early harvest agreement is a precursor to a free trade agreement, with the trade of certain products liberalized before the entire free
trade agreement is finalized.

T President Ma’s eight visions included a robust economy, a just society, a clean and competent government, high-quality culture and
education, environmental sustainability, well-rounded development, cross-Strait peace, and friendly relations with the international
community.
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percent as opposed to our target rate of 3 percent. The same is true of the gap between rich and poor.”? Despite the
deteriorating economic conditions in Taiwan, President Ma was reelected for a second term. President Ma’s
reelection, which was attributed primarily to his commitment to easing cross-Strait tensions, was lauded both in
Taiwan and abroad.?® However, President Ma’s support declined significantly from 2008, with his victory margin
slipping from 17 points in 2008 to 6 points in 2012.%’

Within months of his reelection, President Ma’s approval ratings dropped dramatically as he struggled to pass
multiple controversial economic policies.?® In April 2012, the Ma Administration announced it would increase
energy prices by 10 percent, a policy that was quickly altered after it met extensive public opposition.?® In the same
month, President Ma’s cabinet approved a capital gains tax on stock transactions that was fiercely opposed for
allegedly favoring wealthy investors.*® The government quickly revised the tax, which it set at 15 percent to better
support “social justice.”*!" At the same time, President Ma unveiled his plan to implement a compulsory 12-year
education system, which also faced staunch opposition from faculty members and students at Taiwan’s top high
schools who advocated for requiring high school entrance exams.*2

Despite a tumultuous start to his second term, President Ma interpreted his reelection as a sign of widespread public
support for his cross-Strait economic policies, and continued to advance negotiations toward the next phase of
ECFA, which would include liberalizing multiple services sectors under the Cross-Strait Service Trade Agreement
(CSSTA) and liberalizing additional goods sectors under a prospective cross-Strait trade in goods agreement.
Opposition to the next phase of ECFA, particularly the CSSTA, spread rapidly amid concern that the agreement
would primarily benefit large companies, especially those operating on both sides of the Taiwan Strait, while
harming small and medium-sized enterprises.®® Many in Taiwan also were uneasy about allowing for greater
Chinese investment in sensitive sectors such as publishing, which may afford opportunities for China’s media to
influence Taiwan public opinion and infringe on free speech.® One poll by the Chinese-language magazine
Business Week showed only 22.3 percent of Taiwan citizens supported the CSSTA.*

In March 2014, protestors occupied Taiwan’s Legislative Yuan in opposition to the agreement. This grassroots,
student-led protest movement was known as the Sunflower Movement.” Widespread public opposition to the
agreement and the efforts of Sunflower Movement activists managed to stall implementation of the CSSTA, and
ultimately led to the Executive Yuan approving a cross-Strait supervisory bill. The Executive Yuan stated, “The
draft bill, enacted in response to calls for a legally binding supervisory mechanism over cross-Strait agreements,
integrates a four-stage communication and consultation mechanism with a national security screening system, and
seeks to balance the public’s right to know with the government’s ability to conduct negotiations.”*® The bill, along
with many other pieces of draft legislation regarding the supervisory mechanism, was still pending in the Legislative
Yuan at the time of this report’s publication.®

In November 2014, multiple KMT losses across several local elections in Taiwan were viewed as a clear sign that
voters were dissatisfied with the direction in which the Ma Administration and KMT leaders were steering Taiwan’s
economy. Key municipalities saw DPP victories, and independent candidate Ko Wen-je secured the important
position of Taipei mayor with support from the Pan-Green Coalition, which includes the DPP and the more
staunchly pro-independence Taiwan Solidarity Union.®® In a May 2015 interview with the Wall Street Journal,
President Ma said the KMT’s losses in the November 2014 local elections were “largely due to domestic issues”
and were “not related to our mainland policy.”*® In April 2015, regarding the legacy of the Sunflower Movement,
President Ma said, “Cross-Strait ties suffered a setback following the student movement last year, but the ties have
since returned to normal.”*® Ma’s comments seemed to reflect the KMT’s belief that, despite the November 2014
losses, the party’s approach to cross-Strait relations remained popular, even if its handling of the domestic economy
lacked public support.

This might explain the KMT’s strategy in the 2016 presidential campaign season to steer public attention toward
cross-Strait relations. After a period of disarray within the KMT when it ousted Ms. Hung in favor of the party’s

* In November 2015, ahead of the election, the KMT voted to revoke the tax altogether effective January 1, 2016. Enru Lin, “Lawmakers
Scrap Capital Gains Tax,” China Post (Taiwan), November 18, 2015.
http://www.chinapost.com.tw/taiwan/business/2015/11/18/451219/Lawmakers-scrap.htm.

T For more analysis of ECFA and the Sunflower Movement, see “Cross-Strait Economic Relations” later in this report and the U.S.-China
Economic and Security Review Commission’s 2015 Annual Report to Congress, November 2015, 491-492 and 496-497.
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chairman, Mr. Chu, President Ma announced in November 2015 that he would meet with President Xi in Singapore
four days later.** President Ma’s critics quickly accused him and his KMT supporters of using the meeting, and
cross-Strait relations generally, as a political tool in the final run up to the election.*? After small protests broke out
in response to the Ma-Xi meeting, Dr. Tsai urged dissenters to voice their opposition at the ballot box in the coming
election.*®

In the aftermath of the Ma-Xi visit, Mr. Chu appears to be maintaining his party’s strategy of prioritizing Taiwan’s
external economic relations, particularly with China, over the domestic economy, which has struggled under the
current KMT government. In an interview with the Washington Post during his November 2015 visit to Washington,
DC, Mr. Chu was asked why the KMT was performing so poorly in current election polls. Mr. Chu attributed the
flagging support for the KMT’s to domestic policies, saying policies such as the capital gains tax attempted under
President Ma were highly unpopular.** “So these kinds of policies should be fixed. But not cross-Strait relations.
On cross-Straits, we did the right thing, and we should insist on that,” Mr. Chu said.*® In short, Chu’s statement was
an acknowledgement that the KMT’s recent domestic economic policies are the primary explanation for its waning
support, and that the party should emphasize its approach to external economic relations, especially with China.”

Tsai Ing-wen’s Vision for a DPP-Led Economy

While the KMT campaign has focused on Taiwan’s foreign (especially cross-Strait) economic relations, DPP
presidential candidate Dr. Tsai has prioritized improving Taiwan’s domestic economy While maintaining that
expanding Taiwan’s economic cooperation with other countries is an important component of her platform. In a
June 2015 speech at the Center for Strategic and International Studies (CSIS), Dr. Tsai summed up the DPP’s
analysis of Taiwan’s economic situation when she said:

For most Taiwanese, the state of our economy is a source of great distress as it has stagnated
for some time and has lost momentum for growth. Globalization and China’s rise as the world’s
factory have affected Taiwan s efficiency-driven model of economic growth. This has gradually
resulted in a widening income gap, outsourcing of job opportunities, and stagnating salaries.*®

The “efficiency-driven model” Dr. Tsai mentioned refers to Taiwan’s economic strategy of linking itself to regional
supply chains, primarily through China, and expanding exports to increase growth. This model brought about high
growth rates in Taiwan in the 1990s and early 2000s and helped Taiwan earn the title of “Asian tiger.” Many analysts
in Taiwan now argue, however, that the long-term gains from this efficiency-driven model—essentially an export-
led growth model—have been exhausted, and that the approach is no longer elevating Taiwan’s overall economic
competitiveness.*’ Instead, they argue, this model has made Taiwan too export-dependent and has locked Taiwan’s
economy into the middle of regional supply chains, with most manufacturing hosted in China or Southeast Asia and
high-tech innovation happening in Western countries and Japan.*® Moreover, the so-called “red supply chain,” in
which rising China-based technology companies dominate the full supply chain of high-tech products, risks
infringing on Taiwan’s traditional added value in established regional supply chains.*

As such, Dr. Tsai has advocated for shifting from an efficiency-driven model to what she calls an “innovation-
driven” model. Dr. Tsai’s plan, called a “New Model for Economic Development,” features the following core
elements: innovation, job creation, and equitable wealth distribution.®® To improve innovation, Dr. Tsai has
advocated for increased international cooperation—including with the United States—in the information and
communication technology (ICT) sector.®! Dr. Tsai has bolstered this plan with her support of legal reform in
Taiwan that would encourage aspiring entrepreneurs and innovators to start new businesses and experiment with
new technologies (see “Innovation and Entrepreneurship”). In the same vein, Dr. Tsai advocates for expanding
Taiwan’s social welfare benefits in proportion to economic growth. Under Dr. Tsai, the DPP has a plan to cooperate

* On the domestic economy, Mr. Chu has criticized what he described as some of President Ma’s “policy flip-flops” on issues such as the
capital gains tax on stock transactions, the 12-year compulsory education system, and the energy price increase; but his campaign has
generally stayed focused on Taiwan’s foreign and cross-Strait economic relations. Central News Agency (Taiwan), “KMT’s Chu Puts
Forth String of Policy Initiatives,” Want China Times, October 30, 2015.
http://www.wantchinatimes.com/news/content?id=20151030000037&cid=1101.
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with local governments to improve social welfare services, to expand government investment in social housing, and
to improve long-term senior care systems for Taiwan’s aging population.®?

While the DPP’s focus in this election cycle appears to be on improving Taiwan’s domestic economy, Dr. Tsai has
emphasized that international trade would continue to be an important component of Taiwan’s economic future
under a DPP administration. To dispel perceptions that the DPP is protectionist—a reputation born from the DPP’s
opposition to expanding FTAs with China—Dr. Tsai and her DPP economic advisors have focused on the trade-
related risks of overdependence on China’s economy and the need for diversification of free trade partners (see
Appendix I, “The DPP’s Economic Leadership”).5

Taiwan’s two major political parties have begun to distinguish themselves to Taiwan voters primarily in their
diverging economic policy visions, rather than the doctrinal dichotomy of unification versus independence. The
KMT maintains that deeper economic integration with overseas markets—first and foremost China—continues to
be a key element for Taiwan’s future growth. The DPP, on the other hand, has argued that this model alone is no
longer serving Taiwan’s long-term economic interests and has left its economy vulnerable to and dependent on a
single market. Instead, the DPP argues the government should refocus its attention on Taiwan’s domestic economy,
improving social safety nets and fostering local innovation to boost more sustainable growth. While many outside
observers remain largely concerned with Taiwan’s political status and its relations with China, it is these two
opposing visions for Taiwan’s economic future that most voters will be contemplating as they prepare to elect
Taiwan’s seventh president.

Taiwan’s Domestic Economy

With economic issues topping the list of voters’ concerns in the upcoming election, an objective analysis of the
health of Taiwan’s domestic economy is helpful in parsing economic reality from political rhetoric. A review of
several indicators across Taiwan’s economy suggests that it is in a growth slump and increasingly vulnerable to
external shocks, particularly from China. Although the trends in Taiwan’s economy over the past 15 years do not
appear to be the consequence of political transitions, future policy decisions will be important in remedying
Taiwan’s current economic woes and determining the future direction of its economy.

Growth Slump

The most obvious sign of Taiwan’s current economic stagnation is its slowing GDP growth rate. Figure 1 illustrates
Taiwan’s GDP and GDP growth across the Chen and Ma Administrations (2000-2015). Both presidents faced
slowing growth caused by global recessions at the start of their terms, with the 2001 recession curbing growth under
DPP President Chen and the 2008-2009 global financial crisis doing so under KMT President Ma. The years after
each of these recessions show divergent recoveries, however. While growth remained steady between 4 and 6
percent under President Chen from 2002 to 2007, the Ma Administration saw only a temporary spike in GDP growth
to over 10 percent following the global financial crisis, after which growth slowed to about 2 percent.>* In 2015,
some unofficial estimates have shown Taiwan’s annual GDP growth at less than 1 percent.®
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Figure 1: Taiwan’s Economic Growth
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The divergent economic recoveries under presidents Chen and Ma are best explained by the changing contribution
of exports to Taiwan’s growth since its accession to the World Trade Organization (WTQO) in 2001. As shown in
Figure 2, the contribution of net exports to GDP has increased more than five-fold from less than 2 percent in 2000
to nearly 11 percent in 2014.% In the first half of 2015, net exports accounted for nearly 13 percent of Taiwan’s
GDP.*" This increase was balanced against reductions in the contributions of government consumption and fixed
asset investment. While private consumption continues to contribute to more than half of Taiwan’s GDP, its share
has also decreased slightly since 2000. This trend explains why many observers in Taiwan, including the American
Chamber of Commerce (AmCham) in Taipei, are warning against an overreliance on trade as a source of economic
growth.*8

Figure 2: Taiwan’s GDP by Contribution
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Because China is Taiwan’s largest trade partner, there is increasing unease in Taiwan about growth becoming overly
dependent on trade with China. Figure 3 illustrates how Taiwan’s industrial production” has grown increasingly tied
to its China-bound exports. In the years following its WTO accession, Taiwan’s exports to China grew rapidly as
Taiwan-based firms expanded manufacturing operations in China and established regional supply chains, especially
in information technology (IT) products. By the time the Ma Administration rose to power in 2008, fluctuations in
Taiwan’s industrial production closely track exports to China.

Figure 3: Taiwan’s Industrial Production
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In short, Taiwan’s economic growth has become increasingly reliant on exports—specifically exports to China—
over the past fifteen years. This trend appears to correspond to Taiwan’s trade liberalization since acceding to the
WTO in 2001 rather than the policies of the political party in power. Regardless, the reality of Taiwan’s export-
dependent growth model explains why Dr. Tsai has campaigned largely on a platform that promotes local sources
of economic growth. Moreover, the increasingly important role of trade with China in Taiwan’s export-oriented
growth model may explain why many in Taiwan are calling for a diversification of export markets beyond China.

Labor Market

In addition to slowing growth, Taiwan’s lackluster labor market performance is another important economic issue
on the minds of Taiwan voters this election cycle. While overall employment levels have largely recovered under
the Ma Administration after an unemployment spike due to the 2008-2009 financial crisis, employment
opportunities are mostly in lower-skilled professions, leaving unemployment rates higher among Taiwan’s more
skilled workers. Coupled with real wages that have been largely stagnant throughout the Ma Administration, the
lack of skilled jobs has helped to fuel opposition among Taiwan’s youth toward the KMT-led government.*

Although the Ma Administration fell short of achieving its 2007 campaign pledge to reduce unemployment to below
3 percent, Taiwan’s overall unemployment rate has steadily declined since it spiked during the 2008—-2009 global
financial crisis (see Figure 4). Moreover, the current unemployment rate of 3.74 percent is even lower than in the
years prior to the crisis, during the second term of the Chen Administration. Taiwan’s unemployment rate is now
on par with South Korea’s, after having consistently higher unemployment for the past 14 years (see Figure 4).

* Industrial production is quantified using the industrial production index, which measures outputs of the industrial sector of the economy,
including manufacturing, mining, and utilities.
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Figure 4: Taiwan’s Unemployment Rate
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Source: Taiwan Directorate-General of Budget, Accounting and Statistics and Statistics Korea via CEIC database.

Although overall unemployment in Taiwan is improving, unemployment rates among Taiwan’s workers have
diverged depending on skill level. As shown in Figure 5, Taiwan’s most educated workers—those with a degree
from a junior college,” university, or higher—now face the highest risk of unemployment, a trend that emerged at
the start of President Ma’s second term in 2012. Although access to higher education has expanded in Taiwan,
academic research skills often lack practical application in the companies and industry in Taiwan, leading to a gap
between the number of academic research positions available and the supply of highly educated workers.
Meanwhile, those with the lowest education levels—junior high school and below—have fared better, with an
unemployment rate below 3 percent. More detailed data on Taiwan’s skilled labor force reveal those with university
and graduate degrees register even higher unemployment rates (between 5 and 6 percent) compared with those who
have only a junior college degree (about 3 percent). This might explain why some of the loudest voices of opposition
to the current KMT-led government, such as those of the 2014 Sunflower Movement, have been from university
students and recent graduates.

* Junior colleges provide technical and vocational education, including industry, commerce, healthcare and nursing, marine technology,
languages, home economics, tourism, and hospitality.
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Figure 5: Unemployment by Education Level
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Source: Taiwan Directorate-General of Budget, Accounting and Statistics via CEIC database.

In addition to unemployment, stagnant wages have been another source of criticism against the Ma Administration.
As shown by the trend line in Figure 6, real monthly wages in Taiwan have barely risen during the eight years of
the Ma Administration. Unsurprisingly, real wages fell following the 2008-2009 global financial crisis, but failed
to recover to pre-crisis levels in the subsequent years. A recent uptick in real monthly wages shows some promise
for incremental improvement, but is unlikely to alleviate frustration that wages are not increasing in proportion with
prices.

Figure 6: Real Monthly Wages
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Note: Real wages were calculated using Taiwan’s monthly consumer price index (CPI).
Source: Taiwan Directorate-General of Budget, Accounting and Statistics via CEIC database.

To address this problem, both parties have vowed to increase wages for Taiwan workers. Dr. Tsai has promised to
increase the minimum wage while also improving working conditions, most notably pledging to reduce regular
working hours from 84 hours every two weeks to 40 hours per week. Dr. Tsai has also argued that the current
minimum wage in Taiwan, which is set at about $600 per month, is “not adequate for workers to meet their basic
needs.”®! Former KMT presidential candidate Hung Hsiu-chu proposed in August 2015 a policy of tax-deductible
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wage increases, under which small and medium-sized companies could apply for tax deductions up to 200 percent
of the value of wage increases for entry-level employees.®? However, since Mr. Chu replaced Ms. Hung as the
KMT’s candidate, he has not yet endorsed Ms. Hung’s proposal or proposed an alternative wage policy.

Prices and Cost of Living

In general, prices in Taiwan continue to rise moderately, though inflation in 2015 remained relatively low. As of
the third quarter of 2015, inflation of Taiwan’s consumer price index (CPI)—a measurement of price changes in
household-purchased consumer goods and services—was only slightly above zero and was expected to remain
around that rate for the remainder of the year. Analysts attribute this primarily to weakened domestic demand.®?
Moreover, in light of wage stagnation, Taiwan’s consumers’ sensitivity to price increases has pressured domestic
retailers and producers to cut prices in order to increase sales volumes.® Taiwan’s CPI suggests it remains a
relatively affordable place to live, ranking 54th highest out of 119 countries in 2015 by cost of living.%® According
to the ranking by Numbeo, a database of worldwide living conditions, Taiwan’s cost of living is lower than that of
South Korea, Japan, and Hong Kong, but higher than that in China and Thailand.®®

Despite downward pressure on prices overall, real estate prices in Taiwan have been rising at a much faster rate
than incomes, which, as noted previously, have been largely stagnant. As shown in Figure 7, the ratio of housing
prices to income has risen steadily over the past decade, nearly doubling since 2002. Under the Ma Administration,
since 2008, the ratio increased by about one-third from 5.76 to 8.46.%7 In Taipei, the housing price to income ratio
is 15, currently the highest of any city in the world, though analysts attribute this to stagnant incomes rather than
solely increasing prices.®® In 2015, due to rising prices relative to income, housing sales have slowed considerably:
In Taipei, only 1.9 percent of households bought a home in the first three quarters of 2015.%° Some observers
forecast that slowing sales could trigger price cuts, but thus far construction companies and real estate agencies
have been reluctant to lower prices and instead have curbed new construction to limit inventories.”

Figure 7: Housing Prices to Income Ratio, 2002-2015

10
8.46

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Source: Taiwan Ministry of Interior via CEIC database.

Addressing the rising cost of housing in Taiwan has been an ongoing challenge for policymakers. Dr. Tsai has
advocated for a new social housing policy that would include the construction of 200,000 new affordable housing
units and government-assisted management of rental properties.”* Under the latter policy, the Taiwan government
would assist property owners who are unwilling or unable to manage their empty properties as rentals by providing
the service on their behalf. Dr. Tsai’s recommendation has faced criticism from the KMT, which has called her plan
unrealistically expensive.”? Mr. Chu supports the creation of 200,000 affordable housing units, but has proposed
they be created by turning existing unused properties into social housing units rather than constructing new units.”
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Public Debt

Public debt is another area of debate in Taiwan. Reports from the Ministry of Finance indicate that Taiwan’s rising
debt-to-GDP ratio—up to 37 percent in 2014 from 16 percent in 1996—could eventually put Taiwan at risk of a
sovereign debt crisis if underlying problems are not addressed soon.” The cost of the government’s future financial
obligations, including pensions, labor insurance program debts, and other welfare programs is expected to increase
public debt to 160 percent of GDP in the next 30 years.” Based on current debt levels, however, the situation
appears generally stable, at least for the short term. Figure 8 depicts Taiwan’s public debt-to-GDP ratio in a regional
context. Although the public debt-to-GDP ratio is increasing, the pace and level are on par with similarly sized
Asian economies, and the ratio has even declined slightly since 2012. Taiwan’s government budget deficit remains
low at 2.1 percent of GDP, comparable to South Korea’s (1.8 percent) and significantly lower than Japan’s (7.7
percent).’

Figure 8: Taiwan’s Public Debt-to-GDP Ratio, 2000-2014
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Source: Taiwan Ministry of Finance and Directorate-General of Budget, Accounting and Statistics via CEIC database;
Tradingeconomics.com.

Although Taiwan’s public debt may be a long-term risk, supporting Taiwan’s aging population, including the rising
cost of retirement benefits and Taiwan’s unsustainable pension fund, is a more immediate problem. Taiwan’s
population is aging rapidly, as illustrated by Taiwan’s aging index.” As this trend worsens, Taiwan’s retirement
costs will continue to rise while the working population shrinks, thereby increasing Taiwan’s public debt-to-GDP
ratio over time (see Figure 9).

* The aging index is calculated as the number of persons aged 60 or older per one hundred persons under age 15.
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Figure 9: Retirement Benefits and Taiwan’s Aging Population, 2000-2014
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Because of the lingering threat of rising public debt, the DPP and KMT have been debating reforms to Taiwan’s
pension system this election cycle. In 2015, both parties and Taiwan’s Examination Yuan, which is responsible for
civil servant affairs, have recommended reforms to the pension fund, but no concrete steps have been taken. The
Examination Yuan’s reform plan includes lowering retired civil servants’ income replacement rate and adjusting
the retirement pension’s calculation formula, while also raising the age at which one qualifies for a retirement
pension.’” Dr. Tsai has recommended pursuing pension reform “in a gradual manner,” beginning with simplifying
payment rules, then delaying when pension payments begin for retirees, and finally changing income substitution
rates.”® Dr. Tsai has also called for the formation of a National Pension Reform Committee of experts and
government and private sector representatives to formulate a reform plan.” Mr. Chu, meanwhile, criticized the
DPP’s suggestion for failing to address the continued financial instability of the pension system. To date, however,
the KMT has not offered its own substantive plan for pension reform.&

Taiwan’s Energy Dilemma

As a small island economy, Taiwan is highly dependent on imported energy sources to fuel its export-oriented
industries. Currently, 98 percent of Taiwan’s energy consumption is imported, the vast majority of which is
comprised of fossil fuels from the Middle East.’! Moreover, a highly state-controlled energy sector keeps prices
artificially low, making privatization a political obstacle. In addition, the few domestic sources of energy
available—nuclear, coal, and renewables—are either too controversial or too expensive. This has left Taiwan’s
policymakers with a challenging dilemma: curbing Taiwan’s dependence on energy imports while safeguarding the
environment and preventing price shocks.

Nuclear power is by far the most politically sensitive energy issue in Taiwan. Taiwan currently has three active
nuclear power stations, all of which are scheduled to be decommissioned between 2018 and 2025.%2 Taiwan’s state-
owned electricity provider, Taipower, financed the construction of a fourth nuclear power station, the Lungmen
Nuclear Power Plant, which was set to become operational by 2015. In 2014, however, Taiwan’s government voted
to halt construction of the Lungmen plant amid protests and safety concerns following the 2011 Fukushima nuclear
disaster in Japan.® If the plant remains unfinished, it will result in a financial loss of about $9.3 billion for Taipower,
which is already heavily in debt due to subsidization of energy prices.®

The nuclear power debate in Taiwan has historical roots dating back to the 1970s, when Taiwan—then under a
KMT one-party authoritarian government—embraced nuclear power amid the global oil crisis. The anti-nuclear
movement in Taiwan coincided with the birth of the DPP as a pro-democracy movement, with the ruling KMT
leading Taiwan’s expansion into nuclear production. When the DPP first rose to power under former President Chen
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Shui-bian, the party made significant but ultimately unsuccessful efforts to halt construction on the Lungmen
nuclear station.®> Although public opposition to nuclear power has spread since 2011 and both parties have now
expressed support for a nuclear-free Taiwan, the historical legacies of an anti-nuclear DPP and pro-nuclear KMT
still linger.

For example, Dr. Tsai has been more vocal in her opposition to nuclear power than have her KMT counterparts. Dr.
Tsai has unambiguously advocated for permanent closure of the Lungmen plant and opposes extending the
operational periods of the three active nuclear stations.® Dr. Tsai promotes replacing nuclear power with renewable
energy sources, such as solar and wind. Meanwhile, Mr. Chu has voiced his support for a nuclear-free Taiwan, but
has also expressed doubt that Taiwan can phase out nuclear production by 2025, when the currently operational
nuclear stations are set to be decommissioned.®’

In addition to their differences on nuclear power, the two parties have divergent approaches to reforming the energy
sector more broadly. A DPP-led government may be more inclined to expedite reform of Taiwan’s two state-owned
power utilities companies (Taipower and CPC Corporation). Dr. Tsai has described Taipower, for example, as
needing to reduce inefficiencies and has accused it of relying on “state coffers” for its nuclear energy production.®
The DPP is also considering expanding the role of the private sector in energy production and implementing
demand-side policies to reduce energy consumption.®® Meanwhile, the KMT-led government has supported partial
reform of Taipower by approving amendments to Taiwan’s Electricity Act in July 2015; however, as the relatively
pro-business party, the KMT has stopped short of advocating for energy sector privatization as this would likely
raise domestic energy prices, thereby harming private industry.® Instead, Mr. Chu has advocated for subsidizing
corporations’ procurement of energy-efficient equipment and imposing punitive energy prices on businesses that
consume too much energy.%

Innovation and Entrepreneurship

Although Taiwan is an innovative and technology-intensive economy, its competiveness in innovation-driven
sectors is declining. Taiwan ranks first globally for patent activity,” and is the tenth most innovative economy in the
world, according to Bloomberg rankings.®? In addition to hosting major technology firms such as Foxconn and
HTC, Taiwan is also one of the world’s biggest semiconductor suppliers.” Despite these impressive achievements,
policymakers across Taiwan’s political spectrum are attributing its stagnant growth and wages in part to a slump in
innovation, a topic that has become ubiquitous on both political parties’ campaign trails.

Taiwan’s traditional advantage in innovation refers primarily to the innovative capacity of its large technology
companies. In this respect, Taiwan has performed well over the past two decades, driving its high level of patent
activity. Taiwan-based companies such as HTC won global renown in the 1990s and early 2000s by doing highly
efficient contract work for brands such as Apple, Dell, and Toshiba.** The spillover effects of producing foreign
technology helped some Taiwan contractors to innovate on their own; for example, HTC develops globally
competitive smartphones and Asustek Computer (Asus) produces popular tablet computers.®® In recent years,
however, corporate executives have grown concerned that their firms have not been as adept at innovating as other
global competitors. According to an official at the Taiwan Ministry of Economic Affairs, the legacy of Taiwan’s
efficiency model of doing contract work for foreign firms is now a burden insofar as Taiwan’s technology experts
are more adept at advancing cost-effective ideas than truly creative ones.® For example, 90 percent of the world’s
laptop sales come from five manufacturing companies in Taiwan—Quanta Computer, Compal Electronics,
Pegatron, Wistron, and Inventec. However, increased competition from manufacturers in China and Vietnam has
decreased the profits of these companies by 50 percent over the last decade.®” Without new innovations to improve
the quality and capabilities of their products, Taiwan’s manufacturers are quickly losing ground in the global
market: In September 2015, HTC, a leading global smartphone manufacturer, cut 15 percent of its staff and was
dropped from the Taiwan stock exchange’s top 50 companies index after competition from lower-cost factories in
Asia led to a decline in profits.®® Some analysts have said that the problem lies in Taiwan’s corporate culture, “where
the drive to invent and market new products is not sufficiently prized.”*® Firms are banking on increased research
and development (R&D) as a remedy to their innovation slumps: overall R&D expenditures more than doubled in

* Patent activity represents resident patent filings per one million residents and per $1 million of R&D spent, as well as patents granted as a
percentage of the world total.
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Taiwan from 2000 to 2014, and the share of R&D expenditures by businesses increased from 64 percent to 77
percent over the same period.'®

Aside from declining innovation in established corporations, Taiwan’s lack of entrepreneurship and risk-taking also
contributes to the innovation slump.'®! Because of Taiwan’s slowing economic growth and the shift toward Chinese
manufacturers, young people in Taiwan are choosing to pursue civil service jobs instead of riskier careers in
innovation-driven industries.’*> However, data from the Global Entrepreneurship Monitor (GEM), the world’s
largest global study of entrepreneurship, suggests that although early-stage entrepreneurial activity remains low,
perceptions in Taiwan about entrepreneurship as a career are changing. As shown in Table 1, the GEM’s indicator
for Taiwan’s total early-stage entrepreneurial activity was only 8.5 percent in 2014; although it has marginally
increased since 2010, it is lower than some regional neighbors, such as Singapore (10.9 percent) and China (15.5
percent).1% Similarly, the rate of established business ownership, which includes new and established businesses,
has been increasing and is higher than Singapore (3 percent), South Korea (9 percent), and China (11 percent).}%
Nevertheless, perceptions about and aspirations toward entrepreneurship are high in Taiwan and increasing. More
than 25 percent of those surveyed” said they intend to start a business within three years, and more than 75 percent
believed entrepreneurship is perceived as a desirable career in Taiwan. In addition, the fear of failure among aspiring
entrepreneurs, a problem cited by Dr. Tsai as limiting innovation in Taiwan, declined from 44 percent in 2010 to
37.4 percent in 2014.1% These indicators confirm that, while entrepreneurship remains comparatively low in
Taiwan, the motivation and desire for innovating is increasing.

Table 1: Taiwan’s Entrepreneurship Indicators (2010-2014)

Indicator Description 2010 2012 2014
Total Early-Stage Percentage of population who are either a
Entrepreneurial nascent entrepreneur or owner-manager of 8.4% 7.5% 8.5%
Activity a new business
Establlshed_Busmess Percentage of pop_ulatlon who own a 7204 10.4% 12,204
Ownership Rate business
Entreprer}eu rial Percentage 01_‘ populgthn who intend to 25 1% 25 50 25 6%
Intention start a business within three years
Percentage of population who believe most

Entrepreneurship as

Desirable Career people in Taiwan consider starting a 68% 70% 75.2%

business is a desirable career choice
Percentage of population who indicate that
Fear of Failure fear of failure would prevent them from 44% 38% 37.4%
setting up a business

Percentage of population who see good
opportunities to start a firm in the area 30% 39% 33.5%
where they live

Source: Global Entrepreneurship Monitor, 2015.

Perceived
Opportunities

To bring about more innovation through entrepreneurship, the government and both political parties are seeking
policy solutions such as supporting startup incubators and providing easier access to venture capital.’® The
Innovation and Entrepreneurship Policy Board, a cabinet-level body in Taiwan, is launching initiatives to encourage
small and medium-sized enterprises and Taiwan’s youth to pursue innovative investments. Some of their efforts
include the establishment of an innovation center in Silicon Valley to promote talent development, a program called
HeadStart Taiwan to help attract venture capital, and the Taiwan Silicon Valley Technology Fund, which will help
finance startups by Taiwan citizens.1%’

Similar policy initiatives will likely continue, regardless of which party succeeds in the upcoming elections. Given
that the efforts of the Innovation and Entrepreneurship Policy Board were launched by President Ma, a Chu
Administration would likely continue them. In an October 2015 speech, Mr. Chu pledged he would “create an
investment environment governed by simple regulations, in which young people will be given freedom and the

* The survey was conducted by National Chengchi University. The sample size for the survey was not indicated.
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chance to innovate.”'% Likewise, Dr. Tsai and her economic advisors have spoken extensively about innovation
(see “Tsai Ing-wen’s Vision for a DPP-Led Economy”) and the importance of supporting small businesses, startups,
and youth on the campaign trail. One DPP advisor to Dr. Tsai said, “The problem of wages with the young
generation is that they all join big companies doing this [contract] work, they work long hours for low pay, and
their creativity is wasted in that industrial structure.”® There seems to be a growing bipartisan consensus that
Taiwan’s future innovative capacity lies primarily in its ability to empower educated youth and small businesses to
take on greater risk to innovate.

Taiwan in the Global Economy

Although domestic economic issues are expected to top the list of voters’ concerns in the election, Taiwan’s
economic relations with other countries continue to be an important talking point for both the KMT and DPP camps.
Although it is a WTO member and largely open economy, Taiwan’s record of foreign exchange intervention,
stagnant inbound foreign direct investment (FDI), and exclusion from bilateral and regional FTAs suggest there is
space for Taiwan to be more integrated with global markets (see Table 2 and Appendix I, “Select Taiwan Trade
Partners”). However, as Taiwan pursues further liberalization in trade and finance, it will need to weigh the
economic benefits against the risks of vulnerability to external shocks, particularly from China.

Table 2: Taiwan’s Top Trading Partners 2015 (US$ billions)

Country Total Trade Exports Imports
China $86.7 $53.9 $32.7
United States $45.3 $25.9 $19.3
Japan $43.6 $14.4 $29.2
Hong Kong $29.6 $28.4 $1.1
South Korea $19.4 $9.6 $9.8
Singapore $18.8 $13.4 $5.5

Note: All data are for the first nine months of 2015.
Source: Bureau of Foreign Trade (Taiwan). Trade Statistics. http://cus93.trade.gov.tw/ENGLISH/FSCE/.

In international finance, Taiwan maintains a managed floating exchange rate regime, intervenes regularly in the
foreign exchange market, and does not disclose its reserve holdings and intervention. According to the U.S.
Treasury Department, Taiwan intervenes primarily as a means of resisting appreciation of its currency, the New
Taiwan Dollar (NTD).!° Similar to many emerging economies in Asia, Taiwan intervened heavily during the 2008
2009 global financial crisis to slow the NTD’s appreciation (see Figure 10). From 2012 to 2015, the NTD steadily
depreciated in value, offsetting the need to intervene and resulting in low or negative growth in Taiwan’s foreign
exchange reserves (see Figure 10). Taiwan’s foreign exchange intervention appears to be immune to political
transition: Taiwan’s foreign reserves increased by about $160 billion under both presidents Chen and Ma’s eight-
year terms in office. Due to Taiwan’s large current account surplus, the U.S. Treasury argues that Taiwan authorities
should not resist currency appreciation through intervention and should increase transparency of reserve holdings.
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Figure 10: Taiwan’s Foreign Exchange Reserves, 2008-2015
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Source: Central Bank of the Republic of China via CEIC database.

Foreign Investment in Taiwan: A Hollowing Out?

When Taiwan-based companies shifted much of their manufacturing from Taiwan to China and Southeast Asia in
the late 1990s and early 2000s, many expressed concern that Taiwan’s economy faced the threat of a “hollowing
out,” or the flow of manufacturing production and jobs out of Taiwan.!*? In recent years, a rise in FDI outflows
against a backdrop of stagnant inflows has brought about renewed worries of the “hollowing out” effect (see Figure
11). Notably, in 2014, Taiwan received the smallest amount of inbound FDI across 12 Asian economies.™*® In
addition, since 2009, Taiwan’s outbound FDI flows have outpaced inbound flows at an increasing rate. Although
annual inbound flows from all foreign countries (excluding China) increased by about $2 billion from 2010 to 2014,
outbound flows nearly doubled from about $5 billion to $9 billion over this same period (see Figure 11).

* The other eleven economies included China, Hong Kong, Singapore, India, Indonesia, South Korea, Thailand, Malaysia, Japan, Vietnam,
and the Philippines.
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Figure 11: Inbound and Outbound FDI, 2007-2014
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Note: The data presented here are an aggregate of data on Taiwan’s FDI flows with all countries except China and cross-Strait FDI data.
Source: Taiwan Ministry of Economics and Mainland Affairs Council via CEIC database.

Moreover, the size of individual investments into Taiwan is decreasing. As shown in Figure 11, the number of cases
of inbound FDI has risen and surpassed the number of outbound FDI cases, suggesting individual foreign investment
projects in Taiwan are smaller in value than the Taiwan investments established overseas. This may be a result of
the decrease in investment projects in Taiwan by major international private equity (PE) firms. According to the
American Chamber of Commerce in Taipei (AmCham Taipei), Taiwan’s opaque investment authorization process
has led to a dearth of PE-funded investments over the past six years amid investors’ uncertainty over what projects
will be approved. This is in contrast to elsewhere in the region where PE transactions have been responsible for
massive amounts of investment.!** In addition, domestic capital continues to flow abroad at high rates, which the
U.S. Treasury attributes to recent policy changes, such as amendments passed in 2015 making it easier for banks
and insurance companies to acquire assets abroad. Capital outflows are so high that Taiwan’s net international
investment asset position—the stock of its foreign assets less its foreign liabilities—is 180 percent of GDP.®

Despite its stagnant inbound FDI, Taiwan ranks among the easiest economies in the world in which to do business.
For the past two years, the World Bank ranked Taiwan 11th globally in its “Ease of Doing Business” ranking.''®
The report tracks a number of reforms since 2008 that have improved the business climate in Taiwan, including a
simplified process for obtaining construction permits (2013) and an electronic payment system for certain taxes
(2015). Although Taiwan’s overall ranking remains strong, its position declined across six of the ten indicators” in
the 2016 report.''” Taiwan’s worst-performing indicator was “trading across borders”; Taiwan ranks 65th globally,
likely a result of its exclusion from regional and bilateral FTAs.

Moreover, foreign businesses complain about the regulatory environment in Taiwan. In its 2015 white paper on
Taiwan, AmCham Taipei claimed “inadequate transparency in the regulatory process is the root cause” of its
concerns.!?® In its 2015 Investment Climate Statement on Taiwan, the U.S. Department of State also underscored
stalled progress on the privatization of state-owned enterprises (SOEs) and foreign ownership caps in the
telecommunication, television, and transportation sectors as weaknesses in Taiwan’s investment climate.'? The
uncertainty of Taiwan’s energy supply (see “Taiwan’s Energy Dilemma”) is also an issue of concern among
investors.

Taiwan is currently reviewing a range of potential reforms that will help it meet the qualifications for new regional
trading blocs such as the U.S.-backed Trans-Pacific Partnership (TPP). According to the State Department,

* The ten indicators include starting a business, dealing with construction permits, getting electricity, registering property, getting credit,
protecting minority investors, paying taxes, trading across borders, enforcing contracts, and resolving insolvency.
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Taiwan’s ability to implement those reforms will be the “primary determinants of the quality of Taiwan’s
investment environment going forward.”*?® AmCham Taipei has also said that among other regulatory reforms,
Taiwan’s participation in FTAs, namely the TPP, will be critical for its ability to increase FDI.}?2 Given Taiwan’s
declining ranking on ease of starting new businesses and obtaining credit, the next administration’s ability to
improve these shortcomings will also be key to improving Taiwan’s overall investment climate and negating the
threat of an investment “hollowing out.”

Taiwan continues to register a very large current account surplus, though exports have been steadily declining in
2015. In the first half of 2015, Taiwan’s current account surplus accounted for 14.5 percent of GDP, an increase of
2.1 percent year-on-year.'?® However, October 2015 saw an 11 percent drop in exports year-on-year, the seventh
consecutive month of declining exports.’?* Given that nearly 40 percent of Taiwan’s exports are bound for China,
the decline is primarily attributed to China’s economic slowdown.'?® Taiwan’s total trade with China (including
Hong Kong) as a share of overall trade doubled from about 15 percent in 2000 to about 30 percent since 2010 (see
Figure 12).

Figure 12: Share of Taiwan’s Trade with China and the United States, 1999-2015
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Note: 2015 data is based on trade only between January and September 2015.
Source: Taiwan Ministry of Finance via CEIC database.

The combination of Taiwan’s export-led growth model with this disproportionately large share of trade with China
has led to an environment in which Taiwan’s growth has become directly dependent on trade with China. Both
political parties are calling for a diversification of export markets in light of the high degree of vulnerability of
Taiwan’s economy to fluctuations in China’s economy. In addition to leveraging other sources of growth beyond
exports to China, such as consumption and fixed asset investment, diversifying Taiwan’s export markets will be
critical to reducing its dependence on China.

To expand Taiwan’s external economic relations, Mr. Chu has pledged that, if elected, he will strive for participation
in more FTAs. In October 2015, Mr. Chu said, “Taiwan is an island economy, and the most important challenge for
us is to accede to the Mainland-led RCEP [Regional Comprehensive Economic Partnership®], and the U.S.-backed
TPP.”'?® Mr. Chu has also said he intends to turn Taiwan into a “free-economy island” through deeper trade
liberalization as part of his “three bows, four arrows” strategy, which seeks to build Taiwan’s technological strength
and upgrade its industrial sector to increase its global competitiveness in high-tech industries.?” Mr. Chu warned
that Taiwan’s exclusion from FTAs risked isolating the country in the same way as North Korea.'® Given that
China has stipulated concluding all ECFA-related agreements as a precondition for Taiwan’s participation in RCEP,

* RCEP is a prospective FTA initiated by the Association of Southeast Asian Nations (ASEAN) and includes China as a key member.
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it is likely a Chu Administration would follow President Ma’s policies of prioritizing cross-Strait trade
liberalization.

Dr. Tsai has also stressed the importance of diversifying Taiwan’s export markets, but unlike Mr. Chu, prioritizes
U.S.-Taiwan economic liberalization over cross-Strait trade. Specifically, Dr. Tsai has said there is “an urgent need
for Taiwan to participate in the TPP,” setting up a special task force to explore the policy reforms Taiwan would
need to implement in order to gain TPP admission.”? Given Dr. Tsai’s desire to increase U.S.-Taiwan trade and
investment, progress toward a U.S.-Taiwan Trade and Investment Framework Agreement (TIFA) may proceed
more quickly than ECFA negotiations under a DPP administration, though progress hinges on Taiwan market access
for U.S. pork exports, an ongoing obstacle to finalizing the TIFA. The DPP has stated it will not seek to overturn
existing agreements under ECFA, but “will attempt to improve their implementation,” and that future agreements
would be contingent on the cross-Strait supervisory bill in the Legislative Yuan becoming law.'*® As such, it is
unlikely the next phase of ECFA, particularly the CSSTA, would progress as rapidly under a DPP-led government
as the early harvest agreement did under President Ma.

Cross-Strait Economic Relations

A closer examination of the rising flows of people, goods, and investment across the Taiwan Strait further illustrates
Taiwan’s increasing economic dependence on China. China is Taiwan’s largest trade partner and leading source of
FDI, while Taiwan accounts for only 4 percent of China’s total trade.'®* As the volume of cross-Strait trade and
investment increases, worries over Taiwan’s vulnerability to Chinese influence and economic coercion are
escalating. These fears, the same that drove protestors to occupy the Legislative Yuan in the 2014 Sunflower
Movement, have shaped both major political parties’ economic platforms.

Cross-Strait trade and investment, which rose significantly under President Chen, has continued—albeit more
modestly—to increase under President Ma, despite the global financial crisis and China’s economic slowdown. In
part, the dramatic increase in cross-Strait trade and investment can be traced back to 2001, when Taiwan and China
each joined the WTO and underwent substantial economic liberalization; the most significant cross-Strait economic
gains occurred from 2000 to 2007, with annual trade increasing from $10 billion to $90 billion (see Figure 13). In
the first nine months of 2015, cross-Strait trade made up over 22 percent of Taiwan’s global trade.*?

* Dr. Tsai has previously stated her support for Taiwan joining RCEP, of which China is a negotiating partner; however, her campaign
speeches in the final months before the election have focused primarily on TPP participation. This might be a result of China’s
stipulation that all ECFA agreements be concluded before Taiwan can be considered for RCEP. KMT candidate Mr. Chu has criticized
the DPP for advocating Taiwan’s participation in the TPP, but not RCEP. Tsai Ing-wen, “Our Role in Maintaining Regional Stability,”
Democratic Progressive Party, July 1, 2014. http://english.dpp.org.tw/chair-tsai-ing-wen-our-role-in-maintaining-regional-stability/.

T From 2001 to 2014, cross-Strait trade increased more than ten-fold, while Taiwan’s FDI into China increased by nearly 300 percent.
Bureau of Foreign Trade (Taiwan). Trade Statistics. http://cus93.trade.gov.tw/ENGLISH/FSCE/.
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Figure 13: Cross-Strait Trade, 2000-2015
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Taiwan’s exports to China account for a majority of cross-Strait trade, with China ranking as Taiwan’s largest
export market since 2003. During the Chen Administration (2000-2008), the rapid increase of cross-Strait trade
was largely the result of increased exports to the Mainland, with Taiwan’s annual exports to China increasing from
$4.2 billion to $62.4 billion."™* In recent years, Taiwan’s trade surplus with China has remained relatively stable—
it was $34 billion in 2014, the same as in 2007—although total trade has continued to see moderate growth.*3
Cross-Strait trade in services, particularly tourism, has seen notable increases since 2008, when China began
granting permission for cross-Strait travel; over four million Chinese residents visited Taiwan in 2014, compared
to just 280,000 in 2008, while 5.4 million Taiwan citizens visited China in 2014, up from 4.4 million in 2008.1%

Taiwan’s Declining Semiconductor Sector

Taiwan’s semiconductor industry, a hallmark of its export-oriented economy, is facing a growing threat of decline
as Chinese companies and the so-called “red supply chain” begin to dominate regional information and
communication technology (ICT) manufacturing. Cross-Strait trade is largely formed by regional supply chains in
the ICT sector, particularly semiconductor trade. China’s total semiconductor imports made up 56.6 percent of
global semiconductor imports in 2014, an increase from 44 percent in 2013.1% Meanwhile, Taiwan is the world’s
leading semiconductor manufacturer, exporting a total of more than $200 billion worth of semiconductor products
globally in the first nine months of 2015." However, Chinese manufacturers are increasingly sourcing from China-
based suppliers and placing fewer orders from Taiwan firms.¥” As a result, Taiwan’s semiconductor exports have
declined significantly; in the first nine months of 2015, exports of microchips, semiconductors, and printed circuit
boards to China declined 4.5 percent, 18.9 percent, and 3.3 percent, respectively, from the same period in 2014.1%
In April 2015, Taiwan’s semiconductor export orders declined 4 percent year-on-year, the first drop since July
2013.13%

China views semiconductors as “crucial for national security” and has pledged billions of dollars in investment in
the sector.'® To improve its domestic semiconductor industry, China has begun buying stakes in Taiwan’s
semiconductor companies. In October 2015, China’s state-owned Tsinghua Unigroup Ltd. bought a $600 million
stake in Taiwan’s Powertech Technology Inc., a microchip packaging and testing company. That same month,

* For more analysis of cross-Strait trade, see the U.S.-China Economic and Security Review Commission’s 2015 Annual Report to
Congress, November 2015, 498-500.

 In the first nine months of 2015, three of Taiwan’s top five exports to China were semiconductor-related, including microchips ($10.8
billion), semiconductors ($6.5 billion), and printed circuit boards ($1.7 billion). Bureau of Foreign Trade (Taiwan). Trade Statistics.
http://cus93.trade.gov.tw/ENGLISH/FSCE/.
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Tsinghua Unigroup hired the former head of Inotera Memories Inc., one of Taiwan’s largest memory chip makers,
to head up a joint venture between Micron and Taiwan’s Nanya Technology Corp.}*! As China works to bolster its
semiconductor industry, it will continue producing parts and components at lower prices to replace those made by
Taiwan firms, further increasing competition and driving down Taiwan companies’ profits.}4? Rather than relying
on Taiwan’s established semiconductor suppliers, China is slowly taking control of the global semiconductor
business, threatening the survival of this industry in Taiwan, where it has long been a key competitive advantage.'*
Seeking Chinese tax advantages and looking to reduce costs, Taiwan Semiconductor Manufacturing Company
(TSMC) announced in December 2015 it will set up a wholly Taiwan-owned manufacturing plant in China.'#
TSMC is the first company to take advantage of a September rule change that relaxed requirements mandating
investments in China be done as a joint venture with a Chinese company.4

China is also Taiwan’s top destination for FDI, accounting for 45.5 percent of Taiwan’s total outbound FDI (see
Figure 14).14¢ According to official Taiwan data, Taiwan FDI into China in the first nine months of 2015 was
approximately $7.3 billion, a decrease of 4.4 percent from the same period in 2014.1*” However, analysts believe
this amount grossly understates the actual scale of investment. According to a 2011 study, many Taiwan firms use
third-party companies—mostly registered in Hong Kong—to invest in China, which creates a discrepancy between
the stated level of cross-Strait investment and Taiwan’s actual level of investment in China.}*® Official Taiwan FDI
flows had been declining since 2010, until seeing a 13 percent increase in 2014 and further increases in the first
nine months of 2015 due to new Taiwan FDI in China’s electronic parts manufacturing and computer manufacturing
sectors. 14

Figure 14: Taiwan’s Outward FDI Flows, 2004-2015
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The creation of the Fujian Free Trade Zone, approved by China’s State Council at the end of 2014, will streamline
trade from Taiwan into China. Under the laws of the zone, there will be no pre-entry customs inspections for
imported goods from Taiwan, increasing the efficiency of trade for goods like health products, cosmetics, medical
devices, and traditional Chinese medicine. The Chinese zone will also fully open its creative and medical industries
for investors in Taiwan, promoting increased FDI into China.?®® Because the trade and investment will be flowing
exclusively into China, however, the Fujian Free Trade Zone could contribute to further “hollowing out” Taiwan’s
economy. !

In an effort to liberalize cross-Strait trade and investment, Taiwan and China have signed 21 trade deals since
President Ma took office in 2008. The two most important cross-Strait economic agreements are ECFA, signed in
June 2010, and the follow-on CSSTA. ECFA is an early harvest agreement that provides the foundation for future
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cross-Strait economic integration, laying out a roadmap for four subsequent agreements concerning investment
protection, trade in goods, trade in services, and dispute settlement. Since it was signed, ECFA has reduced tariffs
in both countries, and reportedly saved Taiwan’s firms over $1 billion in customs duties over the first four years.'>?
However, the agreement remains highly controversial. While ECFA has opened up cross-Strait trade, some in the
DPP, including Dr. Tsai, argue the deal benefits only a few of Taiwan’s largest firms at the expense of small and
medium-sized enterprises.*® Eric Chu and the KMT, meanwhile, advocate for expanding ECFA to deepen
economic ties with China.*®* Ultimately, significant progress on trade and investment deals under ECFA is unlikely,
regardless of who wins the election, because of the cross-Strait supervisory bill stuck in the Legislative Yuan; if the
supervisory bill passes, it could result in the two sides needing to renegotiate previously agreed upon but still
pending agreements.®

The CSSTA, signed in 2013, remains in Taiwan’s Legislative Yuan awaiting ratification.'®® The CSSTA would
increase cross-Strait trade in services by eliminating investment restrictions and other barriers across 64 service
industries in Taiwan and 80 service industries in China.*®” The CSSTA would cut tariffs on 10,000 categories of
goods shipped between China and Taiwan, including automotive parts, display panels, machine tools, and
petrochemicals—impacting industries that comprise about 30 percent of Taiwan’s exports.®® Promoted by
President Ma under ECFA, the CSSTA is expected to benefit Taiwan’s financial and retail industries, but public
and legislative opposition to the agreement has effectively stalled ratification.’>® The DPP and other opponents
argue the CSSTA will create unfair competition, marginalize Taiwan’s low-end service sector businesses, and
expose Taiwan to increased economic and political influence from China.%°

In the face of stalled trade negotiations, Chinese officials have released statements promoting further cross-Strait
economic integration, including applauding Taipei’s mayor after giving a speech on the merits of closer relations
with China. In June 2015, China also opened an office of its Association of the Economy and Trade Across the
Taiwan Strait (AETATS) in Taipei. The office is the second of its kind to be established in Taiwan by a Chinese
economic and trade association, and aims to promote cross-Strait trade and investment by helping its members to
establish relations with their Taiwan counterparts and conduct activities ranging from trade and investment to
exhibitions, training, and forums. 6!

*

However, not all comments from China have been favorable toward Taiwan. China released statements
reprimanding the United States for hosting Dr. Tsai at State Department headquarters in June 2015, signaling that
cross-Strait tensions could increase if Dr. Tsai is elected president in January 2016.1%? Dr. Tsai’s statements about
tilting Taiwan away from China and indications that she wants to foster closer links with Southeast Asia and bring
Taiwan into the TPP worry officials in Beijing and threaten to derail cross-Strait cooperation.1¢3

Taiwan and the United States

Although U.S.-Taiwan economic relations are expected to continue improving, the DPP has prioritized increased
ties with the United States, focusing on joining the TPP and furthering TIFA negotiations. The United States is
Taiwan’s second-largest trading partner behind China and its largest source of foreign investment.®* Strong
economic ties between the United States and Taiwan have been relatively unaffected by changes in Taiwan’s
political leadership, with economic relations slowing only from 2008 to 2009 during the global financial crisis.
However, substantive progress on ongoing trade and investment negotiations has slowed, caused by the still
unsettled question of market access for U.S. pork exports as well as a U.S. focus on other deals in the region,
especially the TPP.% While the KMT believes RCEP and other regional FTAs are equally important as
participation in the TPP, the DPP campaign has focused mainly on advocating for Taiwan joining the TPP,
suggesting a DPP-led government would be more inclined to prioritize the U.S.-Taiwan TIFA over advancing
pending cross-Strait agreements. 6

In 2014, U.S.-Taiwan annual trade reached a record high of $67.4 billion, an increase of 6 percent year-on-year,
with the United States moving ahead of Japan to become Taiwan’s second-largest trading partner.®’ Though it is

* A spokesperson for China’s Taiwan Affairs Office said, “The [meetings] went against the peace and stability of the Taiwan Strait and
harmed peaceful developments of cross-Strait ties.” Xinhua (English edition), “China Reprimands U.S. over Taiwan Meeting,” June 10,
2015. http://news.xinhuanet.com/english/2015-06/10/c_134315139.htm.
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only the 26th-largest economy in the world (based on GDP), Taiwan became the tenth-largest trading partner of the
United States in 2014, passing both India and Saudi Arabia.’®® Unlike cross-Strait trade, trade between the United
States and Taiwan has continued to increase in 2015; in the first nine months of 2015, the United States accounted
for 11.7 percent of Taiwan’s total trade, up from 10.3 percent in 2014.16°

Taiwan exports to the United States consist mostly of manufactured parts and accessories, including cell phones,
motor vehicle parts and accessories, and office machine parts and accessories.'’® The global markets for computers
and mobile phones, however, are becoming increasingly saturated, with increased competition—especially from
China—hurting Taiwan’s manufacturing sector.!’* Taiwan’s trade surplus with the United States has steadily
decreased over the past five years, down 30 percent between 2011 and 2014 (see Figure 15). In 2011, Taiwan’s
exports to the United States peaked at $36.4 billion, led by exports of cellphones ($7 billion), machine parts ($1.5
billion), and microchips ($1.4 billion). In the first nine months of 2015, Taiwan’s top exports were largely the same
as in 2011, but the volume of exports had decreased significantly; cellphones, for instance, which remain the largest
Taiwan export to the United States, registered at only $1.6 billion, down 11.8 percent from the same period in
2014.172

Figure 15: U.S.—Taiwan Trade, 2001-2015
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Compared to its trade with China, Taiwan’s trade with the United States is more diversified, but still relies heavily
on the semiconductor industry. In the first nine months of 2015, the top U.S. exports to Taiwan were semiconductor
manufacturing machinery ($2.3 billion), microchips ($2.3 billion), and aircraft ($1.3 billion).*”® While the United
States had not officially sold military equipment to Taiwan for a four-year period from 2011 to 2015, arms sales
have accounted for a substantial portion of U.S.-Taiwan trade in the past, with Taiwan receiving $2.9 billion in U.S.
defense articles between 2008 and 2011, making it the fifth-highest recipient of U.S. arms in the world during that
time.r’* In December 2015, President Obama authorized a $1.83 billion arms sale to Taiwan consisting of guided
missile frigates, anti-tank missile, amphibious assault vehicles, and other equipment, despite opposition from
China.l’™®

Investment levels between the United States and Taiwan also remain robust. In 2010, U.S. FDI into Taiwan peaked
at $22.2 billion, led by $10 billion of investments in Taiwan’s finance and insurance sector—nearly half of the total
investments. In 2014, U.S. FDI into Taiwan had decreased to $17 billion, with $4.1 billion invested in the
manufacturing of computer and electronic products. U.S. investment in Taiwan’s high-tech industries increased 151
percent from 2005 to 2014, while U.S. investment in Taiwan’s finance and insurance sector, which reached a high
of $10 billion in 2010, decreased 87 percent to $1.3 billion in 2014 (see Figure 16).17
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Figure 16: U.S. FDI Flows into Taiwan by Sector, 2004-2014
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While U.S.-Taiwan trade and investment have been strong in recent years, ongoing negotiations for further
economic cooperation have slowed under President Ma.l’” In the absence of official relations, both sides have
discussed a range of bilateral economic issues through negotiations toward a TIFA. Since being established in 1994,
the U.S.-Taiwan TIFA talks have included high-level economic and trade consultations, bilateral trade dispute
resolution, trade promotion, and investment cooperation between the U.S. and Taiwan. Recently, however, these
negotiations have repeatedly hit major pitfalls.t”® TIFA talks were on hold from 2007 to 2012 due to Taiwan’s
refusal to import American beef containing ractopamine, a common feed additive, but resumed in 2013 when the
Taiwan legislature partially lifted restrictions.*”® More recently, meetings scheduled for April 2015 were postponed
to allow the United States to focus on completing the TPP and trade promotion authority negotiations.

Nevertheless, on a trip to Taipei in June 2015, Assistant Secretary of State for Economic and Business Affairs
Charles Rivkin stated that unofficial talks about how to enhance bilateral economic cooperation continue to occur
regularly.’ In October 2015 in Taipei, U.S. and Taiwan officials held a TIFA meeting that included discussions
on a range of bilateral economic issues, including agriculture, pharmaceuticals and medical devices, intellectual
property rights, trade barriers, and investment.8? In addition to these issues, the talks covered a potential bilateral
investment agreement and Taiwan’s aspirations to join the TPP. The meeting reportedly did not include a discussion
about Taiwan’s restrictions on U.S. pork imports, which remains a contentious area in ongoing negotiations. Since
2012, members of Congress have raised concerns about Taiwan’s restrictions on U.S. pork. Several key roadblocks
to overturning restrictions include pressure from Taiwan’s pork industry and Taiwan citizens’ aversion to the use
of ractopamine in pork production.'®® Although Taiwan loosened some restrictions on residual levels of ractopamine
in U.S. beef imports, it maintains these restrictions on pork imports.3 If Taiwan can create a food source labeling
system, allowing those opposed to consuming ractopamine to buy domestically produced pork, it could minimize
the opposition from consumer organizations.*

While both the KMT and DPP have stated their desire to advance TIFA, the DPP may be better positioned than the
KMT to further TIFA talks. The KMT’s focus on China-centric economic agreements, along with statements from
Mr. Chu defending strict food safety standards, suggest that resolving pork import disputes would not be prioritized
under a KMT administration, leading to little progress on TIFA.'® Meanwhile, Dr. Tsai has indicated that her
administration may allow imports of pork containing ractopamine.'®” The DPP’s plan for diversifying trade hinges
on joining the TPP, providing significant incentive for the party to compromise on pork import restrictions.'® To
appease Taiwan’s agriculture sector—traditionally a DPP ally—which has been resisting foreign imports, Dr. Tsai
has stated that she will seek reforms to boost farmers’ competitiveness in international operations while also
working to pass a labeling system and lift the ractopamine restrictions. &
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Taiwan and the Association of Southeast Asian Nations (ASEAN)

Under the Lee Tung-hui Administration (1988-2000), Taiwan launched a “Go South” policy aimed at fostering
economic linkages between Taiwan and Southeast Asia, which led to a significant expansion in Taiwan’s trade and
investment relationship with ASEAN. Since 2000, Taiwan’s total trade with ASEAN countries has more than
doubled (see Figure 17). As with Taiwan’s overall trade, its trade with ASEAN expanded more rapidly in the years
immediately following its 2001 WTO accession. In 2014, Taiwan’s total trade with ASEAN measured $93 billion,
with Singapore, Malaysia, Vietnam, and Indonesia ranking as its top ASEAN trading partners.'®! In addition to
trade, Taiwan investment into ASEAN is also increasing, though it still pales in comparison to Taiwan’s China-
bound FDI.%%2 However, rising wages and overall input costs in China have made ASEAN a more attractive
destination for Taiwan’s textiles and low-tech electronics manufacturing.!*® From 2002 to 2012, Taiwan’s bilateral
investment with Indonesia, Malaysia, Philippines, Thailand, and Vietnam increased from $503 million to $6
billion.t** Taiwan FDI in Vietnam is heavily focused on low-end manufacturing, whereas in the Philippines and
Malaysia investment is primarily focused on manufacturing of intermediate goods for the ICT sector.%

Figure 17: Taiwan Trade with ASEAN, 2000-2015
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Taiwan’s engagement with Southeast Asia since the launch of the “Go South” policy in 1993 has been an important
part of its strategy to diversify beyond trade with China, and is therefore gaining renewed attention in the current
election season.'® Dr. Tsai has proposed a “new southward policy” that expands beyond continued economic ties
with ASEAN." Dr. Tsai’s proposal aims to expand the policy to include greater cultural, educational, and civilian
exchanges.®® Moreover, the new policy aims to build stronger relations with India and Burma (Myanmar),
including increased trade and investment.?® While the KMT does not have an official position on expanding
relations in Asia, their ambitions to join RCEP, an ASEAN-organized trade deal, and interest in participating in the
Asian Infrastructure Investment Bank and “One Belt, One Road” initiative” further indicates that the KMT’s
approach to global economic engagement is primarily based on expanding economic relations with China.?®

Taiwan and Japan

Japan is Taiwan’s third-largest trading partner, behind China and the United States, accounting for 10.5 percent of
Taiwan’s total trade.?®* Unlike trade with China or ASEAN, however, trade growth with Japan has not increased in
recent years. Trade peaked in 2011 at $70 billion, but has been declining in recent years, down to $61.5 billion in

* For more analysis of the AIIB and “One Belt, One Road” initiatives, see the U.S.-China Economic and Security Review Commission’s
2015 Annual Report to Congress, November 2015, 61-62 and 395-398.
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2014—the same level as 2005.2°2 Japan and Taiwan’s strong economic relationship is in part a result of their shared
history. From 1895 to 1945, Taiwan was a Japanese colony, and benefitted from a strong agricultural and industrial
base as a direct result of Japanese investments to build better irrigation and reservoir systems.?%® Today, economic
relations between Japan and Taiwan are driven by the Taiwan-Japan Investment Protection Agreement, signed in
September 2011, which established a model for dispute settlements and focused on investment promotion,
protection, and liberalization.?** Taiwan and Japan also signed a fisheries agreement in April 2013, allowing both
countries access to the waters beyond 12 nautical miles of the disputed Senkaku Islands (called the Diaoyu Islands
in China and the Tiaoyutai Islands in Taiwan) in the East China Sea. The deal established a fisheries commission
to review disputes on an annual basis and allocated 1,400 additional nautical miles of fishing zones to Taiwan.?

While the Taiwan-Japan Investment Protection Agreement and fisheries agreement were signed under President
Ma, the KMT typically focuses less on forging closer relations with Japan than does the DPP. Mr. Chu has not
mentioned Japan directly since he became the KMT’s candidate, only speaking about Japan in relation to RCEP
and the TPP, and has yet to visit Japan in the run-up to the election.?% Dr. Tsai, on the other hand, met with officials
from Japan’s two major political parties during her trip to Japan in October 2015, discussing security, regional
economic integration, and a stronger economic relationship.?’ Joseph Wu, the DPP’s secretary-general, also
described Japan as “Taiwan’s most important as well as the best friend in the region.”?%

Taiwan and its Free Trade Partners

As of 2015, Taiwan has bilateral FTAs with Paraguay, the Dominican Republic, Guatemala, Nicaragua, Panama,
New Zealand, and Singapore, and one trilateral FTA with El Salvador and Honduras.?®® Taiwan’s low number of
FTAs is mostly due to political pressure from China, which deters countries from signing agreements with
Taiwan.?'? Taiwan succeeded in signing FTAs with its Central American partners largely because these are some
of the few countries that maintain diplomatic relations with Taiwan.?* As such, Taiwan’s most recent FTAs with
New Zealand and Singapore, which do not have formal relations with Taiwan, were hailed as great successes.?'?
According to reports in Taiwan, Beijing did not obstruct these deals because Singapore and New Zealand already
have trade pacts with China.?*2 In the first nine months of 2015, Taiwan’s trade with Singapore reached nearly $19
billion, making it Taiwan’s sixth-largest trade partner.?** However, aside from Singapore, Taiwan conducts a
negligible level of trade with its FTA partners. In the first nine months of 2015, Taiwan’s trade with its FT A partners
(excluding Singapore) represented just 0.4 percent of its global exports and 0.5 percent of its global imports.?t5

Unlike with other FTAs, the FTAs with New Zealand and Singapore required Taiwan to classify itself as a “Separate
Customs Territory of Taiwan, Penghu, Kinmen and Matsu,” its WTO designation, to avoid protest from Beijing.?*®
In addition, some analysts argue that signing ECFA helped ease Chinese opposition to the agreements with
Singapore and New Zealand and will continue to allow for Taiwan’s participation in other FTAs.?!” Taiwan hopes
to sign similar FTAs with India, the Philippines, and Israel.?8

Taiwan’s bilateral FT As set the foundation for its overarching ambitions to join new multilateral FTAs such as the
TPP and RCEP. Many officials in Taiwan, including President Ma, have advocated for Taiwan’s participation in
both the TPP and RCEP. President Ma pledged in his 2012 inaugural address to prepare Taiwan for TPP inclusion
within eight years.?'® Meanwhile, Deputy Minister of Taiwan’s Mainland Affairs Council Lin Chu-chia said
Taiwan’s exclusion from these trade deals “[is] a big problem” because “international economic co-operation is
quickly increasing and Taiwan is a small, open economy”; therefore “without TPP and RCEP, [Taiwan] is in big
trouble.” 2 Five of Taiwan’s top ten trading partners will be TPP members, representing 35 percent of Taiwan’s
total trade.??! Some estimates project that if Taiwan were to join RCEP, its GDP could increase by as much as 4
percent.??2 In the current election, the DPP has focused on TPP participation, while the KMT has prioritized
participation in RCEP. Given that China has stipulated that Taiwan must complete all ECFA agreements before
consideration for RCEP, and that completion of the U.S.-Taiwan TIFA would help pave the way for Taiwan’s
participation in the TPP, it is expected that a KMT administration would further trade liberalization with China, as
under President Ma, while a DPP-led government might prioritize deeper economic cooperation with the United
States (see “Election 2016: Debating Taiwan’s Economic Future”).
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Conclusions

Taiwan’s upcoming presidential and legislative elections will take place against the backdrop of a struggling
economy marred by near-zero growth, stagnant wages, rising prices and the looming threats of an energy shortage,
low domestic investment, and overdependence on China. These economic problems, largely at the forefront of the
minds of Taiwan’s electorate, are expected to be the deciding factors in the January 2016 election. The following
conclusions outline some of the key findings of this report regarding Taiwan’s economic challenges, the political
debates surrounding them, and future policy options to steer Taiwan’s economy back toward sustainable growth.

Taiwan’s two major political parties—the Chinese Nationalist Party (KMT) and the Democratic
Progressive Party (DPP)—have shifted the focus of their campaigns from the traditional question of
Taiwan’s sovereignty to economic issues, where divergent views on the future direction of Taiwan’s
economy now largely determine how Taiwan citizens will cast their votes.

The DPP, led by its presidential candidate and election frontrunner Dr. Tsai Ing-wen, generally advocates
for improving Taiwan’s domestic economy by expanding social welfare benefits, raising the minimum
wage, and promoting local sources of innovation. Meanwhile, the incumbent KMT and its candidate Eric
Chu prioritize Taiwan’s external economic relations, advocating further trade liberalization—especially
with China—as a means of supporting export-led growth.

Stagnant wages combined with unemployment in Taiwan’s largely high-skilled workforce, weak
entrepreneurial innovation, and low inbound investment explain why Taiwan is in a period of slowing
economic growth. The severity of these domestic economic problems may explain why DPP candidate Dr.
Tsai has maintained a strong lead in election polls.

With China ranking as its largest trade partner, Taiwan’s export-oriented economy has become dependent
on China and vulnerable to fluctuations in China’s economy. Notably, China’s recent economic slowdown
has lowered Taiwan’s exports to China, contributing to a growth rate that has slowed to nearly zero.

Although China carries the dominant share of Taiwan’s trade, Taiwan maintains strong economic relations
with the United States, Southeast Asia, Japan, and a small number of FTA partners. Further economic
cooperation with a wider range of partners could help Taiwan diversify its export markets, identify solutions
to its energy shortage, and attract much needed inbound foreign direct investment.

Both major political parties are advocating for a diversification of export markets through Taiwan’s
participation in a broader set of FTAs. The KMT prioritizes trade liberalization with China under the cross-
Strait Economic Cooperative Framework Agreement (ECFA) as a means of gaining admission to other
FTAs. Meanwhile, the DPP campaign is advocating primarily for Taiwan’s participation in the U.S.-backed
Trans-Pacific Partnership (TPP).

Regardless of the election’s outcome, progress on pending ECFA-related agreements will be limited.
Besides needing to sign into law the cross-Strait supervisory bill, pending agreements will need to be
reviewed under the new supervisory structure and potentially be renegotiated, which China may be
unwilling to do.

The DPP campaign’s focus on the TPP and the party’s historical political ties to Taiwan’s agricultural sector
suggest it might be more inclined toward and politically capable of making key concessions on market
access for U.S. pork products as a means of finalizing negotiations toward a U.S.-Taiwan Trade and
Investment Framework Agreement (TIFA), which it may see as setting the foundation for Taiwan’s future
TPP candidacy.
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Appendix

Appendix I: The DPP’s Economic Leadership

The expected transition to a DPP-led government in Taiwan would usher in a new team of economic policymakers.
The following individuals are a selection of economists who serve as top advisors to Dr. Tsai and would likely take
on prominent roles in steering Taiwan’s economy if Dr. Tsai wins the election. Several of these individuals served
in key economic policymaking roles under the 2000-2008 DPP administration of Chen Shui-bian.

Lin Chuan: A U.S.-trained economist, Dr. Lin Chuan is among the most prominent of the DPP’s economic
advisors. Dr. Lin served in two key economic roles during the Chen Administration: Minister of Finance (2002—
2006) and Director-General of Budget, Accounting and Statistics (2000-2002).%% Since the end of the Chen
Administration, Dr. Lin has continued to serve as a leading economic strategist for Dr. Tsai and the DPP. From
2012 to 2014, Dr. Lin served as the Executive CEO of the Thinking Taiwan Foundation, which was founded by Dr.
Tsai; since 2014, he has served as the president of the DPP’s think tank, the New Frontier Foundation.??* Dr. Lin
has criticized the Ma Administration for focusing solely on improving economic ties with China while allowing
Taiwan-based businesses with interests in China to dictate the direction of cross-Strait negotiations.??® Dr. Lin
argues the Ma Administration’s failure to identify and develop new economic engines for growth and “narrow
focus” on free trade with China has led Taiwan into its current period of economic stagnation.??® Dr. Lin has
advocated for a comprehensive growth strategy that includes stimulating innovation, financial sector reform, and
diversification of free trade partners.??’

Hu Sheng-cheng: Dr. Hu Sheng-cheng, also a U.S.-trained economist, likewise served as a prominent economic
advisor under the previous DPP administration. Under former President Chen, Dr. Hu served as the chairman of
both the Financial Supervisory Committee (2007—2008) and the Council of Economic Planning and Development
(2004-2007). He served on the Board of Directors of Taiwan’s central bank from 2000 to 2001, and as a minister
without portfolio advising then President Chen on laws and bills submitted by the Ministries of Economic Affairs,
Finance, Agriculture, Labor, and Health.?2 He currently sits on the board of the DPP think tank New Frontier
Foundation and regularly advises Dr. Tsai on economic issues. Dr. Hu believes Taiwan’s economy has become too
reliant on exports, specifically the export of high-tech manufactured goods, arguing that Taiwan should diversify
its areas of competitive advantage by linking high-tech sectors with more traditional industries, such as precision
machinery.??® He believes Taiwan should be using its strong presence in China to expand to other regional markets.
He has also cited the need to expand investment opportunities domestically to curb capital flight and foster economic
growth. Dr. Hu has also called for greater financial sector liberalization and government deregulation.?®

Shih Jun-ji: An expert in financial economics, industrial economics, and anti-trust policy, Dr. Shih Jun-ji is another
senior economic advisor to Dr. Tsai and a board member of the New Frontier Foundation.?®! Dr. Shih served a short
but tumultuous tenure as Chairman of the Financial Supervisory Committee (FSC), Taiwan’s financial regulator,
from August 2006 to January 2007. Formerly the commissioner of the Fair Trade Commission (1998-2001), Dr.
Shih was appointed to the FSC in the aftermath of a corruption crisis surrounding his predecessor, and was expected
to restore trust in the agency.?3 Six months after his appointment, Dr. Shih submitted his resignation after a major
Taiwan conglomerate collapsed, exposing extensive malpractice in Taiwan’s financial sector.?*® Recently, Dr. Shih
has spoken on Taiwan’s trade strategy, stating that “cross-Strait economic and trade consultations must continue to
go forward” to remedy existing problems such as a currency settlement agreement that has allowed traders in China
to earn interest payments of nearly $1 billion on the backflow of renminbi (RMB) from Taiwan.?* Dr. Shih has
also expressed his support for Taiwan’s entry into the TPP and has stated that the current KMT-led government’s
efforts for Taiwan to join the TPP would continue with a “seamless transition” under a Tsai Administration.?®

Kung Ming-hsin: Dr. Kung Ming-hsin is currently the vice president of the Taiwan Institute of Economic Research,
a private independent think tank in Taiwan, and an adjunct researcher of science and technology at the Advisory
Group of Taiwan’s Executive Yuan. Dr. Kung is leading an industrial task force for the Tsai campaign, and with
his combined expertise in economics and technology policy has spearheaded some key proposals on the Tsai
economic platform.?®® For example, Dr. Kung helped develop Dr. Tsai’s proposal to establish Taiwan as a regional
industrial center for biomedical research and development (R&D) and has said there is potential for greater cross-
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Strait cooperation in this area, including increasing Taiwan’s medical equipment exports to China.?¥” Dr. Kung has
also stated his support for Dr. Tsai’s proposal to develop Taiwan’s national defense industry, estimating the plan
will generate $7 billion to $12 billion in net profits and about 8,000 jobs.?%®

Chen Po-chih: Currently the chairman of Taiwan Think Tank, Dr. Chen Po-chih served as the Minister of the
Council for Economic Planning and Development from 2000 to 2002 and was a key economic advisor in both the
Lee and Chen Administrations.?*® Dr. Chen has criticized the Ma Administration for failing to address Taiwan’s
fundamental economic problems, for which he accuses the government of hiding behind statistics and rankings.*
Dr. Chen has advised that Taiwan should focus on developing sectors where it has a niche competitive advantage,
such as certain high-tech goods, rather than simply linking itself to popular trends in the global economy.?* Dr.
Chen has also blamed unfair economic policies in China that favor domestic firms for imbalances across the Taiwan
Strait and has called on Taiwan’s authorities to use information obtained by Taiwan investors in China to protest
such policies through the WTO.24?
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Appendix Il: Select Taiwan Trade Partners

USS billions Share of Taiwan's Total Trade (%)
2000 2005 2010 2015 2000 2005 2010 2015
Exports 4.2 43.6 76.9 53.9 2.8 22 28 25.4
China Imports 6.2 20.1 35.9 32.7 4.4 11 14.3 18.8
Balance (2) 23.5 41 21.2
Exports 34.8 29.1 31.5 25.9 23.5 14.7 11.5 12.2
United States Imports 25.1 21.2 25.4 19.3 17.9 11.6 10.1 11.1
Balance 9.7 7.9 6.1 6.6
Exports 16.6 15.1 18 14.4 11.2 7.6 6.6 6.8
Japan Imports 38.6 46.1 51.9 29.2 27.5 25.2 20.7 16.8
Balance (22) (31) (33.9) (14.8)
Exports 31.1 34 37.8 28.4 21.1 17.2 13.8 134
Hong Kong Imports 2.2 2.1 1.6 1.1 1.6 1.2 0.6 0.6
Balance 28.9 31.9 36.2 27.3
Exports 3.9 5.9 10.7 9.6 2.6 3 3.9 4.5
South Korea Imports 9 13.2 16.1 9.8 6.4 7.3 6.4 5.7
Balance (5.1) (7.3) (5.4) (0.2)
Exports 5.5 8 12.1 134 3.7 4.1 4.4 6.3
Singapore Imports 5 5 7.6 5.5 3.6 2.7 3 3.2
Balance 0.5 3 4.5 7.9
. Exports 13 194 29.9 25.6 8.8 9.8 10.9 12.1
ASEAN (excluding
Singapore) Imports 15.2 16.2 21.3 16.6 10.9 8.9 8.5 9.5
Balance (2.2) 3.2 8.6 9
Other FTA Exports 0.9 1 1.1 0.8 0.6 0.5 0.4 0.4
Partners Imports 0.4 0.6 0.8 0.9 0.3 0.3 0.3 0.5
(excluding
Singapore) Balance 0.5 0.4 0.3 (0.1)

Note: Data for 2015 are through September.
Source: Bureau of Foreign Trade (Taiwan). Trade Statistics. http://cus93.trade.gov.tw/ENGLISH/FSCE/.
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