2007 TAIWAN WHITE PAPER: OVERVIEW

TIGERS IN TRANSITION

BIFURCATED ECONOMY

The four Asian Tigers — Hong Kong, Singapore, South
Korea, and Taiwan - gained international acclaim between
the early 1970s and the mid-1990s for their records of rapid
industrialization and sustained high growth rates. Now that
these economies are fully developed or nearly so, how does
Taiwan measure up? Has maturity taken a toll on its health
and vigor? Is the Tiger losing its bite?

Today, Taiwan finds itself in a very different jungle
where its territory is increasingly being challenged, if not
grabbed, by its fellow Tigers. Hong Kong and Singapore have
become models of truly internationalized societies run by
governments that have embraced globalization by facilitating
the growth of sophisticated high-tech industry, stimulating
free-wheeling development of service industries, and investing
heavily in infrastructure such as highways, airports, and
communication networks. Meanwhile, South Korea — which
took a heavy hit during the 1997 Asian financial crisis —
recovered, reorganized, and reinvigorated itself to the point
where it is now the world’s ninth largest economy and a
growing competitor in the same high-tech sectors that are
driving Taiwan’s economy. A few years ago South Korea
jolted Taiwan by jumping ahead in per capita GDP, and in
April of this year it succeeded in signing a comprehensive
Free Trade Agreement (FTA) with the United States,
arousing further concern about Taiwan’s future comparative
competitiveness.

Even though much of the spotlight currently focuses on
the economic rise of the new Asian Tigers — China, India, and
Vietnam — nevertheless, old Tigers Hong Kong, Singapore,
and South Korea demonstrate that mature economies can still
generate substantial interest from domestic and international
investors if they build world-class infrastructure, attract top
human resources, upgrade regulatory regimes, and reform
taxation policies. Although Taiwan’s record in such areas
has thus far been less than impressive, that doesn’t mean the

Tiger has lost its teeth.

Taiwan’s macroeconomic numbers give every indication
of a healthy economy. Most projections for 2007 call for an
economic growth rate of 4.3% (some estimates are as high
as 4.6%), per capita GDP of US$16,537 (clearly a “mature”
economy), an unemployment rate of 3.84% (down slightly
from last year’s already low 3.91%), and foreign exchange
reserves of US$267.5 billion (about the same as last year).
According to a recent UBS report, inflation will probably
average around 1% for the next year or two. Perhaps
the most startling statistical change in 2006 was a leap in
foreign direct investment (FDI) from US$4.23 billion to
US$13.97 billion. A significant portion of this was in the
area of mergers and acquisitions, primarily in the banking
and high-tech sectors. These statistics indicate that Taiwan
enjoys a reasonably healthy, maturing economy (see Figures
1-10, page. WP-11); it ranks as the 26th largest economy
worldwide.

These figures are all slightly stronger than this time last
year when AmCham’s 2006 Taiwan White Paper went to
press, but a couple of caveats deserve mention. First, Taiwan
has an increasingly bifurcated economy. The primary driver
of its positive macro numbers is a still extraordinary prowess
in high-tech manufacturing — its semiconductors, flat panel
displays, and related IT/computer components are world-
class and still gaining strength. These sectors have highly
talented people working in top-grade facilities, giving the
companies superior agility and flexibility in international
markets. Moreover, Taiwanese businesses have also
integrated their manufacturing with assembly operations
in China that are also run by Taiwan companies. Looking
forward, however, China, India, and South Korea are
already competing vigorously for investor attention, and the
Taiwan government’s China-sensitive strictures on business
operations threaten to further restrict competitive capability
and growth. As one sector player says, “If government
restrictions marginalize Taiwan’s importance in the supply
chain, then it’s ‘Game over.””
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Outside the high-tech sector, views of the economy are less
upbeat. Retail sales (except for high-end luxury goods) and
the overall service sector remain lackluster at best. Despite
an ambitious Service Industry Development Plan unveiled by
the Taiwan Cabinet in early 2004, not much has happened
to jumpstart this lagging portion of the economy. Although
it accounts for 73% of GDP, the spectrum of services is
narrow and the overall quality is typically not at international
standards. One result of the weak performance in services
is an impact on family wealth. According to recent UBS
investment research reporting, no appreciable overall rise in
household incomes has been occuring; the average annual
growth in earnings is hovering at around 1% — and even less
after adjusting for inflation — which is one reason for the
current low level of consumer confidence.

Some infrastructural issues are also cause for concern.
In recent years, the bitter political rows between the ruling
and opposition parties have sharply curtailed government
investment, including construction of power plants,
reservoirs, and flood control projects. Such decisions are
setting the scene for power brownouts (there are already
voltage quality issues) and water shortages in the not-
too-distant future. Problems with adequate and high-
quality water and power have potential negative impact
on all business sectors and everyone’s quality of life, and
are especially worrisome because they threaten the prime
engines of the economy. Existing high-tech facilities and
significant new investment slated for the center and southern
part of the island, especially in flat-screen and DRAM-
related technology, are all energy-intensive operations. Also
worrisome are the long delays in completing the new power
facilities that are especially needed in northern Taiwan. And
even though the rains have cooperated in the past few years,
the next drought is likely to demonstrate glaringly how little

has been done to upgrade water storage systems.

POLITICS TRUMPS ECONOMICS

Over the past three decades Taiwan has mattered to the
rest of the world, despite its growing diplomatic isolation,
because of its powerful economy. It has parlayed an
aggressive entrepreneurial spirit and a constructive mix of
government and private-sector coordination on industrial
development into notable success as a leading player in the
global marketplace.

Since the late 1990s, the rapid achievement of Taiwan’s
democratic development has also drawn international
acclaim. During that time span, the process of making and
implementing government policies, laws, and regulations has
become more transparent, but also much more complex. Top-
down decision-making and central planning models are now
passé. But since the rise of a multiparty system, and especially
after the change in ruling party in 2000, arriving at broad

agreement on policy measures — including those necessary
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to ensure Taiwan’s economic competitiveness — has become
increasingly difficult. The super-intense political wrangling
among political parties, party factions, and political leaders
has stalemated legislative action and driven national
economic interests to the margins of public discourse.

This debilitating political deadlock is one of the most
persistent and disappointing concerns found in AmCham
White Papers of the past several years — second only to the
universal frustration over the more than 15 years of waiting
for direct cross-Strait travel. Questions of sovereignty and
national identity invariably grab headlines, pre-occupying the
political leadership across party lines to the seeming exclusion
of all else. At the same time, no issue (however trivial) escapes
politicization, and politics always trumps economics.

Yet the logjam may well be broken with a newly elected
legislature and during the campaign-period run-up to
next year’s presidential election. Political leaders may no
longer be able to ignore the public’s wish, as expressed
in recent opinion polls, to see more attention paid to
Taiwan’s economic agenda. This year’s Taiwan White Paper
respectfully recommends a broad range of items for that
agenda. The Committee Priority Issues Section (starting
on page WP-18) gives detailed recommendations on more
than 50 legal, regulatory, and enforcement issues worthy of
immediate attention. Of these, one common theme deserves

highlighting because of its impact across business sectors.

REGULATORY MORASS

This year, regulatory problems dominate AmCham
committees’ White Paper submissions. The complaints fall
into several categories: inadequate transparency, violation
of due process, legislator interference on behalf of private
interests, insufficient consultation with domestic and
foreign industry players prior to promulgation, inconsistent
interpretations and enforcement by regulators, an increase
in “Taiwan-unique” regulations that are at variance with
international best practices, inadequate prepartation
time between promulgation and enforcement, and a rise
in superfluous regulations that waste government and
business time while increasing compliance costs. The rapidly
growing body of new regulations and confusion over their
enforcement have been sapping regulatory efficiency.

Why this phenomenon is taking place is not totally clear.
One reason may well be the high turnover among cabinet
officials over the past seven years, which makes it difficult to
sustain consistent government policies and provide adequate
oversight. As this White Paper goes to press, Taiwan has just
gained its sixth premier in seven years (there have also been
five finance ministers and six ministers of economic affairs).
Given the frequent changes, and the learning curve needed
for any new ministerial appointment, much of the decision-
making appears to have devolved to lower-level civil servants.

What has been lost is regulatory discipline. Senior officials are



expected to demand due process and consistency from their
subordinates in the implementation of regulations. Without
that discipline, the industries being regulated may find
themselves grappling with idiosyncratic interpretations of the
rules.

This problem is further complicated by a breakdown of
cross-ministry and cross-agency coordination on regulatory
issues, a problem compounded by an increase in the number
of regulators to which business sectors are subject. Moreover,
Taiwan regulatory agencies have been effectively isolated
from participating in international forums, preventing them
from keeping up with international best practices. Also of
concern are the politically driven cross-Strait regulatory
barriers that Taiwan has erected on investment, human
resource flows, and imports (see this month’s Editorial on
page 6). These hurdles are having significant impact on
business plans, compliance costs, and return on investment,
influencing corporate decisions on whether to invest further

in Taiwan.

CROSS-STRAIT LINKS

AmCham has been compiling an annual Taiwan
White Paper since 1996. Each one has pointed out the
overwhelming importance of regularizing the flow of people,
goods and services, and investment across the Taiwan Strait,
with special emphasis on the value of direct transportation
links for domestic and multinational business efficiency
and effectiveness. Nothing can be said that hasn’t been said
repeatedly before about how the failure to act on this issue
has isolated, constrained and damaged Taiwan’s economy.
So on cross-Strait links, the AmCham message to the Taiwan

government remains clear and unequivocal: Just do it!

U.S.-TAIWAN TRADE RELATIONSHIP

Although the United States and Taiwan have had a
strong trade relationship for decades, it’s time to rethink
the substance of that trade. As a well-developed service-
based economy, the United States has highly successful
business models and best practices, world-class standards
and technical know-how, and employee skill sets and training
processes that could be transferred to Taiwan through
investments and strategic alliances. Healthcare, tourism,
biotech R&D, education, and business services are just some
of the sectors that could benefit from U.S. investment and
alliances with Taiwanese companies.

Building upon the long-term U.S.-Taiwan trade
relationship would also be an excellent way for Taiwan to
differentiate itself from China, where legal rights remain
poorly protected and government regulation remains highly
unpredictable. Taiwan is capable of swiftly building a much

more welcoming environment for service-sector investment,

especially if it concentrates on IPR protection and revamping
the work-permit system. The long experience Taiwan has
accumulated in OEM manufacturing and attracting IT
investment could serve as a good model for boosting service-
industry competitiveness if it leads to improved investment
incentives and easier human-resource flows.

One of the biggest potential boosts to U.S. investment
in Taiwan would be a bilateral Government Procurement
Agreement (GPA). Political factors have stood in the way of
Taiwan’s fulfilling its intention to sign the multilateral GPA
under the World Trade Organization, but the focus is now
shifting to negotiating a bilateral GPA with the United States.
Taiwan has a US$26 billion-a-year government procurement
market, but various regulatory and tendering obstacles have
discouraged foreign companies from pursuing contracts. If
these problems could be resolved through a Taiwan- U.S.
GPA, it should help to rekindle the sense of excitement —
and willingness to invest — that American firms formerly felt
about the economic opportunities in Taiwan.

Another benefit is that Taiwan could gain access to the
best design, engineering, and construction talent in the
United States, while its own industries (such as computer
manufacturers) could more easily bid on U.S. government
tenders. Seizing this opportunity to negotiate a bilateral
GPA with the United States would demonstrate that Taiwan
remains a reliable trading partner, a major industrial power,
and an economy with too many opportunities to be ignored.
Increasingly, the United States should serve as a source of
world-class standards and business practices that Taiwan
can draw upon, adapt, and refine. At the same time, U.S.
manufacturing and service businesses have much to gain
through invigorated interaction with Taiwan companies.
Fortunately, a bilateral GPA is among the numerous
constructive topics included in the Trade and Investment
Framework Agreement (TIFA) talks being pursued between
Taipei and Washington (see Commentary, page 8).

CONCLUSION

This year’s health check shows that the Taiwan Tiger
certainly retains strong teeth and a formidable bite, especially
in high-tech sectors. But take a closer look at those gums.
It is common knowledge that if the foundation is weak, the
bite loses its strength. The cultivation of stronger economic
and political institutions cannot cease, especially as societies
mature. One hopes that there is enough political and popular
will in Taiwan to ensure that the older this Asian Tiger gets,
the more aggressively it will use its experience to take on
all new challenges. AmCham certainly offers its continued
cooperation in this process by trying to provide timely
information, recommendations, and assistance. The coming
months will be focused heavily on elections — and there is no
better time to put critical economic and business issues on the
public agenda. m
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