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JI CHOU"

Taiwan’s Economic Development in the
Context of Greater China

L. Introduction

The rapid growth of Taiwan, Hong Kong and mainland China, resulting from
increasing economic interaction among these three economies, has caught the
public’s attention. In particular, recent trends in the formation or
consolidation of regional trade and economic relations such as-the North
America Free Trade Agreement (NAFTA) and the European Union (EU)
have aroused public interest in the potential for regional integration in East
Asia. The term “Greater China” has been coined by scholars to describe the
interaction among the ethnic Chinese economies. »

Although the scope of “Greater China” could be defined in a broad sense
incorporating Macao, Singapore and the overseas Chinese living in Southeast
Asia, America and Europe; Taiwan, Hong Kong and mainland China are the
main entities under consideration. Although “Greater China” implies that a
common cultural identity provides a catalyst for economic ties and that
economic interdependence may lay the foundation for political integration, it
is largely an informal phenomenon, lacking institutionalization. Wei and -
Frankel (1994) adopted a gravity model to investigate the emergence of
“Greater China”, and found the reasons for the rapid in trade among three
economies was that people in all three economies speak Chinese and that
political reality caused trade between China and Taiwan to be rerouted
through Hong Kong. When they controlled for these two factors, trade among

*Director, Center for Economic Forecasting, Chung-Hua Institution for Economic
Research.
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the three economies no longer seemed unusually high. The interaction
emphasizes relatively spontaneous commercial activity rather than
negotiation of formal trade arrangements. @ Ash and Kueh (1995)
demonstrated extra trade and investment flows between China, Hong Kong
and Taiwan are the result of the complementarity of different resource
endowments and levels of development, and this complementarity generated
an economic symbiosis between the constituent elements of Greater China.

There are volumes of literature dealing with this issue, but few discuss it
from the perspectives of the individual members of the three economies,
particularly that of Taiwan when Hong Kong reverts to Chinese sovereignty.
The paper attempts to investigate recent developments in the Taiwan
economy since 1978 when mainland China adopted economic reforms and an
open policy. Both the macro and micro levels of Taiwan’s economy are
discussed, emphasizing the trade with and outward investment in China and
considering the role of Hong Kong in both and their prospects.

II. Recent Development of Taiwan’s Economy

Since mainland China initiated economic reform and an open door policy in
1978, many types of preferential treatment have encouraged bilateral trade
between the two sides of the Taiwan Strait, inducing Taiwanese enterprises to
invest on the mainland. But until the mid-1980s, the volume of trade and
investment was not significant in terms of Taiwan’s total trade volume and
outward investment. In 1985, 8% of Taiwan’s total exports were destined
for Hong Kong and mainland China, while 48% went to the United States.
The average annual growth of exports to the US was 17.4% from 1979 to
1985, while it was 14.5% for exports to Hong Kong and the mainland.
Economic growth during the same period was 6.8%.

However, there was a sharp depreciation of the U.S. dollar against the
currencies of its major trade partners in 1985.  Since the New Taiwan dollar
(NT dollar) did not appreciate as fast as the Japanese yen or Deutsche mark,
Taiwan’s exports increased in competitiveness. Furthermore, exporters
perceived the distinct possibility of further appreciation of the NT dollar by
the central bank. Although imports also increased due to currency
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appreciation, the rate of increase was not as fast as for exports because
domestic demand grew only moderately.

The large increase in net exports accelerated Taiwan’s economic growth.
It also raised personal income and wages. Taiwan’s light industry, which
relied heavily on low wages, lost its international competitiveness.
Manufacturing in these industries could not make a profit and were forced to
seek investment opportunities in neighboring Asian countries with lower
wage costs. Because of the geographical proximity and similarities in
culture and language, a large portion of outward investment went to mainland
China.

This outflow of investment created trade opportunities for Taiwan
because firms investing abroad used Taiwan’s equipment products and
intermediate goods. Economic growth accelerated to 9.1% in 1986-1990, the
main driving force being fast expansion in exports. Customs exports grew
at 17% during the same period. Exports to Hong Kong & mainland China,
Japan, Southeast Asia, and Europe all grew very fast, while exports to United
States grew relatively slowly. :

Outward investment stimulated the host country economies by creating
job opportunities, upgrading their technological level, and increasing
government revenues. Therefore, foreign direct investment created an
economic boom in Taiwan and East Asia. Even when the industrial
countries experienced recession and the world trade volume was low in the
early 1990s, Asian countries enjoyed buoyant intra-regional trade, stimulated
by direct foreign investment from Japan and the Asian NIEs. Indeed,
Taiwan’s exports to the United States grew only 3.6%, while exports to Hong
Kong and mainland China grew by 21% and to ASEAN by 13% from 1991-
1996. The composition of exports also changed: the export share to Hong
Kong and mainland China was also the same as exports to the United States.
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III. Changes ih;Trade and Production
in Recent Years

In order to show the upgrading of the industrial level from labor-intensive to
capital-and knowledge-intensive, this section investigates the relationship
between trade and domestic production for individual industries. Table 2
shows changes in domestic product, and exports and imports for Taiwan’s
manufacturers in 1990-1995. According to these changes as well as
external and internal market orientation, three types of patterns can be
distinguished. In Type 1, domestic production grows faster than exports;
type 2 follows the same pattern but is domestic-market oriented; and for type
3, domestic production grows slower than exports.

Electrical and electronic products belongs to type 1, and have grown the
fastest among all industries, attributing for 36% of total exports from Taiwan.
The unit price grew 9.5% and the value of exports grew 14.9%. Imports
also grew 11.5% in quantity, 7.32% in unit price, and 19.6% in value.
Although the unit price of exports grew faster than imports, the value of
exports grew more slowly than imports.

Type 2 consists of nonmetal and food products, in which the growth rates
of export quantity and value are smaller than domestic production and
imports, implying that these two industries have been domestic market
oriented in recent years. The export unit price for food manufacturing grew
at a rate of 9.9%, which is much higher than its import unit price, which may
imply high value-added food manufacturing in Taiwan. Type 3 industries
are trade activities that are more viable than domestic production. When
sorting production growth in a descending sequence, we find that the more
labor-intensive the industry, the less production growth there is and the more
significant the difference between production and exports will be.

Type 3 can be further divided into three subtypes. First, products
including chemicals, metal, machinery, transportation equipment and paper
in which both production and exports grew with positive rates, although
production grew slower than exports. In fact, most products in this subtype
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grew at rates from 4.9% to 10.6%. Import quantities in machinery and
transportation equipment grew slowly, but their unit price grew quickly.
While import quantities in chemicals, metal and paper grew faster, their unit
prices grew at a relatively slower rate. ~Therefore, values for both exports
and imports have had higher growth rates than domestic production.
Second, products including precision instruments, textiles & garments, and
rubber & plastic products, in which production grew negatively but exports
-grew positively in terms of quantity and value, implies intra-industrial trade
in this industry is vivacious. The first and second subtype industries are the
major industries in which Taiwan spread its outward investment in mainland
China and Southeast Asia. Products in the first subtype are capital-intensive
industries and are the upstream products of the second subtype industries.
The exports of type 1 products and first subtype products of type 3 constitute
60% of total exports and show that Taiwan has successfully upgraded its
industrial level to a heavy industry-dominated structure. Third, products
including leather, wooden and bamboo products, and miscellaneous show a
decline in both production and exports with production declining faster than
exports. This subtype of products is more or less labor-intensive. It is
more sensitive to wage differentials, and were the first industrial groups to
move abroad.

) Since Taiwan’s labor costs are much higher than those of mainland
China and Southeast Asia, most factories cannot survive in Taiwan.
Notwithstanding the fact that traditional labor-intensive industries lost their
competitiveness in producing specific final products, they can either supply
high value-added parts to their counterparts in mainland China and Southeast
Asia to complete tlie production process, or they can keep control of product
quality and the final process of production in Taiwan and raise the value of
products through the import of semifinished products from mainland Chinese
or Southeast Asian counterparts. ~While the production channels may
initiate from Japan or one of the newly industrialized economies, the parts of
various products will be manufactured in several countries, according to their
factor endowment.

This new pattern of trade, reflecting the international division of labor,
has been prevailing in Asia and will keep these economies prosperous.
Meanwhile, such intra-regional trade has not necessarily been done by large-
scale entreprises alone, but also by small- and medium-sized enterprises.
The implication for Taiwanese industrial development is that when high-tech
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industries expand to meet continuous international demand, small- and
medium-sized enterprises, which constitute the majority of businesses in
Taiwan, will also find niches to exploit international trade. Furthermore, a
regional manufacturing operation center can be built up in Taiwan as long as
intra-industrial and intra-regional trade prevails in the Asia-Pacific region
and Taiwan retains its know-how and experience in handling export and
import trade and production activities.

In this regard, although weak domestic demand, caused by the decline of
asset prices and political disturbances, may have made the economy slow
down in 1995 and 1996, the steady growth of the external sector will
eventually perk the whole economy up. Efforts to upgrade Taiwan’s
industrial level in the face of sharp international trade competition during the
early 1990s have begun to have some effect. Capital- and technology-
intensive industries have outshined other industries with their comparative
advantage and international competitiveness. In addition, buoyant intra-
Asian trade and- the intensity of the international division of labor has
stimulated trade activities and induced more direct foreign investment in
" Taiwan.

IV. Outward Investment

As mentioned in the previous section, outward investment has played a very
important role in Taiwan’s economic development in the past ten years. It
has facilitated the restructuring of Taiwan’s economy by relocating abroad
those industries and activities that have lost comparative advantage, thus
freeing assets needed by industries having or acquiring comparative
advantage. In this section, we examine Taiwan’s outward investment, and
indirect mainland investment, in particular. As we can see from Table 3,
there were dramatic changes in outward investment before and after 1985.
There were 13,562 cases and US$15.6 billion involved for the ten years from
1986 to 1995, and only 218 cases and US$0.2 billion in the 32 years from
1952 to 1985. This is an increase of 60 times in the number of cases and
almost 80 times the dollar amount in the past ten years.
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Table 3 Taiwan's Outward Investment'

-1952-85 1986-95
cases| $US mil |$US m/case| cases | $US mil |$US m/case
TOTAL 218 2149 1.0 13562 15683.9 1.2
ASIA 125 794 0.6 12424 96333 -~ 0.8
Hong Kong & China 12 8.1 0.7 11577 63404 0.5
Hong Kong 12 8.1 0.7 323 695.9.- 2.2-
Mainland China® 0 00 11254 56445 0.5
Southeast Asia - 95 62.0 0.7 631 2707.0 4.3
Singapore 23 9.3 04 - 97 2842 2.9
Thailand 26 9.5 04 187 611.5 33"
Malaysia 19 73 04 171 - 1182.8 6.9
Indonesia 12 258 2.1 98 345.3 3.5
Philippines 9 101 1.1 84 283.2 34
Vietnam 6 14 0.2 93 412.2 4.4
Japan 7 1.0 0.1 84 111.2 13
S. Korea 1 04 0.4 14 6.3 0.5
Other Asian countries 10 6.5 0.7 19 56.1 3.0
AMERICA 74 1239 1.7 921 5344.1 5.8
N. America 60 117.2 2.0 725 2648.8 3.7
United States 60 117.2 2.0 712 2588.8 3.6
Canada 0 0.0 13 60.0 4.6
Latin America 14 6.7 0.5 196 2695.3 13.8
Mexico 0 0.0 2 44.1 22.0
Other Latin American countries 14 6.7 0.5 194  2651.1 13.7
EUROPE 5 4.3 0.9 173 555.1 3.2
Germany 1 0.0 0.0 52 44.6 0.9
United Kingdom 3 3.2 1.1 42 294.3 7.0
Netherlands 0 00 ) 34 55.0 1.6
France 0 0.0 14 12.7 0.9
Other European countries 1 1.0 1.0 31 1485 4.8
Australia 2 1.2 0.6 15 39.6 " - 2.6
Others 12 6.2 0.5 29 111.9 3.9+
Source:

Notes:

1. All figures are approved investment.’
2. Figures are indirect investment to mainland China.

Investment Commission, Ministry of Economic Affairs, Overseas Chinese & Foreign Investment,
Investment, Outward Investment, and Indirect Mainland Investment.
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Outward investment boomed after the sharp appreciation of the local
currency and the dramatic increase in labor and land costs when the US dollar
started to depreciate in the mid-eighties. In fact, this represented a change
in the international economic environment. Japan and other Asian NIEs
(Hong Kong, Singapore and South Korea) also experienced the same
problems and were forced to invest abroad. Hong Kong and Taiwan
outward investment was concentrated in mainland China. For Taiwan, the
investment amount in mainland China accounted for 59% of total value,
ASEAN and Vietnam for 20%, North America and Europe for 26%, and
Latin America for another 17%. In terms of approved cases, 83% were for
investment in mainland China. '

There are discrepancies between the figures for Taiwan outward
investment in the mainland and mainland FDI from Taiwan. The mainland’s
figures are usually higher than Taiwan’s. For example, the mainland’s actual
utilized capital figure from Taiwan was US$11.6 billion from 1986 to 1995,
while Taiwan’s was only US$5.6 billion. The main reasons are
overvaluation and round-tripping in Chinese FDI and missing cases in
Taiwan’s outward investment. For Chinese FDI, about 70% of FDI inflows
into China are equipment and technology which have been overvalued to
exaggerate the share of dividends vis-a-vis local partners, lower taxes arising
from larger capital expenditure and depreciation credits, and more
management control, reflecting the higher equity share of foreign dividends
vis-a-vis local partners. Round-tripping involves the circular flow of capital
out of China (in most cases to foreign affiliates of Chinese transnational
corporations) and the subsequent “re-investment” of this “foreign” capital in
China for the purpose of benefiting from fiscal entitlements accorded to
foreign investors.] For Taiwan outward investment, projects contrary to
these regulations may invest without approval2. Nevertheless, actual
Taiwanese investment in the mainland could be somewhete between these
two figures. Taiwan’s average annual investment on the mainland in 1986-
1995 was around 1.6% to 9% of the island’s total domestic fixed investment.

P=

" I See UNTCAD, World Investment Report, Box L3, 1995,

2 See Investment Commission, Ministry of Economic Affairs, Analysis Report for
Overseas Chinese and Foreign Investment, Outward Investment, and Indirect” Mainland
Investment, 1995. May 1996. '
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Besides capital actually utilized, there is signed-contract capital. .
Although only about one-third of the contracted figure is later realized, it
provides a number of contract cases which can be used to compare with
Taiwan’s outward investment. In both cases, the investment amount per
case shows an increasing trend, which indicates that the size of Taiwan
investment in the mainland has increased. ‘

Primarily, the motivation for investing in mainland China is to cut down
on labor and land costs, to utilize the firm’s present capital and technology,
and to access cheaper raw materials.3 Investment amount per case in
mainland China was only US$500 thousand, the lowest among all host
countries. At the beginning, the investment was mostly in labor-intensive
industries to manufacture consumer goods. Clothing, footwear and
electronics predominated. The production process typically involved the
simple assembly of imported raw materials and no extensive or highly
specialized capital goods or labor skills were required. However, the main
features of investment have changed in recent years. The scale of
investment has changed from small-sized to medium- and large-sized. The
average size in 1995 increased to US$2.2 million per .case from US$0.7
million. The trend of investment changed from labor-intensive assembly
and processing industries to capital-intensive industries, and from the simple
transfer. of old and outdated equipment and technology to the use of
completely new production lines.

Ironically, the size of investment in industrial countries is not large either,
because the motivation for investing in industrial countries is mainly to
explore the potential foreign market, and to strengthen the ability to access
information. The cost for setting up sales branches in host countries is not
as great as for setting up a full-size factory. Therefore, we find the
investment amount per case in Germany and France is less than US$1 million,
which is slightly higher than investment in the mainland China. However,
average investment per case in the mainland, Southeast Asia and Latin
America is the highest. The number of investment cases in Latin America
are few, butthesize of investment is relatively large.

3 See Department of Statistics, Ministry of Economic Affairs, Survey Report of
Diversification and Internationalization of Manufacturing, 1995.
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Investment in Southeast Asia, particularly in Singapore and Thailand, has a
long history, and Taiwan’s investment in this area is deepening because a
high proportion of Taiwan investors established both factories and sales
branches through their subsidiaries. In sum, the strategy of outward
investment in industrialized countries is to explore the foreign market, with a
high proportion of firms setting up sales branches as their subsidiaries; the
strategy of investment in China and Southeast Asia is establishing
subsidiaries to manufacture consumer final goods for industrial countries as a
first step, and then to manufacture for and explore the local market as the
next step. ’

V. The Problems and Prospects of
the Three Economies

Interaction among the Three Economies

So far, Hong Kong and Taiwan are the two major sources of the mainland‘s
foreign investment, and the economic interaction among the three economies
has intensified. In terms of trade interdependency, Table 6A and 6B show the
economic interaction among the three economies. In 1990, the share of
Taiwan exports to Hong Kong was 12.7%, but there are no figures showing
the export share to mainland China. Five years later, shares to Hong Kong
almost doubled to 23.4%, with 0.3% of Taiwan exports going to mainland
China directly.. The sum of the export share to Hong Kong and the
mainland is 23.7%, which is similar to the share of exports to the United
States which shrank from 32.4% in 1990 to 23.6% in 1995. Therefore, part
of the exports to the United States has been replaced by exports to Hong
Kong and mainland China. In fact, actual exports to Hong Kong and the
mainland are even higher than Taiwan’s customs figures because some
indirect exports have gone through Japan and Korea. On the other hand,
Hong Kong has been an entrepdt for China; 33.3% of Hong Kong exports
(including reexports and domestic exports ) go to mainland China, and 24%
of China’s exports went to Hong Kong in 1995. The decline in the share of
mainland exports to Hong Kong, from 42.9% to 24.1%, does not mean less
exports from the mainland to Hong Kong. Rather, it reflects the increase in
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China’s exports and the increase in direct exports to the final market (such as
the United States). In fact, the portion of Hong Kong’s total imports from
China is almost the same for 1990 and 1995, 36.8 and 36.2%, respectively, as
shown in Table 6B.

On the other hand, mainland imports from Taiwan increased from 4.2%
in 1990 to 11.2% in 1995. Therefore, the interaction among three
economies can be stated thus: Hong Kong serves as an entrep6t for China to
ship goods between the mainland and final markets (mainly including Taiwan,
the United States, etc.), and Taiwan increased its exports to the mainland
through Hong Kong which was induced by investment in the mainland. All
have benefited from the complementariness formed by different stages of
economic development and factor endowments among the three economies.

Another observation is worth noting: the trade structure is becoming
more similar. The United States, Japan, Singapore, Germany and South
Korea are major trade partners for all three economies. In fact, there was no
trade between China and South Korea in 1990, but the proportion of China’s
exports to South Korea jumped to 4.5% and the import share jumped to 7.8%
in 1995. Russia is another case. Russia used to be one of China’s major trade
partners, but China’s exports to Russia shrank from 3.6% in 1990 to 1.1% in
1995, and the import share from 4% to 2.9% at the same period; meanwhile,
Taiwan and Hong Kong both increased their trade with Russia slightly.

Taiwan ’

Recently, the news media in Taiwan reported the Council for Economic
Planning and Development (CEPD)’s Transcentury National Development
Plan for the next ten years (1997 to 2006)*. The average annual economic
- growth rate is expected to be 6.5%. The driving force is the Asia Pacific
Regional Operations Center (APROC), which is aimed at turning Taiwan into
a regional hub for multinational corporations within the next 15 years. Six
industries are included: air transport, sea transport, finance,
telecommunications, media and high-value manufacturing. - —

4 See Commercial Times, November 7, 1996.
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In order to reach this goal, two major challenges must be tackled. First, a
full liberalization of the finance, telecommunications and media sectors; and
second, solution of the problem of direct links with mainland China in
investment, shipping and communications. Each has its own historical
background and requires government resolution. Due to the opposition of
bureaucrats and domestic vested interests, the first will be a long, painful
process. The second challenge deals with the mainland and Hong Kong,
and is discussed further. ]

For security and pride, Taiwan’s government continues to cling, in name
at least, to its 46-year prohibition on “the three links” (san fong) as demanded
by China: direct investment, shipping, and communications. -But it pays a
high price. To invest indirectly in the mainland, companies have to create a
dummy company in Hong Kong or the US as an investment vehicle. For
indirect shipping, exporters pay an extra US$251 million per year in extra
shipping costs. For indirect telecommunication, the extra cost of routing
telephone calls through Singapore and the USA also runs in the billions of
New Taiwan dollars.>

Recently, Taiwan offered to create “offshore transshipment zones” in
Kaoshiung and Taichung which would allow direct access to mainland
Chinese “foreign-flagged” vessels. But the mainland trumped that offer by
permitting direct shipping by Chinese- or Taiwan-owned vessels between
Taiwan ports and Xiamen and Fuzhou®. The main sticking-point now is that
China’s regulations treat the China-Taiwan routes as domestic, and as usual
in the tortured China-Taiwan relationship, the final protocol for direct
shipping will require that face-saving red tape be imposed. In the short run,
shipping companies will probably resolve this dilemma by running vessels °
between Taiwan and Chinese ports under flags of convenience.

In sum, direct links with mainland China in investment, shipping, and
communications is a trend that will move forward. Taiwan will continue
seeking ways which both sides of the Strait will be able to accept with mutual
benefit and respect. As a small open economy, Taiwan will diversify trade

5 See The Economist Intelligence Unit (EIU) Country Report, Taiwan, 1996.

6 Later, eight additional ports were added to the approved list, including Shanghai,
Guangzhou, Dalian, Qingdao, Tianjin, Qinghuangdao, Yantai, and Ningbo.




Taiwan’s Economic Development in the Context of Greater China 19

and investment around the world to find better trade opportunities and higher
investment returns. As long as China’s economy remains prosperous and the
tense relationship between the two sides is alleviated, economic interaction
among Taiwan, Hong Kong and Mainland China will intensify.

Hong Kong

One possibility forcing the\abandonment of Taiwan’s san tong prohibition is
Hong Kong’s return to Chinese control on July 1, 1997. Taiwan now relies
~on Hong Kong as its chief shipping and investment intermediary to the
mainland. After July 1997, China could, in theory, deny Taiwan access to
Hong Kong and thus, in effect, to the mainland. It is not likely that China
would take such a drastic step, but the two sides of the Stralt seem to have
taken this scenario into account.

In fact, indirect trade through a third location is costly. According to
Sung’s figures for Chinese goods reexported via Hong Kong, the final
market’s c.i.f. price is 50 percent higher than China’s f.o.b. price’. For
Taiwanese goods reexported via Hong Kong, the mainland’s final market c.i.f.
price should be similar to this figure.

However, there is substantial direct trade between Taiwan and the
mainland via Hong Kong. This direct trade usually involves the switching of
trade documents. Taiwanese exporters claim that their goods are destinated
for Hong Kong when the goods.leave Taiwan. However, on arrival in Hong
Kong, the trade documents are switched to claim that the goods are destinated
for the mainland. By switching trade documents, Taiwanese exporters save
on the cost of ‘going through Hong Kong customs. Although the monetary
amount is quite minor as fees and taxes only amount to 0.1% of the value of

—

7 On average, the c.i.f. price should be 6 percent higher than f.0.b. prices, and two c.i.f.
prices occur: one is Hong Kong’s c.i.f. price for imports from China; another is the final
market c.i.f. price for imports from Hong Kong. In addition, there is the reexport margin
which is assumed to be 13 percent. Therefore, the final market c.i.f. price is 50 percent higher
than China’s f.o0.b. price (1.06 X 1.33 X 1.06 = 1.50). See Yun-Wing Sung, “China’s Exports
by Country and Its Trade with the US™, paper presented at The 5th International Convention of
the East Asian Association, Bangkok, October 24-26, 1996, pp. 5-6.
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goods traded8, they still pay the cost in the extra kilometers needed to ship
goods to Shanghai or northern China. Therefore, direct shipping is a trend
which should move forward. Since port-related industrial and commercial
enterprises contributed to about 20% of Hong Kong GDP in 19959, direct
shipping between the two sides of the Taiwan Strait will affect Hong Kong’s
economy.

In tandem with increased economic interaction, financial relations
between Taiwan and Hong Kong have developed rapidly. Every economic
activity involves financial transactions.  Trade (including entrepét),
investments, and tourism, all triggering flows of funds have greatly
increased.10  After reverting to Chinese sovereignty, Hong Kong will
continue to be a capitalist society with a free economic system. It will
continue to act as a middleman in bilateral relations between mainland China
and Taiwan because Hong Kong will still be the main shipping and financial
thub of southern China. It will also continue to be one of the main gateways to
the vast Chinese market. As long as the economies of China, Taiwan, and
Southeast Asia continue to grow, Hong Kong will grow along with them.

Mainland China

After average real annual economic growth of 12% during the Eighth Five-
Year Plan (1991-1995), a more sustainable 8% annual average growth in the
five years to 2000 is targeted. Under the Ninth Five-Year Plan, Chinese
authorities promise the reinvigoration of China’s so-called pillar industries:
machine building, electronics, petrochemicals, automobiles and construction.
Light industry and textiles are singled out for development to meet domestic
demand and to earn hard currency overseas.

The plan is to devote greater attention to the central and western areas of
the country, with the introduction of policies to slow the rate of growth of and

8 See Sung (1996) Oct. cit, pp. 12-14.
9 See The Economist Intelligent Unit, Country Report: Hong Kong, 1996.

10 See Tzong-biau Lin, “Macroeconomics of the South China Growth Triangle,” in
Joseph S. Lee ed. The Emergence of the South China Growth Triangle, Chung-Hua Institution
for Economic Research, August 1996. pp.59 and 66.
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narrow disparities with the south and east. Measures include improving the
investment climate and redirecting direct foreign investment towards the
interior, and encouraging investment, personnel and talent to move inland.

Since China’s 22% of total world population is fed off of 7% of the
globe’s arable land, agriculture is a priority in the Plan and the Chinese
government ‘is looking for foreign investment in this sector. It intends to
direct loans on commercial terms to the most promising projects or to the"
modernization and reequipping of agricultural enterprises, while
infrastructure, processing, and other agricultural projects will receive
concessional loans and preferential government credit. Overseas aid will be
injected into research, technology promotion, and projects in areas of poverty.
Foreign direct investment (FDI) will support farming operations, aquaculture,
and processing industries. |

In this regard, besides the existing activities in the prosperous east,
Taiwan could make a contribution in at least two aspects. First, to develop
the central and western areas, Taiwanese investors might perform better than
other foreigners because of the ethnic connection and expertise in labor-
intensive pI’OdliCtl/OIl which is most suitable for areas in the initial stage of
economic development. Therefore, Taiwanese investment might enter the
central and western areas if the investment climate and basic infrastructure
can be improved. Second, the experiences in transforming from an
agriculturally dominated economy to an industrial economy and valuable
agricultural R&D in Taiwan could be shared with mainland China to solve its
agricultural problems.

V. Concluding Remarks

Since mainland China initiated its economic reforms and open policy in 1978,
the interaction among the three economies has intensified. Basically Taiwan
and Hong Kong are small open economies, trade activity is a driving force
for economic growth, and outward investment is the catalyst for trade activity.
When the mainland opened its doors to investment and trade, Taiwan and
Hong Kong used this opportunity to switch their comparative advantage.
Hong Kong moved its labor-intensive industries to southern China and
developed its service sector. Taiwan moved some of its light industries to
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the mainland, but upgraded its industrial level to capital- and knowledge-
intensive industries. Mainland China benefited from the investment from
Hong Kong and Taiwan to start its growth engine by injecting capital flows,
absorbing its huge labor force, adopting better technology, and expanding
trade activities. Following an outward growth strategy, the interaction among
the three economies has created an economic boom that has lasted for more
than ten years.

Now, the three economies are entering a new era. Hong Kong will
become part of China, but has the Mainlans's promise that it will keep its
capitalist society for the next fifty years and act as an entrepdt for southern
China. The mainland has more problems with regional disparities, state-
owned enterprises, and agricultural challenges. In essence, China is a large
economy with a huge domestic market. An inward-looking strategy is
natural and has been a long-standing policy in China. But this does not
necessarily mean the mainland will focus on its internal problems and ignore
external trade, because external trade is an important factor in economic
growth. It not only earns foreign exchange and induces foreign investment
for domestic development, it serves as a channel to absorb advanced
technology through the international spillover effect in trade. Therefore,
external trade and inflows of foreign investment can be expected to continue
in the mainland.

In the process of developing high-tech industries in Taiwan, trade as well
as inward and outward investment are very important. Taiwan will keep
looking for better trade opportunities and higher investment returns around
the world. If the investment climate is good and infrastructure is sufficient in
the mainland, Taiwan will inject more funds for various investment projects,
ranging from small and medium investment in labor-intensive industries to
large-scale projects such as power generating plants.]l However, in the
nine months of increasing tension beginning with President Lee’s visit to the
USA in June 1995, through democratic parliamentary elections in December
and up to March 1996’s presidential election on the island, it is not surprising

T por instance, the Formosa Plastics Group plans to build a 3.6m kw, US$3.8 billion
thermal power plant in Zhangzhou, and President Enterprises initiating a power station project
in Wuhan. Both are pending because of cross-Strait tension. See The Economist Intelligent
Unit, Country Report: Taiwan, 1996.
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that the government in Taipei has had to act prudently to safeguard its
security.

Incidentally, trade with the mainland was low in 1996. But tensions were
not the only reason. Another was the extraordinarily large demand for
Taiwan exports in 1995 which caused export growth in 1996 to be relatively
slow. Two factors can be identified to account for the large export demand in
1995: first was the strong derived demand from the drastic increase in
mainland exports in 1995; and second, the mainland ‘announced it would
lower the tax rebate for exporters in July 1995, so many Taiwan factories on
the mainland crammed as much export volume as they could into the early
months of 1995. Fortunately, there was an upward trend in the second half of
1996 and trade with the mainland is expected to recover. '

Nevertheless, authorities on both sides seem to be expressing
conciliatory sentiments to alleviate the tension. ~Direct shipping across the
Strait is evidence of this, although the issue of vessel nationality is not settled.
On the other hand, 1997, when Hong Kong is handed over to Chinese
sovereignty, may be a demarcation point where issues of “Greater China”
among the three economies are reshuffled. There are at least three issues
that can be raised. First, whether the Beijing government keeps its promise
to prosperous Hong Kong during political iniegration will be of international
interest. Taiwanese will evaluate their future relationship with the mainland
based on this performance. Second, until now, Hong Kong investment has
been most concentrated in Guangdong province, especially the Pearl River
Delta. When the mainland begins to pay more attention to the central and
western provinces, what role will Hong Kong play?  Third, Hong Kong is a
commercial, transportation, and financial center for much of East Asia.
When Taiwan attempts to establish a regional hub for multinational
corporations, what will the division of labor between the two economies be?
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