@"Atlantic Council GLeBAL

CHINA
GEOECONOMICS CENTER HUB

RELYING ON OLD ENEMIES:
THE CHALLENGE OF TAIWAN'S
ECONOMIC TIES TO CHINA




The Global China Hub researches and devises allied solutions to the greatest challenges posed by China’s
global rise, leveraging expertise across the Atlantic Council’s 16 programs and centers. In doing so, the Hub
capitalizes on the Council’s unique capacity to ascertain “ground truth” on China’s global impact and to galvanize
creative policy solutions among US and allied government stakeholders.

The Atlantic Council’s GeoEconomics Center works at the nexus of economics, finance, and foreign policy with
the goal of helping shape a better global economic future. The Center is organized around three pillars — Future
of Capitalism, Future of Money, and the Economic Statecraft Initiative.

This report was made possible by the support of Taiwan’s Ministry of Foreign Affairs and the Taipei Economic
and Cultural Representative Office in the United States (TECRO).

This report is written and published in accordance with the Atlantic Council Policy on Intellectual Independence.
The authors are solely responsible for its analysis and recommendations.

June 2023
Cover photo: REUTERS/Florence Lo/lllustration.
ISBN-13: 978-1-61977-309-7

This report is written and published in accordance with the Atlantic Council Policy on Intellectual Independence.
The authors are solely responsible for its analysis and recommendations. The Atlantic Council and its donors do
not determine, nor do they necessarily endorse or advocate for, any of this report’s conclusions.



RELYING ON OLD ENEMIES:

THE CHALLENGE OF TAIWAN'S
ECONOMIC TIES TO CHINA

INEFOAUCTION ..ttt ettt b et bbb bbbt st e st ebe st enes 2
Coercion and COAEPENUENCE .......c.ueviceeerereeeeeteetecceeete ettt eereere e e esaeeteesseeseereesseeteersesseessensesssensensesreens 4
Semiconductors as an ECONOMIC BASHION ..ottt 8
Taiwan’s Expanding Trad@ HOFIZONS .......c.ooiouiiiieieieeceeeeetete ettt a s saanaens 10
Vulnerabilities on the HOMETONT ..ot 13
The International DIMENSION ..ottt ne 16
Conclusion and ReCOMMENAATIONS......c.cociriiiiieceee ettt 18

AADOUL TNE AUTNOTS ottt et e et e e et e s et e seeaeessaseseaeesasteseseessstesansessssaessnsesnnnes 21



ATLANTIC COUNCIL

Introduction

Global attention to Taiwan tends to focus on China’s
military threats and punitive economic actions.
Combined with US officials’ periodic warnings about
an imminent Chinese invasion, these developments
suggestthatthe balance of power between Chinaand
Taiwan has tilted decidedly to Beijing’s advantage,
underlining Taipei’s increasing vulnerability.?

But a wider view highlights an uneasy economic
equilibrium that has constrained Beijing’s worst
impulses. Cross-strait relations are anchored in
global supply chains built around Taiwan-made
semiconductors  and Taiwanese  electronics
manufacturers’ investments on the mainland.® If
anything, China is becoming more dependent on
its business ties to Taiwan as it experiences an
unprecedented economic downturn and as foreign
multinationals begin to move their factories to other
countries. China’s economic vulnerabilities are deep,
and its reliance on Taiwan is profound.

Dependence works both ways. Taiwan’s exports to
China have enabled its economy to enjoy strong
growth, especially after receiving a lift from the
COVID-19 electronics boom. This has made China
more important to Taiwan’s economic well-being—
no matter how ambivalent many Taiwanese feel
about the trend. Clearly, a war in the Taiwan Strait
or a Chinese blockade of Taiwan would have
catastrophic implications for both countries, not
to mention the impact on the global economy, as
Atlantic Council and Rhodium Group colleagues have
written.* Neither Beijing nor Taipei is comfortable
with this mutual dependence, and each government
has been driven to seek alternatives. Beijing has
expended vast resources on a largely unsuccessful
effort to become technologically self-reliant. Taipei
has sought new export markets and bases for
manufacturing investments, especially in Southeast

Asia and India. While Taiwanese companies have
expanded to new markets, the economic ties across
the Taiwan Strait will take decades to unwind—if
such an outcome ultimately is possible—even with
the push currently under way from Washington to
restrict semiconductor sales to China.

Dependence on China also has laid bare homegrown
Taiwanese economic vulnerabilities that require new
policy thinking: the loss of dynamism in industries
that previously drove Taiwan’s economic success;
a rapidly aging population and labor shortages;
and reduced opportunities for young people. Yet
discussion of crucial economic issues has been
muted—despite their importance for Taiwan’s future
as the January 2024 presidential elections approach.

Many of these challenges reverberate far beyond
Taiwan and China, not least because of Taiwan’s role
in the semiconductor industry. But Taiwan’s place
in the world is determined by much more than its
technological prowess. Itis a prosperous, democratic
society that needs to be recognized and accepted
for its many achievements. Its efforts to broaden its
economic horizons beyond the constraints of the
cross-strait relationship should be encouraged and
advanced by the United States, the Asia-Pacific
community, and the world at large. This challenge will
be just as important as the imperative to strengthen
military capabilities and alliances in the Asia-Pacific
in the coming years.

This paper examines these issues under the
assumption that military conflict in the Taiwan Strait
is less imminent than some observers foresee. This
is not to rule out such an eventuality; it would be
foolish to do so in a world where the unthinkable
has become all too commonplace. Indeed, Taiwan
needs to continue strengthening its defenses in

1 Jim Sciutto, “Military Exercises Suggest China is Getting ‘Ready to Launch a War Against Taiwan,’ Island’s Foreign Minister Tells CNN,” CNN,
April 11, 2023, https://www.cnn.com/2023/04/11/politics/taiwan-foreign-minister-interview/index.html.

2 Demetri Sevastopulo, “US Navy Chief Warns China Could Invade Taiwan Before 2024,” Financial Times, October 20, 2022, https://www.ft.com/

content/1740a320-5dcb-4424-bfea-c1f22ecb87f7.

3 Bonnie S. Glaser and Jeremy Mark, “Taiwan and China Are Locked in Economic Co-Dependence,” Foreign Policy, April 14, 2021, https.//
foreignpolicy.com/2021/04/14/taiwan-china-econonomic-codependence/.

4 Charlie Vest and Agatha Kratz, “Sanctioning China in a Taiwan Crisis: Scenarios and Risks,” Atlantic Council and Rhodium Group, June 21, 2023,
https://www.atlanticcouncil.org/in-depth-research-reports/report/sanctioning-china-in-a-taiwan-crisis-scenarios-and-risks/; Charlie Vest, Agatha
Kratz, and Reva Goujon, “The Global Economic Disruptions from a Taiwan Conflict,” Rhodium Group, December 14, 2022, https://rhg.com/

research/taiwan-economic-disruptions/.
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Taipei’s skyline seen at sunrise in Taipei, Taiwan, September 29, 2022. REUTERS/Ann Wang.

the face of Chinese threats—with support from the
United States. But as Taiwanese businesses look
to the future, the current status quo of trade and
investment across the Taiwan Strait remains the
baseline for their planning. Thus, it is essential to

consider how economic relations between Taiwan
and China might evolve in the coming years in the
absence of military conflict—and how Taiwan might
strengthen its position in Asia and the world under
those circumstances.



ATLANTIC COUNCIL

Coercion and Codependence

On April 12, 2023, China’s Ministry of Commerce
announced an “investigation” into the “Taiwan
area’s” barriers to 2,045 categories of Chinese
exports. The inquiry was scheduled to be concluded
in six months, but Beijing made clear it could be
“extended to January 12, 2024 [sic] under special
circumstances.”® That would be the eve of Taiwan’s
2024 presidential elections—a clear message that
Beijing is prepared to dangle the threat of economic
coercion until Taiwanese voters go to the polls.
By mid-August, the number of products under
investigation had risen to 2,509 and the Ministry
of Commerce declared that Taiwan’s restrictions
violated World Trade Organization (WTO) principles.®
Unsurprisingly, the ministry announced on October 9
that the investigation would be extended to January
12, 2024, a move that Taiwan denounced as election
interference and a violation of WTO norms.’

The inquest is just the latest step in Beijing’s
campaign of economic coercion against Taiwan.
Over the past eight years, China has sharply curtailed
tourism travel to Taiwan and banned imports of food
products ranging from pineapples to processed
foods. Many of the punitive actions have been aimed
at Taiwanese counties and companies that support
the ruling Democratic Progressive Party. The most
recent ban came in August, when China’s customs
authority banned Taiwanese mangoes after allegedly
detecting pests in a shipment.®

Beijing’s efforts to inflict economic pain on Taiwan
over its alleged political transgressions are part
of a broader policy aimed at coercing countries
it perceives as acting against Chinese interests.
Australian wine and barley exporters, Norwegian
salmon farmers, and Korean department-store
owners are all among those who have run afoul of
China and faced sanctions. The Mercator Institute for
China Studies reports 123 cases of Beijing’s coercive
actions and threats between 2010 and 2022, many in
response to governments’ policies toward Taiwan.®

The impact of China’s economic coercion toward
Taiwan has largely been offset by government
subsidies and export promotions in other countries.
More importantly, in the larger economic picture,
Beijing’s actions amount to little more than pinpricks
for an export powerhouse like Taiwan. For example,
the lost sales from products banned after the visit
of Speaker of the House Nancy Pelosi in 2022
amounted to just a tiny percentage of Taiwan’s
agricultural exports.”® More importantly, the affected
exports pale in comparison with Taiwan’s shipments
to China of semiconductors and other electronics,
which play a key role in powering the Chinese
export engine. Taiwan’s semiconductor industry
and the Taiwanese electronics giants that assemble
Apple iPhones, Sony PlayStations, and many other
multinationals’ products in China, are simply too
important for Beijing to punish—short of a decision
to cut off its nose to spite its face."

5 “THSFHBAE20234F 515 ST Tt G v b DX K Ik B2 5 B 4 gk A T 57 2 B 22 W 5 1) 2445 (“Ministry of Commerce Announcement
No. 11 of 2023 Ministry of Commerce Announcement on the Investigation of Trade Barriers Regarding Taiwan’s Trade Restrictive Measures
against the Mainland”), Ministry of Commerce of the People’s Republic of China, April 12, 2023, http://www.mofcom.gov.cn/article/zwgk/

gkzcfb/202304/20230403403369.shtml.

6  “Ministry Says Probe into Taiwan Authorities’ Trade Restrictions Indicates Alleged Violations of WTO Rules,” Global Times, August 17, 2023,

https://www.globaltimes.cn/page/202308/1296499.shtml.

7 “China Extends Taiwan Trade Probe, Taipei Cries Election Interference,” Reuters, October 9, 2023, https://www.reuters.com/world/asia-pacific/
china-extends-taiwan-trade-probe-taipei-cries-election-interference-2023-10-09/

8  Russell Hsiao, “China Ramps Up Economic Coercion on Taiwan Ahead of 2024 Elections,” Global Taiwan Brief, April 19, 2023, https://
globaltaiwan.org/2023/04/china-ramps-up-economic-coercion-on-taiwan-ahead-of-2024-elections/#:":text=The%20main%20point%3A%20
Beijing%27s%20recent,Taiwanese%20businesses—through%20economic%20coercion; Lawrence Chung, “Fines on Taiwan’s Far Eastern Group
Fan Fears of More Retaliation by Beijing Over Political Donations,” South China Morning Post, November 24, 2021, https://www.scmp.com/
news/china/politics/article/3157108/fines-taiwans-far-eastern-group-fan-fears-more-retaliation; “China Targets Taiwanese Mangoes in Latest
Import Suspension,” Reuters, August 21, 2023, https.//www.reuters.com/article/china-taiwan-mangoes/china-targets-taiwanese-mangoes-in-

latest-import-suspension-idUSKBN2ZWOFU.

9  Aya Adachi, Alexander Brown, and Max J. Zenglein, “Fasten Your Seatbelts: How to Manage China’s Economic Coercion,” Mercator Institute for
China Studies, August 25, 2022, https://merics.org/en/report/fasten-your-seatbelts-how-manage-chinas-economic-coercion.

10 Zoe Weaver-Lee, “Combating Beijing’s Multifaceted Economic Coercion Strategy Against Taiwan,” Global Taiwan Brief, February, 8, 2023, 9.

11 Betty Hou, “iPhone Maker Hon Hai’s Profit Beats Despite China Lockdowns,” Bloomberg, May 12, 2022, https://www.bloomberg.com/news/
articles/2022-05-12/iphone-assembler-hon-hai-beats-estimates-on-robust-demand?sref=EONAM78N&leadSource=uverify%20wall.
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Figure 1. Major Trade Partners, 12-Month Rolling Average

Total trade with select countries

Trade and investment in electronics are the
foundation of the uneasy economic embrace
between Taiwan and China. A relationship that took
root in the 1990s with the wholesale migration of
Taiwanese makers of low-cost goods like shoes and
toys has become the heart of electronics supply
chains that power the global economy. An Economic
Framework Cooperation Agreement (EFCA) signed
by the two governments in 2010 (in which China
accepted Taiwanese barriers to many of the Chinese
exports that Beijing is now investigating) encouraged
the rapid growth of trade.”? That cemented China as

Taiwan’s premier trade partner in terms of total trade
(Figure 1) and the percentage of exports sent to the
mainland and Hong Kong (Figure 2).

COVID-19 gave an enormous boost to both countries’
exports as demand for electronics and other
pandemic-related products skyrocketed from 2020
until late 2022. Taiwan experienced its strongest
economic expansion in years, with gross domestic
product (GDP) growth peaking in 2021 at 6.5 percent,
and semiconductor exports in 2022 reaching nearly
25 percent of GDP.®

12 Liu Da-Nien, “ECFAIE LI E T 25 (“How Should ECFA Proceed?”), Chung-Hua Institution for Economic Research, June 29, 2023, https://www.

cier.edu.tw/news/detail/101692.

13 “Taiwan Economy Continues to be Hit by Slumping Exports,” S&P Global, June 16, 2023, https://www.spglobal.com/marketintelligence/en/
mi/research-analysis/taiwan-economy-continues-to-be-hit-by-slumping-exports-jun23.html#:":text=Taiwan%27s%20export%2Ddriven%20
economy%20has,the%20fourth%20quarter%200f%202022; Iris Pang, “Taiwan’s Economic Outlook: A Challenging Year as Global
Semiconductor Sales Slump,” ING Bank, April 25, 2023, https://think.ing.com/articles/economic-outlook-for-taiwan-challenging-year-

semiconductor-sales-slump/.
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Figure 2. Leading Taiwan Export Markets
Percentage of total exports, yearly

While a sharp slowdown in demand for
semiconductors and other electronics briefly sent
Taiwan into recession in early 2023, global demand
is expected to rebound in 2024." Taiwan chip makers
are already benefiting from the surge of investment
in artificial intelligence (Al), and there are hopes that
Taiwan’s semiconductor exports to China will begin
to recover in the coming months (Figure 3).

Taiwan’s dependence on the Chinese economy
has been framed by Beijing over the years as
“integration.” The process gathered steam when
Taiwan President Ma Ying-jeou was in office,

especially after the ECFA was signed. But that
process of integration ground to a halt in the face of
popular Taiwanese protests against implementation
of a bilateral services-trade agreement in 2014, an
accord that would have opened the Taiwan market
much wider to China.”™ Beijing’s recent high-profile
announcements of investment and other incentives
to Taiwanese businesses have been greeted with
considerable skepticism in Taiwan, with little impact
on economic ties.'®

Beijing probably did not expect that its own
modernization effort would come to rely so much on

14 Jeanny Kao and Faith Hung, “Taiwan Returns to Growth in Q2 on Strong Domestic Demand, but Exports Weak,” Reuters, July 28, 2023, https://
www.reuters.com/markets/asia/taiwan-q2-gdp-returns-growth-pulling-out-recession-q1-2023-07-28/; “Taiwan Economy Continues to be Hit by

Slumping Exports.”

15 Michael Turton, “The Economic Legacy of Taiwan’s Sunflower Movement,” Taipei Times, March 28, 2022, https.//www.taipeitimes.com/News/

feat/archives/2022/03/28/2003775570.

16 Orange Wang and Ralph Jennings, “Beijing Outlines ‘Interconnected Living’ Plan for Taiwan and Fujian,” South China Morning Post, September
13, 2023, https.//www.scmp.com/news/china/politics/article/3234356/beijing-outlines-interconnected-living-plan-taiwan-fujian.
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Figure 3. Taiwan Semiconductor Exports by Country
12-month rolling average

Taiwan: Taiwanese ventures in China are among the need Taiwan’s unprecedented achievements in
largest exporters from several Chinese provinces.” semiconductors.
Nor could China have imagined how much it would

17  Jiang Jiang and Jinglin Gao, “On Taiwan’s Strengths and Weaknesses in Reviewing its Economic Data,” Ginger River Review, June 25, 2022,

https.//www.gingerriver.com/p/on-taiwans-strengths-and-weaknesses.
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Semiconductors as an Economic Bastion

Taiwan has long understood the delicate balance in
the economic ties that bind it to China. While Taipei
saw the economic gains and political benefits of doing
business across the strait, it also saw the downside
of rising Chinese competitiveness, especially in the
realm of technology.”®

Nowhere was this tension more evident than in
semiconductors, where Taiwan has emerged as
a world leader in chip-manufacturing technology.
Its industry is led by giant Taiwan Semiconductor
Manufacturing Corp. (TSMC), which produces more
than 90 percent of the world’s most advanced logic
chips.”® But China has also become an integral part of
the complex global supply chains required to churn
out chips. It plays a growing role in the production
of earlier-generation integrated circuits—so-called
“legacy chips”—and is the world leader in the
more labor-intensive processes of chip assembly,
packaging, andtesting.?° Meanwhile, semiconductors
go back and forth across the strait at various stages
of production, with Taiwanese makers always holding
the technological advantage.”

In time, this relationship built on chips came to
be known as Taiwan’s “Silicon Shield,” with the
semiconductor trade providing Taipei leverage in the
cross-strait relationship.?2 For example, amid Beijing’s
angry response in the wake of the Pelosi visit,

Taiwanese officials made clear that they saw “very
little chance” of sanctions on the core electronics
trade.?® But semiconductors are not an impermeable
block on China’s ambitions to gain control over
Taiwan. As a Council of Foreign Relations task force
on “U.S.-Taiwan Relations in the New Era” said in a
June 2023 report: “Taiwan’s critical role in supply
chains—above all, semiconductor production—acts
as a brake on hostilities but does not diminish China’s
desire to gain control over Taiwan.”?

Nonetheless, the notion of semiconductor leverage
has now become global, as the United States, Taiwan,
Japan, the Netherlands, and South Korea, have
restricted China’s access to the most advanced chips
and semiconductor-making equipment. Washington
also has clamped down on the flow of capital to
China’s semiconductor industry through financial
markets.?®> China still relies on imported chips—to
the tune of $415 billion worth in 2022—but it has lost
access to the most sophisticated semiconductors
for next-generation weapons, internal surveillance,
and Al.?¢ Taiwan’s semiconductor manufacturers still
churn out less-advanced chips for China, and that
flow is likely to continue.

But Taiwan’s advantage over China is likely to slowly
erode. Beijing has opened dozens of semiconductor-
fabrication plants in recent years, and many others

18 For a comprehensive overview of the evolution of Taiwan’s policy toward trade and investment with China, see: Syaru Shirley Lin, Taiwan’s

China Dilemma (Palo Alto, CA: Stanford University Press, 2016).

19 Jeremy Mark, “Power in a Small Package,” Hinrich Foundation, September 7, 2021, https://www.google.com/
url?sa=t&rct=j&g=&esrc=s&source=web&cd=&cad=rja&uact=8&ved=2ahUKEwjl1YDuv9eBAXVUEVKFHbR_
DMYQFnoECBYQAQ&url=https%3A%2F%2Fwww.hinrichfoundation.com%2Fresearch%2Farticle%2Ftech%2Ftaiwan-and-global-semiconductor-
supply-chain%2F&usg=A0OvVawOGLyNI1Mi-MshegSvHBNjv&opi=89978449.

20 Jenny Leonard, lan King, and Albert Nardelli, “US, Europe Growing Alarmed by China’s Rush into Legacy Chips,” Bloomberg, July 31, 2023,
https://www.bloomberg.com/news/articles/2023-07-31/us-europe-are-growing-alarmed-by-china-s-rush-into-legacy-chips?sref=EONAM78N;
Jeremy Mark and Dexter Tiff Roberts, “United States-China Semiconductor Standoff: A Supply Chain Under Duress,” Atlantic Council, March
2023, 7-8, https://www.atlanticcouncil.org/wp-content/uploads/2023/03/US-China-Semiconductor-Standoff.pdf.

21 Mark and Roberts, “United States-China Semiconductor Standoff,” 8—10.

22 Richard Cronin, “Semiconductors and Taiwan’s ‘Silicon Shield,” Henry L. Stimson Center, August 16, 2022, https://www.stimson.org/2022/

semiconductors-and-taiwans-silicon-shield/.

23 Jeremy Mark, “The Uncomfortable Economic Truth Behind Xi Jinping’s Taiwan Threats,” New Atlanticist, August 11, 2022, https:.//www.
atlanticcouncil.org/blogs/new-atlanticist/the-uncomfortable-economic-truth-behind-xi-jinpings-taiwan-threats/.

24 “U.S.-Taiwan Relations in a New Era,” Council on Foreign Relations, June 2023, 4, https://www.cfr.org/task-force-report/us-taiwan-Relations-in-a-

new-era.

25 Mark and Roberts, “United States-China Semiconductor Standoff”; Sarah Bauerle Danzman and Emily Weinstein, “A New White House Order Is
Taking Aim at Investment in Chinese Tech. How Will It Actually Work?” New Atlanticist, August 10, 2023, https:.//www.atlanticcouncil.org/blogs/
new-atlanticist/a-new-white-house-order-is-taking-aim-at-investment-in-chinese-tech-how-will-it-actually-work/.

26 “U.S.-Taiwan Relations in a New Era,” 40.
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are under construction—sometimes with Taiwanese
companies involved in the building.?” While the ban
on sales of high-end chip-making equipment will
slow China’s efforts to produce the most advanced
chips, Chinese companies will still make advances,
as the recent unveiling of an advanced chip in a
new Huawei Technologies Co. smartphone made
clear.?® In addition, as Chinese production of legacy
chips surges at its new factories, Taiwan’s smaller
chip makers may begin to lose market share on the
mainland. That doesn’t necessarily mean that they
will suffer; global demand for all semiconductors
is projected to nearly double by 2030 to about $1
trillion a year.?® But Taiwan’s essential place in the
China market may weaken over time.

There has been discussion in Taiwan that the
semiconductor industry faces the threat of “hollowing
out” because of TSMC’s decision to invest billions
of dollars in chip factories in the United States,
Japan, and Germany. But the American Chamber

of Commerce in Taiwan dismisses this prediction
as “misplaced” in a recent white paper. “TSMC and
others are certain to maintain their core R&D and
most technologically advanced production at home,”
the paper says, “while investment overseas will
serve to assure their continued strong position in the
global supply chain and even closer relations with
their customers.”*°

Some of those customers will still be in China. Some
10 percent of TSMC'’s sales continued to go to China
in 2022 in the form of devices that are still allowed
under US restrictions.® Whether or not China’s
vast expenditures to make its own advanced chips
can progress enough to reduce its dependence on
Taiwan, two of the biggest economic risks facing
Taiwan for years to come will be the reality that its
most important supply chains run through China
and that cross-strait trade remains a core driver of
Taiwanese economic growth.

27

28

29

30

31

“Taking Stock of China’s Semiconductor Industry,” Semiconductor Industry Association, July 13, 2021, https://www.semiconductors.org/taking-
stock-of-chinas-semiconductor-industry/. For the role of Taiwanese companies, see: “Key Taiwan Tech Firms Helping Huawei with China Chip
Plants,” Bloomberg, October 2, 2023, https://www.bloomberg.com/news/articles/2023-10-03/taiwan-tech-companies-are-helping-huawei-build-
a-secret-network-of-chip-plants.

Anton Shilov, “Huawei’s New Mystery 7nm Chip from Chinese Fab Defies US Sanctions,” Tom’s Hardware, September 4, 2023, https://www.
tomshardware.com/news/huaweis-new-mystery-7nm-chip-from-chinese-fab-defies-us-sanctions.

Dylan Patel, “ASML & the Semiconductor Market in 2025 & 2030,” Semianalysis, November 22, 2022, https://www.semianalysis.com/p/asml-
and-the-semiconductor-market.

“2023 Taiwan White Paper,” American Chamber of Commerce in Taiwan, June 2023, https://amcham.com.tw/2023/06/2023-taiwan-white-
paper-overview/.

Fareed Zakaria, “On GPS: Can China Afford to Attack Taiwan?” CNN, July 31, 2022, https://www.cnn.com/videos/tv/2022/07/31/exp-gps-0731-
mark-liu-taiwan-semiconductors.cnn.
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Taiwan’s Expanding Trade Horizons

China’s rise as an economic power is deeply rooted in
Taiwan’s own success over the past two generations.
While many Chinese industries have outgrown their
early Taiwanese investment partners, Taiwan’s
technological advances and its deep connections to
global supply chains have remained indispensable to
China. This latticework of investments, trade ties, and
technology transfers spurred the rapid expansion of
Taiwanese exports (Figure 1), but it also set off alarm
bells in Taipei.

In 2016, President Tsai Ing-wen’s government
launched a New Southbound Policy (NSP) with the
goal of deepening Taiwan’s regional integration
by expanding economic, technology, agricultural,
educational, and cultural ties with the Association
of Southeast Asian Nations (ASEAN), South Asia,
Australia, and New Zealand.3?

The NSP met with modest success on the trade front.
(Figure 4)

The results in terms of foreign direct investment (FDI)
have been more notable. Taiwanese investment
in the ASEAN countries, especially Vietnam, rose
73 percent in 2016 to $4.2 billion.*®* But overall
investment in NSP countries subsequently slowed
during the early stages of the pandemic. It took
a different set of shocks to set in motion a shift in
priorities that is finally starting to turn Taiwan away
from China. Rising labor costs on the mainland, the
uncertainty of government policies—epitomized by
Xi Jinping’s disastrous Zero-COVID policies—and
the deterioration of US-China relations have sparked
a migration of supply chains out of China. While

32

the process will be slow, multinationals are looking
to new production bases, and they are urging their
Taiwanese partners and suppliers to follow suit.

FDI to the NSP countries surpassed reported
investment in the mainland for the first time in
2021.3* Between January and June 2023, Taiwanese
investment in those countries totaled $2.13 billion,
while its FDI in China was only $1.9 billion.3®

This trend is visible in Apple’s supply chain, where
many Taiwanese partners are already on the move.*®
With Foxconn and other Taiwanese companies
setting up shop in India, that country’s share of
iPhone production this year is forecast to reach 19
percent of Apple’s global output, up from 10 percent
in 2017. China will remain Foxconn’s core production
base—it currently employs hundreds of thousands
of Chinese workers versus tens of thousands of
Indians—but iPhone assembly in China is declining.?”

One spur to investment in the NSP countries is
coming from an unexpected source. In 2018, the
Tsai government offered financial inducements to
businesses to move factories back to Taiwan from
the mainland, a program that has produced an
estimated $68 billion of “re-shored” investments
(although some of that is said to be going to real
estate investment). *® However, the nervousness
ignited by deteriorating US-China relations, and
especially the warnings about a Chinese invasion,
have led some multinationals to reappraise Taiwan
as an alternative to their Chinese manufacturing
operations. Some Taiwanese suppliers have been
asked to diversify away from both the mainland and

Scott Kennedy, et al., “The New Southbound Policy,” Center for Strategic and International Studies, January 19, 2018, https://www.csis.org/

analysis/new-southbound-policy#:":text=The%20Guidelines%20for%20the%20New,dialogues%2C%20and%20t0%20.

33

Hunter Marston and Richard C. Bush, “Taiwan’s Engagement with Southeast Asia Is Making Progress Under the New Southbound Policy,”

Brookings, July 30, 2018, https://www.brookings.edu/articles/taiwans-engagement-with-southeast-asia-is-making-progress-under-the-new-

southbound-policy/.

34
news/4407561.

35

Matthew Strong, “Taiwan Invests More in ASEAN Than China,” Taiwan News, January 12, 2022, https://www.taiwannews.com.tw/en/

Ralph Jennings, “Taiwanese Investing More in South Asia, ASEAN than Mainland China Amid Global Supply Chain Reshuffle,” South China

Morning Post, August 16, 2023, https.//www.scmp.com/economy/global-economy/article/3231287/taiwanese-investing-more-south-asia-asean-
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Figure 4. Taiwan Trade with China and New Southbound Policy Countries

12-month rolling average

their home country—in what has come known as a
“Greater China+1” strategy of supply-chain security.3°
That development has set off alarm bells in Taipei
and may have led the Tsai government to ask the
Biden administration to tone down the rhetoric about
China’s threat to Taiwan.*®

In time, the departure of some Taiwanese companies
from China may begin to reduce Taiwan’s role in the
Chinese economy. But relocating some factories is
not an exodus. The intricacy of global supply chains
means that Taiwanese manufacturers—like other

39

foreign companies—will continue to rely on Chinese
suppliers.* In addition, the continued draw of China’s
domestic market, bolstered by the many advantages
of thirty years of investment in a country that offers
language compatibility and an unparalleled network
of suppliers, will likely cause many Taiwanese
companies to remain, and even to grow their
mainland operations.

Moreover, Taiwanese companies have little recourse
to government financing to assist a move away
from China. Taipei has failed to establish an export-

The standard formulation for describing corporations diversifying from mainland-based manufacturing is “China+1.” Interview with Taiwan

corporate executive, September 2023; Lauly Li and Cheng Ting-Fang, “How Taiwan Became the Indispensable Economy,” Nikkei Asia, May 31,

2023, https://asia.nikkei.com/static/vdata/infographics/taiwan-economy/.
Debby Wu and Jenny Leonard, “Taiwan Quietly Urges US to Calm Rhetoric on China Chip Risk,” Bloomberg, April, 20, 2023, https://www.
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41  Agatha Kratz and Camille Boullenois, “Irrational Expectations: Long-Term Challenges of Diversification Away from China,” Rhodium Group,
September 13, 2023, https://rhg.com/research/irrational-expectations-long-term-challenges-of-diversification-away-from-china/.
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A man walks past a Foxconn building in New Taipei City, Taiwan, February 1, 2023. REUTERS/Ann Wang.

financing mechanism large enough to meaningfully
support companies seeking new markets beyond
the mainland—an approach that Japan and South
Korea have employed effectively. As of June 2020,
the Export-Import Bank of the Republic of China had
paid-in capital of only 31.7 billion New Taiwan dollars
(NT$), equivalent to about $1 billion.*? Moreover,
the Taiwan government has done little to materially
support Taiwanese investments in NSP countries.

42

Ilts companies have largely been left to their own
devices.

The reality is that the push for Taiwanese companies
to move away from China likely will not be enough to
reduce Taiwan’s reliance on China. It will also depend
on Taiwan’s ability to address other economic
weaknesses.

“Export-Import Bank of the Republic of China (Eximbank)/Export Credit Agency (ECA) in Taiwan,” Trade Finance Global, last visited October 11,

2023, https://www.tradefinanceglobal.com/export-finance/export-credit-agencies-eca/export-import-bank-of-the-roc-taiwan-eca/.
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Vulnerabilities on the Homefront

Taiwan rose to become the world’s twenty-first-
largest economy on the back of small and medium-
sized enterprises (SMEs), a well-educated workforce
and economic policies that facilitated growth and
technological advancement. Its power as an exporter
evolved over half a century across many sectors—
from textiles to plastics to electronics. In recent
years, growth has been anchored increasingly in
semiconductors as other industries have lagged,
and successive governments have tended to lean on
Taiwan’s central bank to ensure economic stability
while giving short shrift to long-term policy planning.

Export numbers paint a picture of industries
experiencing slower growth.
Important manufacturing sectors like plastics,

chemicals, and iron and steel have struggled to
sustain significant growth—with harder times likely to
come. The key reason is massive capital investment
by Chinese competitors. For example, Taiwan’s
petrochemical manufacturers (and their counterparts
in South Korea and Japan) are now looking at a
looming oversupply of low-cost Chinese exports as
more than twenty new factories have come online
this year alone in China.®®

Those changes in manufacturing show up most
drastically in Taiwan’s once-stalwart SME sector.
Smaller companies’ share of exports fell to 13.7
percent in 2018 from around 60 percent during the
1980s.44 By contrast, Taiwan’s soaring semiconductor
exports represent about one-quarter of GDP.*® They

43

are produced by the corporate opposite of SMEs:
TSMC now boasts one of the world’s fifteen-largest
stock-market capitalization.*®

The Taiwan government is cognizant of the
declining vitality of various industries and has
promoted diversification in fields such as Al-
powered applications and biotechnology under a
“5+2 Innovative Industries Plan” and the “Six Core
Strategic Industries” blueprint. But such plans tend
to be underfunded and over-touted.”’

Without effective diversification into new fields,
Taiwan’s economy will increasingly depend on the
cyclical fortunes of the semiconductor industry. One
important path forward involves cooperating with
multinational partners in R&D. Over the past few
years, Google, Microsoft, and other corporations
have established research centers in Taiwan. In an
era of cross-border technological development, it
is an area that needs to be encouraged with more
government support.*®

That said, Taiwan faces a shortage of qualified
scientists, engineers, and technicians. Its universities
are not graduating the numbers of specialists needed
for the new fields—let alone those needed by its
semiconductor industry.*® That underlines a more
worrying vulnerability: the country’s rapidly aging
population. Like other East Asian countries—China,
Japan, and South Korea—Taiwan'’s birthrate is falling
sharply, to less than one child per woman of child-
bearing age.®® The working-age population peaked
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Figure 5. Taiwanese Exports by Category
Yearly

in 2014, and the total population began declining
in 2020.5" Taiwan’s National Development Council
forecastin 2018 that by 2070, there will be 1.2 people
in their working prime to support each person over
65 years of age. That compares with a five-to-one
ratio in 2018.52

In the face of these looming demographic changes,
it is notable how pessimistic Taiwan’s young
people have become about the future. One key
reason is the paucity of well-paid jobs outside the

semiconductor industry. Despite an increasingly
severe labor shortage across the economy, many
young Taiwanese face limited career opportunities.
Real wages, adjusted for inflation, were stagnant in
the years leading up to the pandemic.?® That has
led to rising intergenerational income inequality,
exacerbated by high real-estate prices that put
homeownership out of reach.

It is small wonder, then, that public-opinion polling
has found deepening pessimism about the economic

51 For working-age population, see: “Population Projections for the Republic of China (Taiwan) 2018—2065,” National Development Council
(NDC), last visited October 11, 2023, 5, https://pop-proj.ndc.gov.tw/upload/download/Population%20Projections%20for%20the%20R.0.C%20
(Taiwan)%202018 ~2065.pdf; “Population Declines for Third Consecutive Year,” China News Agency, January 11, 2023, https://www.taipeitimes.

com/News/taiwan/archives/2023/01/11/2003792390.
52
53 Huang, “The Forces Behind Taiwan’s Stagnant Wages.”
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Figure 6. Taiwan Population Projections
2010-2070

outlook.5* To be fair, this has been a common theme
since Taiwan began holding democratic elections
during the 1990s.5° But these increasingly important
economic issues—what one academic calls Taiwan’s

“high-income trap”—will present the next Taiwan
government with severe challenges.5® They are also
issues that cannot be addressed in isolation from the
country’s interaction with the global economy.

54 “H¥E N ANAE S R P (“Outlook for Taiwan’s Internal and External Political and Economic Situation in 2023”), Taiwan Public Opinion
Foundation, January 17, 2023, 37, https://www.tpof.org/wp-content/uploads/2023/01/202341 H il & & ¥ 14pdf.
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56 Syaru Shirley Lin, “Taiwan’s Continued Success Requires Economic Diversification of Products and Markets,” Brookings, March 15, 2021, https://
www.brookings.edu/articles/taiwans-continued-success-requires-economic-diversification-of-products-and-markets/.
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The International Dimension

It may seem a leap to move from examining declining
industries and demographic trends to assessing
Taiwan’s changing place in the world. But long-term
solutions to Taiwan’s economic vulnerabilities reside
just as much in the realm of international cooperation
as in industrial policy. It is essential to encourage
Taiwan’s diversification of trade and investment. But
the country’s second-largest market—the United
States—has failed to reduce barriers to Taiwanese
exports, despite support in the US Congress for a
free-trade agreement (FTA).5” Taiwan is in danger of
being left on the sidelines as Asia-Pacific countries
pursue regional arrangements that could facilitate
greater trade; yet Taiwan’s place in electronics supply
chains will be an important driver of future growth
across the globe—giving it important leverage.

Beijing’s use of carrots (enticements like meetings
with Chinese leaders, and the financial inducements
of investment and lending) and sticks (economic
coercion) in the realm of diplomacy has limited
Taiwan’s entrée to regional trade arrangements—
the Comprehensive and Progressive Agreement for
Trans-Pacific Partnership (CPTPP) and the Regional
Comprehensive Economic Partnership (RCEP).5 Even
the Biden administration has excluded Taipei from
its Indo-Pacific Economic Framework for Prosperity
(IPEF) because of concerns from other participating
governments about China’s reaction.®®

The issue is how Taiwan can use its advantages to
benefit its economy and its trade partners. A large
part of the answer liesin leveraging business linkages
and unofficial diplomatic exchanges in tandem. It is
an approach that has worked—however unsatisfying
politically—despite the diplomatic isolation imposed

57

by Beijing. Indeed, Taipei’s informal relations with
the United States, Japan, Germany and other major
countries are far more important than its formal ties
to a dwindling number of small countries. China’s
recent shift to aggressive diplomacy on a global
scale has alienated many governments and offered
Taiwan new opportunities to develop its informal
relationships.

The evidence of Taiwan’s expanding trade and
investment is already clear from India, where
Foxconn is growing its assembly operations, to the
United States and Japan, where TSMC is making
major semiconductor investments. In the case of
Japan, business bridges are accompanied by quiet
government consultations and visits to Taiwan by
ruling-party legislators and officials.®°

Most governments look to Washington to take the
lead in carving out new areas for interaction with
Taiwan, and there are signs of progress. For example,
the Biden administration has included Taiwan,
Japan, and South Korea in the Chip 4 Alliance, which
is aimed at coordinating export and technology-
transfer policies toward China.®

The United States has also taken the lead in building
a Group of Seven (G7) consensus for responding
to Beijing’s use of economic coercion. At their May
2023 summit in Hiroshima, the G7 leaders issued a
statement in which they agreed—without mentioning
China by name—*“to coordinate, as appropriate, to
support targeted states, economies and entities”
facing such coercion. The language on “economies
and entities” provides room to respond to actions
affecting Taiwan.®?
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US President Joe Biden, Germany’s Chancellor Olaf Scholz, European Commission President Ursula von der Leyen,
President of the European Council Charles Michel, Italy’s Prime Minister Giorgia Meloni, Canada’s Prime Minister Justin
Trudeau, and Japan’s Prime Minister Fumio Kishida attend a meeting during the G7 Leaders’ Summit in Hiroshima on May

19, 2023. BRENDAN SMIALOWSKI/Pool via REUTERS.

Another way in which Washington can provide
concrete leadership at this stage is to show
the way forward in broadening its economic
dialogue with Taipei. Over the past two years, the
Biden administration has reinvigorated bilateral
interactions with Taiwan on issues ranging from a
2021 technology trade-and-investment framework

63

agreementtoanaccordsignedinJune 2023 outlining
a “21st Century Agreement” on nuts-and-bolts trade
issues.®® Administration officials have described the
agreements as part of a process that will run parallel
to—and eventually outpace—the IPEF talks, which
so far have produced an accord on supply-chain
security. There is more to do.
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Regarding Trade Between the United State of America and Taiwan,” US Trade Representative, June 2023, https://ustr.gov/sites/default/files/
US-Taiwan%20lInitiative%200n%2021st%20Century%20Trade%20First%20Agreement%20-%20June%202023.pdf; Anna Ashton, “ASPIT Note:
What to Expect from the U.S.-Taiwan 21st Century Initiative,” Asia Society Policy Institute, June 8, 2022, https://asiasociety.org/policy-institute/

aspi-note-what-expect-us-taiwan-21st-century-trade-initiative.
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Conclusion and Recommendations

Over the past few years, the Taiwan economy has
weathered the COVID-19 pandemic and Chinese
political and military threats because of its place in
electronics supply chains. While Beijing has used
economic coercion to bring pressure to bear on
Taiwan, the unparalleled strength of the Taiwanese
semiconductor industry—whose exports to China
amount to hundreds of billions of dollars of chips a
year—has reduced the impact of China’s coercive
actions to annoyances. But while China’s economic
dependence remains central to the cross-strait
relationship, there is no guarantee that Beijing won’t
decide in the future to sacrifice some of its economic
well-being to bring real coercive pressure to bear on
Taiwan.

Indeed, Taiwan’s reliance on the Chinese economy
raises concern among the Taiwanese public and
government officials, and rising costs and political
uncertainty have caused Taiwan businesses to
rethink their own dependence on the mainland.
This dilemma led President Tsai to push to shift
trade and investment away from China and toward
Southeast and South Asia. But it has been a slow
transition, especially without significant government
financial support. This challenge becomes even
more important as other sectors of the Taiwanese
economy show signs of losing dynamism and the
inexorable aging of Taiwan society raises warning
flags about the country’s future.

Nonetheless, the move away from China has
begun to build, in part, because of pressure from
multinational business partners to reduce the risk
of exposure to China. As this paper documents,
both Taiwan exports and investment in other Asia-
Pacific countries are now on the rise. But Taiwan
should not be expected to make this transition on
its own. Its international partners—who, despite the
formal diplomatic isolation imposed by Beijing, have
become more vocal in their support in recent years—
must facilitate Taiwan’s continued integration into the
global economy. It is essential that the United States
take the lead in supporting and expanding upon this
effort, not least by working with its allies to ensure
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that Taiwan is given a more prominent role as an
economic leader in the Asia-Pacific region.

To that end, there are several steps that the next
Taiwan government and the Biden administration
can take.

Recommendations for Taiwan

Regardless of the outcome of the January 2024
election, the new Taiwanese president will have
an opportunity to review and recalibrate the
government’s ongoing efforts to reduce Taiwan’s
reliance on the Chinese economy and to seek new
drivers of growth.

Strengthening the New Southbound Policy: The
progress made to broaden economic ties with
the Asia-Pacific region has been driven by market
pressures and geopolitical tensions. But Taiwanese
business executives regard Taipei’s concrete—as
opposed to rhetorical—support for the campaign as
sporadic, with financial incentives largely lacking.®*
One area where significant government support has
been available is in attracting factory investments
back to Taiwan, but Western multinationals have
undermined this program by asking their Taiwanese
partners to invest away from Taiwan out of concern
about a military conflict with China. Along with
incentivizing domestic investment, Taipei should
devote far more resources to its Exim Bank than the
NT$10 billion reported to be under consideration by
202755

As part of the drive to build economic ties elsewhere
in Asia, Taiwan also needs to focus more on turning
business bridges into diplomatic partnerships. Many
governments are more open to interacting with
Taiwan despite Chinese economic coercion. But
Taipei needs to be more opportunistic in pushing
on an open door in a slow-growth, post-pandemic
global economy. For example, the government
should be working with India and Southeast Asia to
develop Taiwanese industrial parks for companies
moving supply chains. Moreover, the government
should turn its largely ad hoc response to China’s
economic coercion into a high-profile element of its

“Fitch Affirms Taiwan EXIM’s ‘AA’ Rating; Outlook Stable,” Fitch Ratings, November 24, 2022, https://www.fitchratings.com/research/banks/fitch-
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effort to expand trade ties in the region, thus gaining
political advantage at China’s expense.

Supporting New Industries: The Tsai government has
had the foresight to push a vision for transforming
Taiwan’s domestic economy. Its plans offer a blueprint
for injecting new dynamism into an economy that
increasingly appears to rest on the laurels of its
extraordinary success in semiconductors. But
today’s flagship technology can become tomorrow’s
sunset industry, and Taiwan needs to give much
more support to future successes.

Innovation is expensive—witness the vast sums that
TSMC and other semiconductor companies spend on
maintaining their competitiveness—so Taiwan must
be prepared to devote real resources to the R&D
and capital investments required by Al, biotech, and
other industries. In addition, the government needs
to provide the incentives for more foreign companies
to base their research labs in Taiwan in partnership
with local companies. Finally, it is essential to reform
Taiwan’s immigration laws to encourage more
foreigners—especially scientists and technicians—
to work and settle in the country. It is only through
immigration that Taiwan can reverse demographic
decline and potential economic stagnation.®®

Recommendations for the
United States

US support for Taiwan, especially defense assistance,
provides a bulwark against Chinese threats. The
Biden administration has brought a renewed focus
on deepening bilateral economic ties and facilitating
Taiwan’s regional economic integration, which lagged
under the two previous administrations. However,
the administration’s efforts to launch initiatives to
reinvigorate economic and business ties—with the
exception of encouraging TSMC’s investment in
two semiconductor factories in Arizona—have not
been commensurate with the political consensus
in Washington for a deeper bilateral relationship.
There are several steps that the United States can
take to strengthen that relationship—and encourage
Taiwanese ties with other countries.
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Strengthening US-Taiwan Economic Relations: A key
pillar of support for Taiwan’s economic rise during
the 1970s and 1980s was its access to the US market
and US investment capital. But that success story
increasingly has been written in the China market,
as Taiwanese companies expanded investment and
trade to the mainland. The next stage of Taiwan’s
economic development—and its long-term security—
requires a US-Taiwan FTA. However, the Biden
administration has not yet been willing to move in this
direction despite bipartisan congressional support—
in large part because of the administration’s concern
about the reaction from trade unions aligned with the
Democratic Party.®”

In the absence of a free-trade arrangement, it is
essential thatthe Biden administration devote greater
energy to the patchwork of bilateral negotiations with
Taiwan that have so far produced agreements related
to nuts-and-bolts trade procedures, technology
collaboration, supply chains, and intellectual-
property protection.®® All of these are useful steps,
but the administration has so far failed to enunciate
a strategy that ties these disparate issues together.

The US-Taiwan Initiative on 21st Century Trade, signed
inMay 2023, offers an outline for closer economicties,
but the Biden administration still needs to publicly
flesh out a clear vision for closer cooperation. As
Ryan Hass, Bonnie Glaser, and Richard Bush suggest
in their recent book on US-Taiwan relations, the 21st
Century Agreement could offer a way forward by
“taking a building block approach by establishing
rules around emerging issues.”®® From Taiwan’s point
of view, the incremental movement needs to point in
the direction of an eventual FTA.”°

At the same time, the Biden administration should
introduce measuresthatrespondto China’s economic
coercion against Taiwan by offering products
targeted by Chinese sanctions preferential access to
the US market. The US Export-Import Bank and other
government agencies also could begin working
with the Taiwan government to support Taiwanese
businesses experiencing Chinese coercion through
export credits, purchase commitments, and trade
insurance.
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Facilitating Taiwan’s Ties with Other Countries:
The Biden administration’s recognition of Taiwan’s
central role in semiconductor supply chains through
its inclusion in the Chip 4 alliance is an important,
concrete step in carving out new areas for interaction
and cooperation with Taipei. But with Taiwan so far
excluded from regional economic arrangements like
the CPTPP, RCEP, and the Biden administration’s
IPEF, it is essential that the United States provide
more opportunities for Taiwan to expand its regional
economic interactions.

Itis noteworthy that the 21st Century Agreement with
Taiwan was announced soon after the IPEF launch,
with some goals of the two arrangements aligned.
Kristy Tsun Tzu Hsu, a Taiwanese analyst, has called
for Taiwan to seek “substantive cooperation” on IPEF
issues under the 21st Century Initiative to “reduce
the negative impact of not participating in IPEF.””!

By explicitly linking its bilateral agreements with
Taipeitothe IPEF agenda, and vice versa, Washington
can help Taiwan broaden its cooperation with other
Asia-Pacific governments and build stronger bilateral
ties across the region. A case in point is the recent

71 Kristy Tsun Tzu Hsu, “IPEF{LEGE R &k ) 2 sp 288

agreement among IPEF members on a supply chain
“pillar” that calls for formation of a Supply Chain
Council to coordinate policies on trade in critical
sectors. This accord plays to Taiwan’s advantage
in semiconductors and electronics, especially as
multinational corporations accelerate their efforts
to shift manufacturing out of China. The Biden
administration should push for Taiwan to be granted
observer status at the council to enhance regional
cooperation in semiconductor trade, and it should
seek to involve leading Taiwanese companies like
TSMCin a proposed IPEF forum for corporate leaders.

It is in the interest of the Asia-Pacific region to take
advantage of Taiwan’s critical role and competitive
advantages in the global electronics industry and
to foster its integration into emerging regional
arrangements—either formally or in parallel with
the efforts to build new frameworks for economic
cooperation. Strengthening the web of regional ties
will provide an important bulwark for Taiwan as it
seeks to reduce its dependence on China and stakes
a claim to its rightful place in the global community.

(“IPEF Supply Chain Agreement Negotiation and Impact”), Chung-Hua Institution for
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