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I. INTRODUCTION 

One of the most important economic issues facing the Republic of China today is 

its huge trade imbalance with the United States. In 1986 Taiwan shipped 47.7% of its 

total exports to the United States, with its trade surplus amounting to $13.6 billion. 

Taiwan's exports to the United States as a percentage of its total exports declined 

slightly to 44.8% during January-October 1987, but, despite the recent rapid appreciation 

of the NT dollar, the trade surplus widened to $13.8 billion, $2.6 billion more than the 

same period a year ago. 

Si.nce Taiwan is heavily dependent on the U.S. market and has relatively little 

economIC power, it lacks reta liatory leverage. In addition, its relatively healthy economy 

is widely supposed to be able to withstand the detrimental effects of protectionist 

measures. For these reaso:J.s, the Republic of China is a likely target of U.S. 

protectionism. 

Protectionist measures are likely to affect growth adversely through various channe.ls 

and to hinder sound development of the economy. Consequently, every effort has to be 

made to prevent further worsening of the situation. This study attempts to examine 

ROC-U.S. trade reiations viewed especially from the financial perspective. Section II 

briefly d iscusses the rnajor features of the changes in Taiwan's trade balance and export 

patterns. Section III analyses the factors that contributed to Taiwan's trade surplus, 

and Section IV attempts to examine the imperatives of financial reform and foreign

exchange liberalization. A brief conclusion follows. 

n. OHANC:ES IN TAI\VAN!S TRADE BALANGE AND EXPORT PATTERNS 

Taiwan's annual commodity trade balance was in deficit for most of the period 

from the Second World War to 1970. Taiwan relied on U.S. aid and capital imports 
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to finance trade deficits during these years. Since then, the trade balance, valued in 

the US dollars, has been consistently in Taiwan's favor, e:-::cept in 1973 and 1974, the 

two years follo wing the first oil shock. As shown in Table 1, however, it was no! 

until the 1980s that Tai-.van's trade surplus began to increase very rapidly_ 

Table L Taiwan's Trade Balance w ith the United States 

1980 - 87 

unit: USS million 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 (Jan.-Oct.) 

1
I 

Trade Balance withTotal Trade Balance the United St a tes 

(1) 	 (2) - 77 
1,412 

3,316 

4,836 

8,497 

10,621 

15,625 

16,301 

2,087 

3,393 

4,195 

6,687 

9,826 

10,027 

13,579 

13,779 

Percentage Share 

(2)/(1) 

2,710.4 

240.3 

126.5 

138.3 

115.6 

94.4 

86.9 

84.5 

Sources: 	 Council for Economic Planning and Development, Taiwan Statistical Data Book 1987 (Taipei, 1987); 
Department of Statistics, Ministry of Finance, Preliminary Statistics of Export and Import, Republic 
of China (Taipei, Oct., 1987). 

A distinctive feature of the sharp increase in Taiwan's trade surplus in the 1980s 

was that it mostly reflected an increa~e in Taiwan's bilateral surplus with the United 

States. Taiwan's trade surplus with the United States even surpassed its global surplus 

by a wide margin during the period 1980-84. Table 1 shows that, while the trade 

surplus with the United States grew and became very large during the period 1985

87, the trade surplus with other countries as a \-vhole also rose considerably. 

Table 2 shows changes in the structure of Taiwan's exports to the United States 

during the period 1965-85. In 1965, forest products and tropical agricultural products 

were the two largest export commodities. By 1973, specialized machinery had replaced 

forest products as the largest export commodity, and many labor-intensive manufactures 

such as clothing and apparel, miscellaneous manufactured articles, footwear, and travel 

goods, had become the leading export commodities. During the post-1973 period, the 

export base continued to broaden. While the importance of labor-intensive commodities 

has remained unchanged, telecommunications equipment, electrical machinery, office 

machines, and data processing equipment have emerged as the major exportables. It 

has to be noted that more than half of these exportables were shipped to the United 

States in 1985. The U.S. market also accounted for more than 70% of the furniture 

and footwear exports. These large quantities of labor-intensive exports tended 

to compete with the products of American industries that were important sources 
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of employment, that were usually the least competltlve and prosperous, and, conse

quently, that were the most protectionist. Because of the danger of U.S. protectionism, 

Taiwan has to change the composition of its exports and diversify its markets by 

seeking other important trading partners. 

Table 2. Taiwan's Ten Major Commodity Exports to the United States: 1965 - 85 
1965 unit: NT$ million 

As a Percentage of 
SITe __ _~ommo~ity I Va lue Total Exports of the Commodity 

63 Wood and cork manufactures 

05 Vegetables and fruit 

84 Clothing and appa'rel 

06 Sugar, honey 

65 Textile yarn and fabrics 

89 Miscellaneou s manufactured articles 

72 Specialized machinery 

55 Essential oils 

24 Wood, lumber, cork 

29 Animal and vegetable materials 

834 71.8 

726 16.0 

519 66.! 

346 14.3 

328 15,4 

320 56.6 

222 47.3 

114 39.5 

97 19.4 

92 56.8 

1973 

SITC I 

72 

84 

89 

85 

63 

73 

69 

05 

71 

83 
--_.._ >--- 

1985 

SITC CommodityI 

-'-s9f Mi~;dlaneous manufactured articles 

84 Clothing and apparel 

85 Footwear 

76 Telecommunicatic.ns equipment 

77 Electrical machinery 

69 Metal manufactures 

75 Office machines and data processing equipment 

78 Road vehicles 

82 Furniture and parts 

83 Travel goods, handbags 

Commodity 

Specialized machinery 

Clothing and apparel 

Miscellaneous manufactured articles 

Footwear 

Wood and cork manufactures 

Metalworking mach inery 

Metal manufactures 

Vegetables and fruit 

Non·electrical mach 'inery 

Travel goods, handbags 

As a Percen tage ofValue 
Total Exports of the Commodity 

19,275 

l3,260 

8,891 

5,298 

4,518 

1,787 

1,768 

1,681 

1,145 

1,066 

67.9 

52.2 

57.0 

61.5 

34.5 

44.9 

51.4 

17.0 

20.6 

49.6 

V lu As a Percentage ofI 

~~_tal Exports of the Commodity 

86,260 56.8 

85,158 60.9 

63,457 71.0 

60,205 64.2 

46,074 49.3 

38,458 63.5 

28,391 56.8 

22,575 56.4 

22,364 73.2 

19,740 60.5 

Sources: Inspectorate General of Customs, The Tmde of China (Taipei: various years); Research, Development, 
and Evaluation Commission, Commodity Trade Stati,tic., of the Republic of China (SITC Revised), 
1954-74 (Taipei: Aug. 1976). 
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Broadly speaking, the relative importance of domestic supply and foreign demand 

m determining the growth rate of a country's exports will vary according to its share 

of the export market. The greater the country's share, the more probable it is that 

its exports will grow more or less in line with the growth in foreign demand for them. 

The smaller its share, the more important is its ability to produce for export at 

prevailing world prices. [) The need to accelerate the diversification of its markets and 

product composition is evident if Taiwan is to sustain its export growth. 

Market diversification, the state of the world economic environment, and prevailing 

limitations on trade by the industrial countries all argue in favor of a trade and 

industrial development strategy that supports a more balanced arid wide-spread expansion 

of exports from a broad array of manufacturing subsectors, instead of a sudden large 

spurt in a few traditional exportables. Participation in the international division of the 

production process can be enhanced by repealing domestic content regulations that raise 

the cost of domestic production and limit a firm's choIce among inputs. Sectoral 

diversification of exports could proceed with a substantial iacrease in intra-industry 

trade. For instance, ilrms can specialize in certain kinds of machinery and equipment 

and import others, produce cars and particular varieties of electronic consumer appLiances 

and import pa.rts and components for assembling. Z) Emphasis on intra-industry trade 

through increased import liberalization and an expansion of exports on a broad front 

would diffuse the tensions that spring up when trade is one-sided, and resources would 

be used more efficiently according to the nation's comparative advantage. 

The index of intra-industry trade (BJ is defined as 

Bi= [1- IXi-M, 1 
Xi+M: JXlOO 

I 

where Xi and Mi are the value of the exports and imports of industry i. B; vanes 

between 0 and 100. When the exports arc exactly equal to the imports of an industry, 

Bi is 100. When there are exports but no imports, or vice versa, the measure is 0.'1' 

Tabie 3 shows that labor-intep..sive products other than miscellaneous manufactures 

are characterized by very low intra-industry trade levels or very high degrees of 

national specialization, while the intra-industry trade levels of transport equipment and 

machinery are very high. Transport equipment shows an especially clear increase in 

intra-industry trade. 

1) A. Maize1s, Exports and Economic Grou,th of Developing Countries (London: the Cambridge University Press, 
1968), p. 168. 

2) World Bank, Korea: Development in a Global Context (\Vashington D.C.: The World Bank, 1984), p. xii; B. 

Balassa, Change and Challenge in the World Economy (London: The Macmillan Press Ltd., 1985), p. 250. 
3) H. G. Grubel and P. J. Lloyd, IlItra-industry Trade (London: The Macmillan Press Ltd., 1975), p. 21. 
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Table 3. Changes in the Indices of Intra-industry Trade by Industry 

1965-85 

SITe 

84 


85 


83 


89 


65 


69 


75, 76, 77 


71,72,73, 74 1 


78, 79 


Industry 

Clothing and apparel 

Footwear 

Travel goods, handbags 

Miscellaneous manufactures 

Textile yarn ~nd fabrics 

~Ietal manufactures 

Electrical machinery, telecommunications equipment, office machines 
and data processing equipment 

Power generating, specialized and general industrial machinery 

Transport equipment 

1965 

0.3 

0.0 

3.9 

60 .6 

65.4 

79.6 

n.a. 

21.8 

n.a. 

1973 

0.6 

0.0 

0.9 

43.1 

49.5 

70.2 

90.2 

46.2 

74.6 

0.5 

0.3 

0.5 

32.2 

27.1 

23.3 

62.2 

88.6 

98.5 

Sources: Department of Statistics, Ministry of Finance, Monthly Statistics of Exports and Imports, The Republic 
of China (Taiwan District) (various issues); Research, Development, and Evaluation Commission, 
Commodity Trade Statistics of th!! Republic of China (Taipei: Aug. 1976). 

High-quality manpower with basic academic training in science and technology IS 

Taiwan's most important and most abundant resource. The continued process of 

financial resource accumulation also allows the economy to move toward the develop

ment of more capital-intensive manufactures. Machinery and transport equipment will 

be next in line for the achievement of a high rate of export expansion as the growth 

of experience and capacity in manufacturing permits the economy to move beyond 

traditionally labor-intensive types of production. With higher intra-industry trade levels 

and through greater opportunities for p10duct differentiation, the development of these 

industries will make the industrial structure more balanced and allow for more active 

participation in the international division of the production process. Substantial increases 

in intra-industry trade through sectoral diversification of exports will consequently help 

to defuse trade tensions. 

III. FACTORS OONTRIBUTING TO TAIWAN'S 


GROWING TRADE SURPLUS 


Taiwan's export-orien~cd economy has its historical necessity. Taiwan will not be 

able to import raw materials and capital equipment to survive without competitive 

export industries. The outward-looking policies that promote exports through a set of 

supportive mechanisms have been essential for the rapid export growth and remarkable 

structural transformation of the Taiwan economy since the late 1950's.4) However, the 

Taiwan economy is presently at a crossroads, and the current problem of the huge 

4) T. H. Lee and Kuo-shu Liang, "Development Strategies in Taiwan," in B. Balassa and Associates, Develop
ment Strategie( in S~mi-[ndu~trial Economies (Baltimore: The John Hopkins University Press, 1982), pp. 
310-383. 
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trade imbalar.ce with the United States and the growing export surplus is (he result of 

the success of past development efforts. 

Table 4 shows in summary form Taiwar.'s balance of payments for the period 

1980-86. As shown in the table, the trade balance was persistently in surplus, with 

the surplus widening from US$O.3 billion in 1980 to US$17.1 billion in 1986. At the 

same time, the current-account surplus also expanded substantially. And, as is shown 

10 Table 5, the export surplus as a percentage of GNP widened from -1.2% in 1980 

to 19.1% in 1986. 

Table 4. Balance of Payments 

1980 - 86 
unit : US;; million 

Trade balance 


Exports 


Imports 


Services and transfers (net) 


Transporta tion 


Travel 


Invc$tmcnt income 


Other goods, services and income 


Priva te transfers 


Official transfers 


Current account balance 

Non-monetary capital transactions 

Long-term capital (net) 


Assets 


Liabilities 


Short-term capi ta I 

Errors and omissions 

Monet a ry tapital transactions 

Change in net foreign assets of commercial 
banks 

Change in foreign assets of central bank 

19861980 j 1981 1 1982 f ~83 - 1 1984 ! 1985 1 

344[ 1,9361 3,7461 6,424[ 9,352 11,326, 17,063 

19,602 22,408\ 21,7901 25,101 30,185 30,466. 39,509 

-19,258 -20,472 -18,0441-18,6771-20,833 -19,140! -22,446 

- 990 -1,306 -1,398 

-1,005 -947 -965 

39411 202 -90 
-66,. -291 -42 

-2181 -1781 ,-166, 

-92 -84 -1251 

-3 -8 -10 
1 

-646 630 2,348 
1 

957 995 739[ 

1,211 886 : 1,268: 
1

34 59 49

1,245 945 1,317 
1

-254 109 -529 
1 

-3~3 -326 -:981 
1)2 -1,2991 -2,:>89 

1 
1,319 ' 3,560' -1,383 

-1,267 -4,8591-1,206\1 

1 

-1,856 -2,257 

-1,069
1
[ -1,155 

-2391 -915 
65 6691 

-570~ -656\ 

_47,1 -170 

-1 

4,5681 7,095 
1 

646; 
, 

-828 

1,043: -739 

59' 91 

1,1021 -648 
1 

-397 -891 

-352, -.:-4081 
-4,862, -),859 

-1,365 -1,7671 

j 
1-3,4971 -4,092, 

-1,975\ 

-869 

-1,0361[ 
1,113 

1-934 

-244 

-5 

9,351 

-493 

-777 

87 

-690 

284 
1

4~41 
-9,3~2 ; 

-2,670 

1
-6,682

1 

-735 

-910 

-716 
1,985 

-799 

-303 

8 

16,328 

12 

-1,409 

-58 

-1,351 

1,421 

280 
-16,620 

6,92~ 

-23,54:> 

Source: The Economic Research Department, the Ccntral Bank of China, Balance of Payments, the Republic 
of China (Taipei: various rcars). 

Although the net outflow of long-term capital amounted to US$1.4 billion in 1986, 

compared with an inflow of U5$1.2 billion in 1980, capital outflows were swamped by 

the massive current-account surplus. The short-term capital inflow in 1986 was five 

times larger than in 1985, due mainly to the crawling appreciation of the NT dollar. 

The size of Taiwan's foreign exchange holdings has become remarkable by any standard. 

As shown in Table 5, the foreign reserves held by the Central Bank of China amounted 

to one year and five months of imports in 1986, 
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Table 5. Key Indicators of the Significance of the Export Surplus 

1980 - 86 
unit: %

E l 1982 1983 1984 
I 	1985 I 19861980 I _. I 

-1.211 2.081 5. 261 8.Q8 - 14.231 19.09Export surplus/GNP 11.41 
-2.28i 39 16.66 20.06 32.39Export surplus/ Exports 25.8°1 

I 3.97] 10. 1 

12.631 24.48 4+.42 54.95 99.12 139.48Foreign assets of the Central Bank/ Imports 66.~7 1 1 

Sources: 	 DGBAS: National Income of the Republic of China (Taipei: various years); Department of Statistics, 
l\1inistry of Finance, iHonthly Statistics of Exports and Import.s, the Republic of China (Taipei: various 
issues); The Central Bank of China, Balance of Payments, Taiwan Area; the Republic of China (Taipei: 

various years). 
Note: 	 Export surplus, GNP, and exports are based on national income statistics valued in NT do!1ars, 

and imports on Customs data. Foreign assets of the C~ntral Bank are 12-month averages. 

An export surplus indicates that domestic saving exceeds domestic investment, or 

positive net foreign investment, which is unusual for a newly industrializing country. 

b fact, Taiwan exports its savings in very large amounts to the United States to help 

finance the U.S. budget deficits, notwithstanding that the quarrel over the trade 

imbalance continues. 

Saving and investment balances for the period 1980-86 are shown in Table 6. 

From 1980 to 1986, nominal GNP expanded by NT$1,273.1 billion. Consumption 

accounted for NT$718.6 billion of the increase and gross saving for NT$554.5 billion, 

implying an aggregate marginal propensity to save of more than 40%. Domestic uses 

Table 6. Saving and Investment Balances 

1980 - 1985 
unit: NTS billion 

1980 I 1981 1 1982 1 1983 I 1984 1985 I 1986 

GNP at current prices 

less: Consumption (public+privatc) 

equals: Gross national saving (=A) 

1,468.1 

98-LO 

484.1 

,1,739.8 

1,183.4: 

556.4: 

I1,859.0
1 

1,293.9 

565.1
1 

I2,044. 1 

1,388.4 

655.7i 

'2,277.8 

1,510.2
1 

767.61 

I2,398.4 

1,594.6
1 

803.8 
1 

2,741.2 

1,702.6 

1,038.6 

Households 170.9 227.9i 246 .7 298.61 338.9 356.3: 479.5 

Corporal ions 83.9 71.6 65.1 71.7 103.0 94.9 182.7 

Dep,-eciation 1089 137.6 154.1 170.6 18S.9 210.S1 225.8 

Government (current saving) 116.8 115.9 94.0 113.1 130.0 131.8[ 140.3 

Domestic uses of saving (=13) 504.0 529.8 468.0 469.4 484.4 449.1 498.5 

Housing 64.7 72.8 67.5 62.8 
o;r,..=.' 

68.6 
1 

67.3 65.0 

Gross fixed non-residential investment 324.8 345.7 336.8 _. 331.3l!333.9' 324.0, 387.3 
Government investment 67.0 75.5 84.3 -  78.2 S1.9 85.S\ 98.2 

Stockbuilding 47.5, 35.S -20.6 ;' ;-="2.9 -0 -28.0\ -52.0 

Residual saving for foreign investment -23.31 23.2 91.8 ' 184.6 276.6 344.71 529.8 
[=(A) -	 (B) approximately] 

Source: DGBAS: National Income of the Republic of China (Taipei: various years)~ . 
Note: * 1986 figures are estimates. 
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of the increased saving decreased by NT$5.5 billion, while the net acquisition of foreign 

assets rose by NT$553.1 billion. 

Gross domestic investment was only 18.2% of GNP in 1986 while gross national 

saving amounted to 37.9%, indicating a huge export surplus. The difference between 

domestic saving and investment has been accumulated mainly in the form of short-term 

foreign financial assets. The Republic of China is still a newly industrializing nation 

that has to maximize static and dynamic allocative efficiencies, a.nd yet as much as 

19.3% of GNP was transferred abroad and not utiiized for domestic economic activities 

in 1986. 

Taiwan's trade surplus and foreign exchange holdings have now grown so large that 

they have become a cause of anxiety and frustration. Foreign exchange reserves far 

exceed the level required for prudel1t and provision against future adversity. It was not 

until recently, however, that the government and the people began to recognize that 

em excessively export-biased economy and an extremely low import propensity could 

lead to the accumulation of huge foreign reserves, causing serious trade friction and 

threatening economic stability. 

The NT dollar appreciated against the U.S. dollar by 35.1 % between September 

20, 1985 (one day before the G-5 New York meeting) and October 30,1987. However, 

the recent rapid appreciation of Taiwan's currency has not yet had much of an affect 

on Taiwan's trade performance. 

Many plausible explanations could be offered for the prolonged adverse J -curve 

effects, including the following: 

(1) With the Japanese yen and deutsche mark appreciating much more than the 

NT dollar, Taiwan's exportables have remained competitive against Japanese and 

German goods. 

(2) Growth in U.S. domestic demand has remained quite high, averaging over 3% 

m the first two quarters of 1987 and rising to 4)1-6' in the third.') Increased demand in 

the United States has delayed progress in reducing the trade imbalance. 

(3) Protection, .. otably by voluntary export restraints on labor-in~ensive ma.nufactures, 

provides an assured sales outlet and, depending on the relevant price elasticities, enables 

exporters to capture rents arisiDg from their ability to raise the export price by the 

difrerence between the international price and the higher domestic price in the importing 

country. At the microeconomic level, bilateral export restraint arrangements have 

paradoxically offered greater security to trade flows than would be obtainable under an 

unrestricted trade regime. 
- - -------- . _._ ._..... - .. _.. -_._ --

5) Morgan Guaranty Trust Company of New York, World Financial jVIarkets (Sept./Oct. 1987), p. 11. 
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(4) To avoid a reduction of their share in the U.S. market, exporters have refrained 

f,om "passing through" to U.S. purchasers the full effect of the NT dollar appreciation. 

Despite the rapid appreciation of the NT dollar, Taiwan's net terms of trade only 

improved 17.9% during the period from September 1985 to August 1987. 

(5) The NT dollar appreciation and import liberalization have IOlvered the costs 

of oil and raw materials, enabling exporters to limit price changes despite rapid currency 

appreciation. In fact, the index of import prices declined 6% during September 1985 

to Augllst 1987. 

(6) To hedge exchange-rate risks on sales contracts denominated in U.S. dollars, 

exporters have been obtaining U.S. dollar pre-export loans and selling forward dollars. 

For instance, on October 30, 1987, the spot rate was US$1 =NT$29.91, but exporters 

could have sold their U.S. dollars six months earlier at the forward rate of US$1 = 

NT$32.31, with the difference between the forward rate and the spot rate amounting · 

to NT$2.4. Consequently, the forward cover offered by the Central Bank and the 

authorized commercial banks has provided a cushion to exporters and allowed them 

considerable delay in facing up to the full impact of the rapid NT doHar appreciation. 

(7) The shift to slower growth and stable prices after the second 011 shock forced 

many enterprises to reexamine and reshape their production, financing, investment, and 

marketing strategies. Great efforts were made to cut costs, improve quality, diversify 

products, and control debt. As a result, many firms have become more competitive 

and resilient. 

All of these factors appear to be prolonging the adverse J-curve effects and delaying 

the desired narrowing of the trade imbalance. Though Taiwan's exports valued in NT 

dollars declined by 9.3% between October 1986 and October 1987, the trade balance 

continued to show a large surplus. Appropriate policy measures must therefore be 

taken to avert the danger of a rocky descent into serious trade frictions. 

xv. TIU: NEED FOR l"lNANCIAL REFORM AND FOREIGN. 

EXCHANGE LiBERALIZATION 

Taiwan's trade surplus and foreign exchange reserves have now grown so large as to 

cause serious anxiety and frus tration. Whether Taiwan can successfully restructure its 

industry and attain an adequa te rate of economic expansion will depend to a great 

extent on expanding domestic demand, reforming the financial system, diversifying 

export mark~ts, and liberalizing imports and foreign exchange controls. Progress on these 

fronts will, in turn, facili tate more efficient allocation of capital resources and reduce 

the risks of protectionism. 
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Section n stressed the importance cf a substantial increase In intra-industry trade 

through sectoral diversification of exports to defuse the trade tensions. Taiwan also 

has to take advantage of the appreciation of the Japanese yen and the deutsche mark 

to launch a sustained effort to increase its exports to these surplus countries an:::i 

diversify its export markets. In addition, Taiwan should dismantle its existing system 

of export incentives and accelerate the pace of import iiberalization. 

With its huge trade surplus, if Tc.iwan does not open its markets to imports, it 

will be vulnerable to charges of "unfair trade." To avoid such charges, Taiwan has 

to revise its mercantilist-oriented policies and dismantle existing export incentives. As 

a first step in this direction, it should review the tax laws and the functions of export

processing zones, the export-import balik, and the External Trade Development Council. 

Trade liberalization will make imported goods available to consumers at lower prices, 

spur improvements in productivity by reducing the prices of imported machinery, and 

trigger accelerated adjustment among industries that compete with imports. At the 

same time, mutual concessions arrived at through bilateral negotiations will lead to 

better treatment for exports in foreign markets, where selective protectionism is all too 

often being applied arbitrarily. Moreover, from a political standpoint, the increased 

stake of foreign exporters in the domestic market will act as a political counterweight 

to protectionist sentiment abroad. Foreign exporters, fearing loss of exports due to 

retaliation, will serve as an anti-protectionist pressure group in their home countries. 

In addition to these measures, this study, which views ROC-US. trade relations 

from a financial perspective, stres~es the need for financial reform and foreign-exchange 

liberalization. One reason for transferring huge amounts of domest ic savings abroad 

may be that an inadequate and out-of-date financial regime has failed to function as 

an efficient intermediary bet'ween savers and investors. The liberaiization of foreign

exchange controls will stimulate more efficient use of and increase the demand for 

foreign exchange, alleviating upward pressure on the NT dollar. 

(1) 	Recommendations for Financial Reform 

Because the process of market restructuring amI regulatory reform ins remained 

incomplete, financi a l deregulation and fundamental reform of the financial system have 

become imperative. The Economic Reform Committee, which functioned from May 

to November 1985, made the following recommendations for financial reform. 

(a) Public concern about the banking and financial industry is focusing on con

centration, conflicts of interest, depositor and investor protection, and unfair competition. 

The financial system must be reformed in such a way that discipline operates through 

prior restraint and is not achieved only as a by-product of instability and failure. 

Short-term iiquidity-support operations that buy time to fashion permanent solutions to 
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problems must not degenerate into long-term bailouts to those who have acted in an 

irresponsible or undisciplined fashion. 6l The Economic Reform Committee recommends 

improving the bank examination process, streamlining the regula tory structure, streng

thening capital requirements, improving disclosure, and reinforcing reporting requirements. 

(b) The Banking Law and the Central Bank Law stipulate that the Central Bank 

prescribe the ceiling of bank deposit rates and approve the range of bank lending rates 

as proposed by the Bankers' Association. Not surprisingly, controls have spawned evasions 

and innovations. Under the current situation of excess liquidity, caused by 0. huge 

export surplus, high domestic saving, and ul1derinvestment, corporations have circum

vent.ed lending-rate floors by issuing commercial paper and bankers acceptances to fund 

large sums in the money market at rates lower than the bank deposit rates. The 

bank's role in extending credit to high-quality bOlTowers has been significantly undercut. 

The rate of profitability in traditional intermediation activities has been drifting lower, 

and financial disintermediation has created pressure for interest-rate deregulation. The 

Banking Law and the Central Bank Law must be revised to completely deregulate 

bank rates in due course. In addition, banks in the Republic of China cannot continue 

to assess risks mainly on the basis of collateral and customer relationships. If a more 

market-oriented financial system is the ultimate goal of financial reform, then an 

improved system of financial disclosure, together with the emergence of a reliable 

credit-rating system, should become par~ of the reform. 

(c) Foreign banks ha'ie been pressing the government to grant them national 

treatment. Facing a more competitive market, the government authorities should pay 

more attention to economies of scope in banking activities. Legislation and adminis·· 

trative orders that limit the ability of banks to grow and diversify will raise the 

operational costs of banks. The government authorities should allow banks to take full 

advantage of cost-complementary economies of scale. In addition, commercial banking 

has to become more international by establishing an extensive network of foreign 

branches. 

(d) Most domestic banks are state owned and Subject to the onerous regulations 

of numerous government agencies. Bank staff have become less respected by the 

government bureaucracy and politicians alike. Most troublesome are the very difficult 

standards and procedures for writing off bad loans. Small mistakes can cost a loan 

officer an administrative penalty in the civil service appraisal system, and he or she 

may be liable for repayment of bad loans. An effective credit apparatus must be 

willing to take risks and provide room for the extension of credit to borrowers facing 

6) 	E. G. Corrigan, "Financial Market Structure: A Longer View," Seventy-second Annual Report, Federal Reserve 
Bank of New York (February 12, 1987), pp. 50-51. 
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adversity. Losses are an inevitable part of risk-taking which, in turn, is part of the 

process of economic development. The Economic Reform Committee recommended the 

enactment of a special law governing state-owned banks which would strictly limit state 

interference, so that banks can avoid becoming like government bureaucracies. Bank 

regulation should be based on the Banking Law and should apply to both government 

and private banks. Regulatory practices should allow banks sufficient scope to exercise 

initiative and operate efficiently, and the government should exercise its authority only 

in the capacity of a shareholder. The Economic Reform Committee also recommended 

privatising major commercial bar.ks and allowing the entry of new private banks to 

promote competition. 

(e) In order to equip the financial system to meet the challenges of financial 

deregulation and international competition, the Financial Subcommittee recommended 

enacting a law governing mergers and conversioriS of financial institutions that will 

restructure the financial system. Financial institutions should be allowed to apply for 

mergers or conversions if these changes (1) improve efficiencies and strengthen sound 

bankir,g, (2) exploit economies in providing financial services but avoid interrupting an 

adequate supply of credit facilities for the medium and small business sectors as well 

as excessive concentration of financial powers, and (3) provide adequate protection of 

the interests of shareholders. 

(f) Because the gains to the economy as a '\-",hole from the development of money 

and capital markets are considerable, the Economic Reform Committee recommended 

diversifying high credit-standing instruments in the money market, establishing prudent 

criteria to evaluate the credit rating of companies issuing commercial papers and bankers 

acceptances, allowing the entry of new bills finance companies, improving the interbank 

market functions, more clearly defining the responsibilities of the Securities Exchange 

Commission and the Stock Exchange, adopting rules to clearly define fair trading 

practices, strengthening the supervision of brokers and traders and monitoring market 

behavior for irregularities, and improving accounting and disclosure requirements for 

listed companies. 

(2) Foreign Exchange Liberalization 

It appears that appreciation of the NT dollar is a critical element in corrective 

policies pursued to reduce the huge export surplus. The new protectionism in the 

United States is taking such forms as protectionist threats to press market opemng, 

macroeconomic policy coordination, and substantial exchange-rate adjustments. 

In order to avoid having the NT dollar appreciate too fast against the U.S. dollar, 

the Central Bank has been discretely intervening to slow down exchange rate changes. 
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However, a policy of "leaning against the wind" designed simply to slow down 

exchange rate changes allows an internal objective of maintaining competitiveness to 

override an exchange-rate target of reducing export surplus.7l In addition, the adop

tion of a controlled crawling appreciation strategy reduces uncertainty for short-term 

financial speculation and introduces destabilising short-term cz.pital movements that 

make monetary management progressively difficult. 

The annual rate of increase in MIB-consisting of net currency issued, checking 

accounts, passbook deposits, and passbook savings deposits-was 41.5% in September 

1987. The Central Bank has been issuing huge amounts of treasury bills, central bank 

certificates of deposit, an!;! savings bonds to sterilize the excess liquidity and alleviate 

potential inflationary pressure. 

Taiwan has to follow policies that O).llow its currency to better reflect economIc 

fundamentals, in conjunction with the expansion of domestic demand and the liberali

zation of imports and foreign exchange controls at its own initiative. Such a policy 

mix will not only hdp appease protectionist pressure and improve Taiwan's standing 

with the United States, but also accelerate structural adjustment and nudge the economy 

up the technological ladder. However, a control!ed crawling regime should not follow 

(I. simple rule but should include an element of randomness to avoid speculation. It 

also has to be noted that the appropriate exchange rate will be influenced by the mix 

of policies aimed at expanding domestic demand to reduce excess saving, dismantling 

existing export incentives to reduce distortioJ1.S in resource allocation, opening the 

domestic market to more imported goods, and lifting foreign exchange controis, even 

though the purchasing-power-parity effective exchange rate index will serve as a base 

to identify the direction of change in the appropriate exchange rate. 

The government revised related laws and regulations and lifted most foreign

exchange controls on Ju~y 15, 1987. The foreign exchange controls that remain in 

effect and still need the Central Bank approvals are confined to non-trade related 

inward remittances of more than US$50,OOO and outward remittances of more than 

US$5 million by any individuals and firms within a year. The government still restricts 

capital inflow to bring short-term financial speculation under control. The Central 

Bank also decided not to provide any hedges against forward exchange transactions by 

cancelling the forward contract buy-back provision on July 15, 1987. However, the 

reforms aimed at increasing the role of the market and reducing existing barriers to 

capital movements need to take account of the dynamics of liberalization and the 

relationship between liberalization and exchange-rate stabilization. It must be stressed 

7) J. Williamson, The Exchange Rate System (Washington D. C.: Institute for International Economics, 1933), 
pp. 64·70. 
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that the credibility of the reforms is critical to their success. And the internal con

sistency of policies and the simplification of formalities are fundamental and crucial 

to the establishment of credibility. It is particularly important to stabilize the local 

currency's exchange rate so as to induce the substantial capital outflow expected to 

follow the policy reforms. 

Faced with a huge trade surplus and excess saving, the government must expand 

pubiic investment in educational facilities, environmental preservation, and transportation 

infrastructure. At the same time the Republic of China has to use its foreign exchange 

earnings to invest abroad, rather than simply accumulating more and more foreign 

reserves. A number of enterprises in the Republic of China have already made overseas 

inv.cstments and are becoming multinational businesses in their own right. And outward 

investment by local enterprises has graduaIly expanded since the late 19705. A company 

undertakes foreign investment to extend its sales outlets beyond limited local markets, 

to maintain competitiveness in the international marketplace in the face of constantly 

rising local wage rates and an appreciating currency that make the manufacturing of 

standardized products at home less competitive, and to avoid tariff and non-tariff barriers 

proliferating in the current environment of heightened international trade protectionism. 

Outward investment has so far been concentrated in the manufacture of electric 

appliances, chemicals, and textiles in the United States and Southeast Asian countries. 

The emergence of multinationals in Taiwan is a recent phenomenon. And foreign 

investment in manufacturing appears to be an effective method of heading ofr pro

tectionist action in the U.S. and other markets. 

V. CONOLUDING REMARKS 

Taiwan's major macroeconomic indicators still look fairly impressive. The govern

ment is projecting GNP growth of IDA% for 1987, and per capita GNP is expected to 

exceed $5,000 this year. The inflation rate is currently negative, due mainly to the 

appreciation of the local currency and import liberalization, and the rate of unemploy

ment was only 2.1% in September 1987. However, at the microeconomic level, the 

pressing question now is how well exporters can compete and survive with the NT 

dollar up 35 % against the U.S. dollar from September 1985 and appreciating more 

rapidly than the currencies of Taiwan's main competitors. 

The current problem of the huge trade imbalance with the United States results 

from the success of past development efforts. In addition to expanding domestic 

demand, dismantling existing export incentives, increasing intra-industry trade, diversifying 

markets, and liberalizing imports, the government must continue to vigorously pursue 

financial reforms and foreign-exchange liberalization, as this paper stresses. Taiwan 
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must revise its mercantilist-oriented policies and face the new challenges with flexible 

ar.d far-sighted policies. It is necessary to reform the increasingly outdated financ ial 

rerrime and crea te an open and competit ive domestic economy, so as to expedite the 
c>. 

restructuring of industry and to ensure sustained growth through t.he manufacture of 

products which suit Taiwan's shifting comparative advantage. Some policy measures 

that prove effective in restructuring the economy and reducing the trade imbalance 

may be unpopular and may face resistance from those interest gTOUpS which are 

adversely affected. It should be remembered, however, that the long,::r restructuring IS 

delayed and the more intense trade friction grows, the more painful the process of 

adjustment will be. 
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