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From the perspective of the mid-1980s or even the mid-1990s, the designation of Taiwan as an “economic miracle” appears to be fully justified (Chan and Clark, 1992; Clark, 1989; Galenson, 1979; Haggard, 1990; Wade, 1990).  Over the last decade and a half, however, the country’s economic performance has fallen far short of the miraculous.  There were sharp recessions in 2001 and 2008-09; and even in “good” years growth was markedly lower than during earlier eras.  This paper argues that these economic strains result from an “increasingly boxed-in economy” in which previous opportunities for rapid growth have been curtailed.  Ironically, several of Taiwan’s past accomplishments are now contributing to its boxed-in economy.  The paper begins with a discussion of the basic sequence of economic development to create a template for evaluating economic development in the ROC; and the second section discusses the nation’s economic performance over the first decade of the 21st century in view of these theoretical expectations.  Case studies are then presented of two major features of the boxed-in economy:  the changing role and performance of small and medium enterprises (SMEs) and Taiwan’s growing integration with the economy of the PRC.  Finally, the conclusion considers Taiwan’s economic strengths and limitations at its current stage of economic development.
The Sequence and Dilemmas of Economic Development
 SEQ CHAPTER \h \r 1John Maynard Keynes once famously remarked that however innovative political leaders believed their economic policies to be, they probably were in the thrall of the ideas of some dead economist whose name they might not even recognize.  Indeed, theorizing about international politics and economics has come to recognize the importance of basic ideas or concepts about how the world works economically for policy formation and for the success of national economies (Goldstein and Keohane, 1993; Hall, 1989; Nau, 1990).  Thus, it makes sense to briefly review the basic ideas underlying our concepts of national economic development and international competitiveness.

To a goodly degree, we can probably still say that both these ideas and several conundrums that they raise were “all in Adam Smith's Wealth of Nations.”  Smith (1975) started with the common sense notion that the quality of life in a community or nation can only improve if its total production increases.  He then went on with the argument that two key factors can lead to considerable increases in what a society can produce.  First, new technology or machinery can greatly increase output; second, specialization in a division-of-labor permits much greater productivity, as illustrated by what would today be considered a very humble pin factory.  Consequently, if free markets prevail (anyone can buy or sell whatever they please at whatever price they negotiate), an “invisible hand” will promote economic development through market competition.  When a particular good is in short supply, the public will bid up the price, thereby providing incentives for expanded production (conversely, an oversupply drives down prices).  The competitive push for greater profits provides strong incentives for technological and organizational innovations that will increase productivity and total production.  No wonder that economic historian Robert Heilbronner (1980) termed this model “the wonderful world of Adam Smith.”

Yet, the very idea of economic competition itself raises two problems that are by no means easy to resolve.  First, if markets are not free or competitive (in the sense that no buyer or seller possesses enough market power to affect prices unilaterally), they will very probably not work in the assumed manner for the quite understandable reason that those who possess market power will use it to distort markets and reap “monopoly rents.”  After all, John D. Rockefeller, the great American entrepreneur or robber baron (depending on one's ideological orientation) did not put up his famous sign, “Competition is a Sin,” because he felt sympathetic toward Karl Marx's analysis of capitalism.  The Wealth of Nations itself contains warnings against the collusion that is likely to arise when butchers, bakers, or candlestick makers gather for even social occasions (Muller, 1993).

In Smith's day of the late 18th century, most producers were quite small, and most businesses required fairly little capital; so that problems of monopoly (control of a market by a single producer) or oligopoly (control of a market by a few producers) appeared more tractable than after the Industrial Revolution spawned giant corporations.  In the contemporary situation of huge corporations and extremely high “entry barriers” to many industries, liberals often argue that government should be used as what John Kenneth Galbraith (1978) termed a “countervailing power” to businesses big enough to distort markets.  Yet, conservatives are quick to counter with the argument that government is an even more powerful monopoly that generally uses its power to distort markets for political purposes.
This ideological debate over government intervention in the economy becomes much shriller in the realm of social policy which is also linked to a broader debate over the nature or definition of “development.”  Traditionally, development was defined in primarily economic terms on the assumption that industrialization and the higher levels of productivity and income that it brought would translate into a better popular standard of living.  Yet, the extent to which this is true remains highly variable (e.g., only a small class benefitted from Brazil's industrialization in the 1960s and 1970s, while the benefits of industrialization were much more widely spread in the East Asian nations).  Thus, development has been redefined to include the popular quality of life or the level of “basic human needs” as measured by literacy, life expectancy, and infant mortality at the international level (Moon, 1991; Morris, 1979).  Even in advanced industrial societies, the harsh logic of market competition can toss aside a large number of people.  Liberals argue that public social programs are necessary to take the edges off “raw capitalism,” while conservatives contend that such programs siphon resources away from the productive economy.  Whatever one's sympathy in this argument, both sides implicitly assume a doleful trade-off between growth and equity -- that is, that the pursuit of either of these goals can only come at the expense of the other.

There is a second, much different problem in using the concept of economic competition because of its connotation of a struggle in which one side wins and another loses.  This image is quite alluring to many Americans who like the analogy to war and athletics.  Yet, although specific firms and individuals certainly compete directly, Smith's model of capitalism really posits a mutual interdependence among firms, communities, and nations in which the productivity gains of one can be transferred to others in the form of either cheaper goods or technologies that can make others more productive.

Thus, a division-of-labor can, but does not necessarily have to, be mutually beneficial.  This brings us to the central idea of development as increasing productivity and the improved quality of life that greater production presumably brings.  Conventional economics long argued that communities or nations should specialize in their “comparative advantages” that were determined by fairly permanent “factor endowments,” such as land, labor, and capital.  This implicitly assumes that most types of economic activity were “created equal.”  However, it does not take much thought to realize that productivity gains are, for the most part, much greater in industry than in agriculture or in most service occupations.  For instance, the classic example of comparative advantage was that British cloth should be traded for Portuguese wine.  The “industrial productivity” perspective suggests, though, that this could mean that Britain would get rich while Portugal would stay poor, which is what happened for nearly two centuries.  Beginning with the Industrial Revolution, hence, development was generally associated with industrialization.  In fact, through World War II the few countries that industrialized generally grew rich, while the rest of the world remained mired in poverty.  At the beginning of the 19th century, for example, the developed world was about twice as rich as other societies, while in 1950 this gap had jumped four-fold to eight-to-one (Cohen, 1973).

Indeed, industrialization seemingly created what Lester Thurow (1992) terms a virtuous cycle.  In Thurow's model, nations became rich and industrial during the 19th and 20th centuries by possessing and utilizing some combination of four resources: 1) natural resources (which could be sold or used as industrial inputs), 2) new technologies, 3) investment capital to put the raw materials and new technologies to work, and 4) human capital in the form of skilled labor and entrepreneurs.  This process became self-reinforcing because, as sketched in Figure 1, the productivity growth associated with industrialization created more physical and human capital, as well as generating new technologies.  Development, in short, meant jumping on the escalator of industrialization.
Figure 1 about here
The nature of industrialization, of course, changed dramatically over the 19th and 20th centuries in terms of what industry was the most advanced or “technological driver” -- first textiles, then iron and steel, then automobiles, and most recently high tech and advanced services.  Figure 2 sketches an overview of how these changes in leading industry constitute an “S-curve” in terms of increases in productivity and GNP -- the curve in Figure 2 is viewed, at least by economists, as looking like an S (Kuznets, 1976; Rostow, 1960).  In traditional economies, productivity increases are relatively small, but productivity (and consequently GNP) growth “take off” (Rostow, 1960) once industrialization starts.  In terms of domestic policy, this model implies that governments need to give a higher priority to education and human capital development as their nation moves up the international product cycle because more and more jobs will require advanced education and skills. 
Figure 2 about here
Unlike the purely virtuous cycle perspective in Figure 1, however, this model of industry sequencing suggests that development is neither smooth nor beneficial to all.  First, new industries supplant old ones in what Joseph Schumpeter (1950) has called a process of “creative destruction.”  While the “creation” of new industries generally brings higher productivity and greater prosperity, the “destruction” of old industries can devastate communities and people with particular skills.  Second, the advantages of the most advanced industrial nations will eventually be undercut as they move beyond high tech industry to the postindustrial society whose economy is dominated by the service sector where productivity gains come much more slowly than in manufacturing.  
The theory of the international product cycle explains how each of these industries in turn spread like a wave through the developed world.  In essence, the international product cycle refers to the life cycle of a particular good or product.  Generally, new products are developed and produced in the most advanced industrial nations because they involve the latest (and most expensive) technologies, are produced by very capital-intensive processes, and require highly skilled production workers.  Over time, however, the production of the item becomes more standardized and labor-intensive.  Consequently, as an industry (e.g., textiles and apparel) “matures” so that production becomes highly standardized and labor-intensive, the product cycle works to diffuse its production to countries that are not so technologically advanced but which have lower labor costs and standards of living.  Up through World War II, though, this process was generally confined to Western Europe, North America, and Japan (Gilpin with Gilpin, 2001; Vernon, 1966).

While the nature of the international product cycle is widely acknowledged, its policy implications remain subject to a heated debate between devotees of laissez-faire and advocates of the activist state promotion of economic development, as summarized in Figure 3.  The Free Marketeers argue that private businessmen can accumulate capital most efficiently and will respond to market signals and discipline out of sheer self interest, while government will almost inevitably use its sovereign power to distort markets for inefficient political purposes, thereby “killing the goose that lays the golden eggs” (Balassa, 1981; Krueger, 1978; von Mises, 1983)  Statists, in contrast, argue that the barriers of entry to most industries are so great that new industries in a country can only start with the aid of a strong state to 1) mobilize resources, 2) provide trade protection and subsidies to encourage new “infant industries,” 3) prevent dominant groups and classes from extracting rents and holding back change, and 4) bargain with and control external economic forces (Amsden, 1989; Evans, Rueschmeyer, and Skocpol, 1985; Gerschenkron, 1962; Johnson, 1982; Wade, 1990).
Figure 3 about here
Like the debate over growth-versus-equity noted above, this is a highly ideological issue.  Yet, both sides cite evidence that suggests that “the truth lies somewhere in between.”  On the one hand, all countries that have industrialized, including the purportedly laissez-faire United States, have done so with the government providing the types of support modeled in the Statist half of Part C in Figure 3 (Gilpin with Gilpin, 2001; Lake, 1988).  On the other, such state strategies seem to work when they are “market conforming” and fail when they are “market distorting” in the ways modeled in the Free Marketeer half of Part C in Figure 3 (Amsden, 1989; Evans, 1995; Wade, 1990).  Thus, the dangers of both Free Marketeerism (that some countries and economic sectors will fall victim to others’ market power) and Statism (that state intervention will harm the economy) listed under Part D are certainly real.

Finally, the world economy in the late 20th century has undergone a fundamental transformation that is described by the broad rubric of “globalization.”  Globalization has two intertwined dimensions.  First, the transportation and communications revolutions of the second half of the century have made it possible to ship goods, funds, and information around the world cheaply and quickly.  Second, national borders have become much more porous to economic transactions as part of the U.S.-led efforts at creating a free-trade global economy.  Consequently, the advantages of possessing capital and raw materials have vanished, and the time that advanced technology can be solely exploited has decreased radically as well (Thurow, 1992).  Once capital and technology began to spread around the world rapidly, therefore, an ever accelerating diffusion of production commenced from the United States as the world’s leading economy, first to other industrialized countries and ultimately to nations with semi-skilled low cost labor, explaining Third World industrialization and the growing competition faced by all mature economies.  Moreover, the product cycle is dynamic in that those countries who succeed at the first level eventually price themselves out of this niche in the global economy since growth leads to popular prosperity and rising real wages, thereby forcing them to “capture” the industries of countries higher up on the product cycle (Gilpin with Gilpin, 2001; Thurow, 1992).
Taiwan and the General Sequence of Development
The model of development summarized in the previous section appears to provide a very good explanation for Taiwan’s “economic miracle.”  Taiwan was among the first small group of developing nations to take advantage of the emerging era of postwar globalization to promote export-led industrialization.  In line with the theory of the international product cycle, the ROC was able to export standardized manufactured products early in its development trajectory in the 1960s based on a comparative advantage in low-cost labor.  It then quickly followed the pattern of industrial upgrading outlined in Figure 2 above from light to heavy to high tech industry.  By the late 1980s, however, its economy had matured to such an extent that it was being pushed out of many of its basic industries and its high rate of growth began to decelerate quite noticeably.  The Taiwan case also lends strong support to the theoretical argument that some economic activities are much more desirable than others.  If the country had remained the agricultural economy that it was in the mid-1950s, for example, we would not be talking about the ROC’s economic miracle today.
This success story raises the question of how Taiwan was able to surmount the two key challenges to “the wonderful world of Adam Smith:”  1) the use of market power to distort an economy and 2) the ability to ensure that more desirable economic activities are pursued.  Here, Taiwan’s experience indicates that the arguments of both the Free Marketeers and Statists sketched in Figure 3 have some validity.  Taiwan could only develop because of a series of state interventions in the economy that promoted its restructuring into ever more desirable economic activities as the nation climbed upward along the international product cycle.  Without land reform, agricultural productivity would have stagnated; without import-substitution controls, industrialization would have been retarded; without the export promotion program, businesses would have focused on a severely limited domestic market; without government investments in state corporations and infrastructure, heavy industry would have lagged; and without large-scale R&D support, Taiwan’s impressive success in several high tech industries would have been quite problematic (Amsden and Chu, 2003; Clark, 1989; Greene, 2008; Wade, 1990).  This litany of successful policy is certainly consistent with the Statists’ arguments about the need to promote productive economic sectors.
Yet, the success of these policies can also be attributed to the limited nature of state intervention, giving support to the Free Marketeer perspective.  For example, the central thrust of most of the government’s promotion of Taiwan’s economic transition was the use of policy instruments to create a conducive environment for various economic activities.  Thus, the state was not in a position to abuse its potential monopoly powers (Chao and Myers, 1998).  Taiwan’s economic strategy, moreover, limited the problem of undue market power by domestic firms.  After the 1950s, Taiwan’s firms had to compete in the global market to be successful; and the strong role of small and medium enterprises in the economy increased competitive pressures and reduced the threat of monopoly and oligopoly abuses.  Indeed, the country’s ability to move into fairly sophisticated high tech industries beginning in the late 1980s is quite impressive (Amsden and Chu, 2003; Berger and Lester, 2005; Bernitz, 2007; Mathews and Cho, 2000; Wang, 1995).  Effective but limited state intervention in Taiwan, therefore, solved the problems of long-term subordination in the global division-of-labor and of abuses of market power, thereby setting the country’s “economic miracle” into motion.
The fact that the theoretical model in Figure 2 predicts a considerable reduction in economic growth for countries as they transition from industrial to information-age economies raises the question of whether decelerating growth in Taiwan is a normal phenomenon that should not raise undue concern.  The aggregate data on the nation’s economic performance during the first decade of this century is at least a little ambiguous, raising the image of whether to interpret a “glass as half full or half empty.”  As can be seen in Table 1, there were two sharp recessions.  In 2001, following the collapse of the global high tech bubble, the ROC’s economy contracted by 2.2%; and the recession of 2008-09 was probably worse because it lasted appreciably longer (Cooke, 2009; Gold, 2010).  GDP fell by 1.9% in 2009 after an only minuscule positive growth of 0.1% in 2008.  Overall, growth for 2001-09 averaged only 2.8%, well less than half the rate for any of the decades in the last half of the 20th century.  Yet, a more positive interpretation of these data can be made as well.  Certainly, Taiwan was not to blame for either of these recessions which resulted from speculative collapses in the most advanced industrial nations.  Furthermore, the ROC bounced back fairly rapidly from its two pronounced recessions.  After a disastrous 2001, economic growth jumped to 4.6% in 2002; and a similar recovery appeared to have begun in late 2009 (Rigger, 2010).  For example, a growth rate of 8% is now projected for 2010 (see Table 1).  In addition, Taiwan’s average growth of 4.8% for the “normal period” of 2002 to 2007 was only slightly lower than for the late 1990s.
Table 1 about here

A comparison of Taiwan’s leading economic indicators for 2000 and 2008 in Table 2 also suggests that fairly little deterioration occurred during this decade.  GNP per capita rose significantly from $14,721 to $17,576, indicating that Taiwan had entered the developed world.  The decline of manufacturing slowed greatly as its share of GDP only slipped marginally from 24% to 22%.  Likewise, savings and investment remained fairly constant at, respectively, just above and just below a quarter of GDP; and foreign sources continued to supply a tenth of total investment.  There was also almost no change in the size of the government either as total public spending constituted 21% of GDP in both 2000 and 2008.  There were two significant changes over the decade, though.  First and presumably positively, the role of exports in the economy rebounded after slipping slightly from 52% to 47% of GDP between 1987 and 2000.  In contrast, they grew steadily over the first decade of the new century reaching a high of 65% in 2008, demonstrating that Taiwan’s “export machine” was still in very good working order.  In contrast, the other change was clearly negative as inequality continued to rise.  For example, the ratio of the incomes of the richest to the poorest fifths of the population increased from 5.5 to 6.0, the highest level since the 1960s.

Table 2 about here
The views in Taiwan by 2006-07, even before the global financial crisis really erupted, were considerably less sanguine than the aggregate data would suggest, however.  In particular, there were fairly widespread perceptions of economic stress and decline.  One reason for this was the reference group that most used to evaluate their country’s economic performance -- the other East Asian “Little Dragons.”  Compared to Hong Kong, Singapore, and South Korea, Taiwan’s economic growth rate and especially stock market performance were clearly lagging by mid-decade.  The ROC’s confrontational and vicious politics also undercut the business environment and eroded a sense of stability in general.  Moreover, the growing antagonism between President Chen Shui-bian and the PRC (see the section on cross-Strait relations below) provided a more specific reason for economic gloom as well.  In particular, the continuing limits on doing business in China alienated the business community, both domestic and foreign (Chu, 2007 & 2008).     
One could also raise the question of whether or not Taiwan could take comfort in the fact that its decelerating growth of the last two decades was normal for mature economies.  After all, by the early 1990s fears had arisen that the de-industrialization or “hollowing out” of global economic leaders America and Japan would lead to their decline (Alexander, 2002; Graham, 1992; Harrison and Bluestone, 1988).  Such fears were exacerbated in Taiwan as even the country’s high tech leaders, such as the Taiwan Semiconductor Manufacturing Corporation, had moved considerable parts of their production to China by the middle of the decade (Wong, 2010).  Furthermore, Taiwan would seem to be at an especial disadvantage in terms of movement along the international product cycle as sketched in Figure 2.  Similarly to the United States and Japan, it has been pushed out of most basic and lower-end economic sectors.  This means that its firms must compete with the world leaders in the most advanced sectors, such as banking and biotechnology.  For example, despite their excellent performance in computers and semiconductors, Taiwan has not done very well in biotechnology (Chen and Yeh, 2005; Wong, 2010).  Thus, Taiwan now seems to be being squeezed from both above and below, creating the image of an increasingly boxed-in economy.  The next two sections examine case studies of this phenomenon:  the first of the changing competitiveness of the ROC’s small and medium enterprises and the second of the effects of the growing economic integration between Taiwan and China.
The Changing Competitiveness of Small and Medium Enterprises

Small and medium enterprises (SMEs) provided the dynamism for Taiwan’s export boom from the 1960s through the 1980s.  Their flexibility and entrepreneurship allowed them to take advantage of changing market conditions, and they proved to be surprisingly capable of upgrading to the production of advanced electronics goods (Greenhalgh, 1988; Harrell, 1985; Hu and Schive, 1998; Lam, 1992; Lam and Clark, 1998; Wu and Huang, 2003).  They then were able to take advantage of the growing integration across the Taiwan Strait during the 1990s by moving production to China (Naughton, 1997).  However, over the last two decades they have become increasingly squeezed between low-cost producers from developing nations and much larger and more sophisticated corporations in the developed world (Wu and Huang, 2003).  Moreover, because they are small and dispersed, their political influence in Taiwan is fairly limited, making it hard for them to get aid from the government.  Consequently, Taiwan’s historical reliance on this sector as an engine for growth has created a “cost of success” in that the country’s rapid industrialization now limits the contribution that the SMEs can make to the nation’s continued economic upgrading.

To state that Taiwan’s “economic miracle” was made possible by the major contribution of Taiwan’s small and medium enterprises is certainly not an understatement.    Taiwan’s SMEs comprised 99% of all types of Taiwanese companies in 1961; and by 1997 SMEs still comprised a very high 98% of all companies and enterprises.  The SMEs played a major role in Taiwan’s economy.  During the late 1970s and early 1980s, for example, they constituted just under half of manufacturing production and over 80% of commercial sales (Wu, 1988).  In terms of employment, SMEs employed 61% of all Taiwanese workers in 1976, and this figure increased to 78% in 1997.  As far as the share of exports is concerned, in 1981 SMEs accounted for 68% of all exports, though this figure dropped to a still high proportion of 49% in 1997 (Wu and Huang, 2003).  Overall, for example, Taiwan’s industries were far less concentrated than South Korea’s, as indicated by the data in Table 3.  For example, in 1983 the 50 largest business groups in Korea produced 94% of GNP, while the 96 largest Taiwanese businesses accounted for only 32% of GNP.  More generally, Howard Pack (1992: 104) concluded that “by international standards the typical size of firm in each sector is remarkably small” in the ROC.   Clearly evident in these statistics are the critical role and significance of the SMEs to Taiwan’s march towards economic development.
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Interestingly, these agile and nimble SMEs were both a unique feature of Taiwan’s rapid industrialization and a consequence of Taiwan’s political history.  By default or by design, the KMT’s fear of any challenge to its political dominance had given preference to an industrial structure that was relatively decentralized so as to inhibit the emergence of large, strong, and concentrated interest groups (Chu, 1999; Tan, 2001).  By co-opting local Taiwanese elites, effecting land reform, and later creating state-owned enterprises that dominated finance and heavy industry, the KMT encouraged the development of SMEs and was thereby able to develop social support for the regime (Chu, 1999).  A relatively stable social support-base was also a consequence of the decline in the unemployment rate, increasing household incomes, and the rapid decline in income inequality -- which were all unintended gains resulting from the proliferation of SMEs.

The SMEs in Taiwan pursue highly entrepreneurial strategies that Danny Lam (1992) has termed “guerrilla capitalism.”  Guerrilla capitalism includes extreme flexibility in rapidly filling even small orders, attention to quality and design, audacious bidding, participation in complex networks of subcontracting, and only partial observation at best of government regulations and international laws, such as those regarding intellectual property rights.  The SMEs have also demonstrated a remarkable capacity to innovate and upgrade their operations.  Thus, while guerrilla capitalism took off in the textile and shoe industries in the 1960s, such entrepreneurs moved into low-tech electronics assembly in the 1970s; and some were able to upgrade into more sophisticated high tech production in the 1980s (Greenhalgh, 1984 & 1988; Kuo, 1998; Lam, 1992; Lam and Lee, 1992;  Skoggard, 1996; Wong, 1988).  

The success of the SMEs is explained by several of their organizational characteristics.  The use of an extensive network of subcontracting relationships among all competitors in an industry was a surprisingly common pattern in Taiwan.  Therefore, although it is true that the winning contractor benefitted the most from a lucrative foreign order, that firm was able, in effect, to have the slack capacity of the entire industry available to it through subcontracting.  This prevalence of subcontracting networks was facilitated by the prevailing pattern of ownership because almost all firms in a particular industry owned each other’s shares.  Subcontracting enhanced the efficiency of the market in two ways.  First, it allowed the winning contractor to make above-normal profits through his knowledge of the local industry.  Thus, he would normally subcontract to firms that had surplus capacity which they would sell at marginal rather than full cost.  Second, it kept other firms in business and allowed them to become more efficient through “learning by doing.”  In other words, rather than a zero-sum game typical of the bidding process in the West, in Taiwanese business the winner took the most, but the loser also benefitted from having less lucrative, but still profitable, subcontracting work.  This process explains how a layer of small firms could circumvent the limitations that would normally be placed on them by under-capitalization and the inability to handle large orders.  This intricate subcontracting network, therefore, made Taiwanese industry able to respond more as a unified organism rather than as discrete units.

The network of subcontracting relationships extended into another pattern of industrial organization also unique to Taiwan.  Whereas industries on the Western model typically consist of a factory with a collection of capital equipment collectively owned by one firm, Taiwan’s industry was dominated by a form of capital ownership where each piece of equipment was owned by one entrepreneur.  Now of course, there are serious disadvantages to such a form of ownership.  For one, extensive quality control of goods that pass through so many independent subcontractors was almost impossible.  Second, a manufacturer was always at the mercy of a bottleneck anywhere in the process; and, third, the chance of finding the ideal type of machinery for a particular job was remote because it is more than likely not available.  But looking at it from the Taiwanese perspective, the system as a whole had immense flexibility.  No one was “stuck” with a fixed investment in specialized capital plant that might be idle much of the time as occurs in the typical modern Western factory (Greenhalgh, 1988; Kuo, 1998; Lam, 1992; Myers, 1984; Silin, 1976).

The dynamic of moving from textiles to electronics in the late 1960s and 1970s also involved applying the principles of guerrilla capitalism to acquiring technology transfers from the foreign multinational corporations (MNCs) that initially dominated Taiwan's electronics industry, especially the export sector.  Ironically, the drive for an indigenous industry was fueled by the rapid growth of MNC assemblers and component makers.  As with any industry experiencing rapid growth, there was a large turnover of labor and management as new arrivals acquired skilled managers by hiring talent from established firms.  Thus, every new entrant created more and more opportunities for both the trained local staff and the expatriate staff of the established firms.  Naturally, wages and benefits for experienced and skilled managerial staff ratcheted upwards with each new entrant.  As experienced managers left established firms, more opportunities opened up for junior staff to move upwards.  This rapid turnover, in turn, quickly created a large number of highly trained managers who had extensive experience with a number of firms.  The geographic proximity of the firms to each other made it all the easier for staff to move around.  Furthermore, being a relatively small industry, friendships between managers were rapidly made and extensive networks of staff from ostensible competitors became commonplace.  

Local managers soon realized that, in fact, the MNC operations were not highly sophisticated.  Managers who worked in assembly operations, hence, quickly saw that there was little that was beyond their own capability to set up with relatively little capital.  Naturally, many of them jumped at the opportunity and left their MNC employers to establish assembly operations on their own.  Sometimes this was done entirely independently, sometimes in collaboration with a few colleagues, and other times with the support of large local conglomerates who wished to enter a new business.  These new entrants then competed for subcontracts for subassembly from other firms.  Over time, these relatively unsophisticated assemblers would learn to build more and more complex assemblies, then either learn or purchase designs from experienced designers, and ultimately begin to manufacture full assemblies for simple consumer electronics products like radios.  Gradually, their sophistication improved enough to build tape recorders, record players, and other more sophisticated consumer electronics goods (Kuo, 1998; Lam, 1992; Schive, 1990; Wang, 1992).

Furthermore, because the electronics components industry was characterized by a highly heterogeneous product mix and frequent spot shortages of specific components, Taiwanese entrepreneurs responded to this market environment with an ingenious form of doing business.  They took their customary flexibility one step further.  Entrepreneurs would constantly search for products with high margins which not only their own firm, but the industry, was capable of producing.  Thus, if margins were good for one product, possibly because of a short-term shortage (e.g., low-power resistors), they would enter that market while the margin was high, knowing that they ultimately would not be the lowest cost supplier.  By the time the market reached equilibrium, however, they had already made their profits and moved on to other products.  An additional benefit of this pattern of guerrilla capitalism was that Taiwanese manufacturers have been able to stay one step ahead of protectionist measures (Hong, 1992; Lam, 1992).

Finally, guerrilla capitalists generally operated quite independently from the state.  This independence actually contributed to their flexibility and low costs.  Thus, theoretical “disadvantages” of small size were again turned into practical “advantages.”  The neglect of formal records, detailed written plans, and accounting allowed these small firms to play an effective cat-and-mouse game with the state’s tax collectors.  In addition, few of the smaller firms bothered to obtain the myriad permits needed to start a business legally.  Thus, they were able to evade most of the more burdensome regulations that strangled large firms (Lam, 1992).

By the early 1980s, the SMEs were already beginning to be challenged in global markets.  While South Korea during the same period developed brand names like Samsung, Hyundai, and LG, Taiwan’s SMEs relied on original equipment manufacturing (OEM) (i.e., producing products for other brand names under contract or subcontract) to be able to produce high volume and high demand export products.  This particular mode of operation has continued to the present with OEM revenues accounting for a large proportion of total revenues even in large Taiwanese information technology and computer firms like Acer, Asus, and Foxcomm.  From a high of a 70% share of total exports in 1982, the SME’s share of Taiwan’s total exports declined to a respectable proportion of 49% in 1997 (Wu and Huang, 2003) and then to a much lower level of 28% by 2006 (SMEA, 2008).  As Taiwan’s production costs increased (through the tightening of the labor market and rising labor costs), the SMEs were pushed by the international product cycle to produce more capital-intensive goods.  

As manufacturers from developing countries in Southeast Asia and especially China entered the global market, Taiwan’s SMEs began to face stiffer challenges to be competitive and remain profitable.  In the midst of the 1997 Asian Financial Crisis, the KMT government adopted measures to help the SMEs through the very tough export and economic environment by such measures as providing export guarantees, tax incentives, and assistance in financing.  As the challenges of industrial restructuring continued beyond the late 1990s, the government became more cognizant of the challenges faced by SMEs and, in fact, incorporated a SME Protection Clause into the nation’s constitution (SMEA, 2008).  At the same time, as public investment and tax incentives for research and development were being implemented, the government encouraged the SMEs to upgrade and transform into knowledge-intensive industries.

While many SMEs have been able to adjust structurally, the nature of Taiwan’s position in the international product cycle as well as the problem of economies of scale are now seriously undermining their viability.  Taiwan’s industrial development has priced its companies out of labor-intensive production to more sophisticated knowledge-intensive production, such as information technology, computers, and software.  At this stage of the product cycle, Taiwan’s SMEs are increasingly squeezed between the developing countries that can provide cheap manufacturing and the developed countries that produce technologically advanced products.  With their limited resources and inability to capitalize on economies of scale, Taiwan’s SMEs are forced to move offshore to China (and to a lesser extent Southeast Asia), creating a growing and dangerous dependence on the PRC.  Yet, since SMEs are the largest employers in Taiwan and have to a certain extent contributed to the increase in household incomes as well as the equitable income distribution on the island, the offshore movement of this bedrock of Taiwan’s industrial structure is not only creating an industrial vacuuming effect on Taiwan, but also resulting in stagnant incomes, relatively higher unemployment, and an increasing inequality of income distribution.  

Despite the recognition of the importance of SMEs and their historical contribution to Taiwan’s economic growth and development, there are several factors that hamstring the SMEs’ ability to maintain their role and share in Taiwan’s economy.  First, the very nature and structure of the SME limits its ability to easily transform itself.  Since the inauguration of Chen Shui-bian in 2000, Taiwan’s economy has entered a rather challenging period in its path to economic development.  From the year 2000 onwards, Taiwan has been pushed to a phase in the international product cycle that requires massive investment, innovation, and research and development in knowledge-based industries, such as information technology and biotechnology (Wong, 2010).  Though the financial liquidity of SMEs, in general, remains at very healthy levels, the amount of investment in infrastructure, research and development, and human resources required in this new form of a knowledge-based economy presents a difficult challenge to existing SMEs in Taiwan.  As the 2008 White Paper on SMEs in Taiwan written by the Ministry of Economic Affairs’ Small and Medium Enterprises Administration (SMEA, 2008: xiv) reported:

Because of their small size and limited resources, coupled with the mindset created by a long-standing focus on standardized, large-volume manufacturing, Taiwan’s SMEs are often reluctant to invest in R&D, and lack experience in this area.  As a result, Taiwan’s SMEs have become less competitive compared with those of China and India. 
From this report, we can infer that the structure of the SMEs has become a constraint making it difficult for them to meet the challenge of transforming themselves into knowledge-based industries. 

 Second, the changing nature of Taiwan’s political economy has also hamstrung the SMEs since democratization.  As noted earlier, the historical importance of the SMEs in Taiwan’s economic miracle cannot be over-emphasized.  From a political standpoint, in the past the KMT had encouraged the development of SMEs as a way to limit challenges to its power and claim political legitimacy not through a democratic regime but through its adept economic management.  For a significant number of decades after the KMT’s exile to Taiwan, the regime’s economic management (through the proliferation of SMEs) allowed it to cultivate broad social support.  However, with Taiwan’s democratization and the accompanying transition of power as well as executive-legislative gridlock during 2000-2008, the SMEs have become one of many equally powerful groups vital in party competition.  That is, political parties have more groups to which they can appeal, while groups have to vie for the attention of politicians.

Consequently, SMEs are now forced to compete in a more plural and competitive interest group environment to obtain preferred government policies.  Because the SMEs are organizationally dispersed and politically weak, it is hard for them to be very influential.  Indeed, the very rationale for encouraging the development of SMEs and the creation of large state-owned enterprises during the authoritarian era was to prevent business from becoming a counterweight to KMT rule.  The democratization of the 1990s, however, has created a more plural and competitive policy-making environment in which larger, more organized, and more concentrated interest groups such as large business groups can thrive (Tan, 2008).

The relative weakening of SMEs in Taiwan’s political economy can be evidenced from the government’s plan to promote an “innovation-oriented industrial policy” in the areas of high-tech, biotechnology, information technology, and software (SMEA, 2008).  While the official government position is to assist the SMEs toward these high-value-added industries, the reality is that the SMEs (by their structure and resources) are simply not equipped to take advantage of these plans.  The liberalization of the political decision-making environment both presents new opportunities for powerful interest groups to influence policy decisions and gives party politicians new avenues to cultivate political and social support.  These new avenues and opportunities, while favorable to some, are not particularly helpful for dispersed and weaker interest groups such as the SMEs. 
The Profits and Perils of Growing Economic Integration with China
One of the central features of Taiwan’s period of Economic Maturation (1988-2000) was a “Mainland revolution” in its economic orientation.  This brought both profits and perils as the 21st century commenced.  Obviously, economic activities in China must have been profitable to attract Taiwanese investment and trade.  Yet, the explosion of economic interactions across the Taiwan Strait brought perils with the profits.  First, the very rapid increase of Taiwanese investment in China (and elsewhere) raised fears that the “hollowing out” of the ROC’s economy would destroy its past progress and current prosperity, especially during the two recessions at the beginning of the 21st century.  Second, the PRC stands out among developing countries that have been the recipients of the off-shore movement of basic industries from the developed world in its ability to upgrade into fairly advanced economic sectors (Naughton, 2007).  Consequently, the fact that Taiwanese industry is overwhelmingly moving to China, rather than other countries with low-cost labor, represents a more severe threat to the continued viability of its domestic corporations, as indicated by the rapid movement of increasingly advanced semiconductor production across the Taiwan Strait noted above.  Finally, the growing economic integration between China and Taiwan creates a unique threat and danger to Taipei because of Beijing’s claims of sovereignty over Taiwan (Chow, 2008; Clark, 2006 & 2007; Tucker, 2005 & 2009), making the ROC vulnerable to the PRC’s using its economic dependence for leverage as Nazi Germany did in Eastern Europe during the 1930s (Hirschman, 1980).
Figure 4 summarizes the dynamics of the initial “Mainland revolution” in Taiwan’s economic linkages which also imply that there were significant challenges to this growing economic integration by the late 1990s.  As shown on the left side, the major push came from the growing complementarity of the two economies in the late 1980s and early 1990s as China began an export drive centered on the very industries that Taiwan was shedding in its economic maturation.  Geographic proximity and a common culture and language reinforced this complementarity, thereby making China an extremely attractive base for Taiwanese firms.  Furthermore, there appeared to be an implicit (though unacknowledged) political compatibility between Taipei and Beijing as well.  Taiwan’s government wanted to reassure China that President Lee’s “pragmatic diplomacy” was not leading to the final separation of the PRC and ROC, while the Chinese government felt that growing economic interactions would draw Taiwan close to China, thereby promoting its ultimate goal of Unification (Clark, 2007; Kastner, 2009; Leng, 1996; Wu, 1995).

Figure 4 about here
The right side of Figure 4 summarizes some of the effects that increased economic interactions brought.  First, the two sides went well beyond simple trade or the exchange of goods and services.  Rather, Taiwan’s businesses set up integrated production networks across the Strait in which different stages (e.g., design and the manufacture of advanced components in Taiwan and final assembly in China) were conducted in the ROC and PRC (Bolt, 2001; Chu, 1999; Naughton, 1997; Y.S. Wu, 1995), creating what Gary Gereffi (1998) has called a “commodity chain.”  Second, the activities of Taiwanese firms led to a substantial migration of business people to China in the 1990s, resulting in growing Taiwanese communities in many Mainland cities with, for example, an estimated 500,000 ROC citizens living in Shanghai alone.  This led some observers even to comment upon the growing “Taiwanization” of parts of China (Bolt, 2001; Clough, 1999).  Increasing interactions across the Taiwan Strait, moreover, were not just limited to the economic sphere.  A very significant number of Taiwanese also rediscovered their “roots” in Fujian Province.  For example, Murray Rubinstein (1995) described the fascinating process of cross-Strait “temple politics” in which temples in Taiwan “adopted” older ones in Fujian.

The dynamics in Figure 4, therefore, suggest a self-reinforcing process of economic and social integration.  However, all the factors in this model did not remain constant.  Indeed, the political compatibility of the first half of the 1990s was soon replaced by the series of crises and near crises depicted in Figure 5 with Beijing and Taipei taking turns in provoking a “tit-for-tat” cycle.  China initiated the series of confrontations with its “missile diplomacy” of 1995-96 in what appeared to be an over-reaction to Lee Teng-hui’s visit to Cornell University, his alma mater, the United States.  Lee then provoked a new crisis in 1999 with his statement that “special state-to-state relations” existed between Beijing and Taipei.  A year later, China threatened dire consequences if Chen Shui-bian were elected President of Taiwan in 2000 and contemptuously ignored Chen’s conciliatory initiatives after his election.  After several years, Chen took a much more aggressive stance toward China in the summer of 2002, declaring that there was “one country on each side” of the Taiwan Strait and strongly appealing to Taiwanese nationalism during the 2004 presidential and legislative elections in Taiwan.  Finally, a fifth round emerged in 2005-06.  The PRC began the tit-for-tat exchange in 2005 by adopting an Anti-Secession Law that was clearly aimed at Taiwan, again raising tensions in the Strait.  Taiwan responded in kind the next year when Chen Shui-bian froze the country’s National Unification Council and Guidelines and concentrated on maintaining and strengthening his support among the DPP’s “Deep Greens” with a stress on Taiwanese nationalism in the face of growing scandals.  Consequently, tensions in cross-Strait relations remained high until the election of the KMT’s Ma Ying-jeou with his much more conciliatory policy toward China in 2008 (Bush, 2004; Chu, 2007; Gold, 2009; Tucker, 2009; Zhao, 1999).   
Figure 5 about here
By the turn of the century, therefore, the virtuous cycle depicted in Figure 4 had clearly ceased to function because the political compatibility of Beijing and Taipei in the early 1990s had been replaced by hostility and a continuing series of confrontations.  This certainly was not a good business environment since the political instability made long-term economic relationships increasingly risky.  Consequently, the surge in economic interactions across the Strait in the early and mid-1990s should have halted or, perhaps, become more volatile in response to the ups and downs in cross-Strait political relations.  Yet, if anything, just the opposite occurred.

In fact, by the turn of the new century, a new round of increasing economic interactions between Taiwan and China commenced, as both trade and investment rose fairly consistently.  This new spurt of economic interactions between Taiwan and China was driven by several factors sequentially.  First, when Taiwan’s economy was growing robustly during 1999 and the first half of 2000, the high tech component of cross-Strait relations especially benefited (e.g., two-thirds of the new investment projects approved during 2000 involved the electronics industry).  One major project in this area, a $6.4 billion joint venture for Shanghai semi-conductor plants announced in May 2000, was certainly fraught with both symbolic and political significance since it involved the sons of Jiang Zemin, the PRC’s President, and Y.C. Wang, the head of the huge Formosa Plastics empire in Taiwan, indicating that those with the best reason to know believed that cross-Strait relations would not blow up.  Second, once the global recession in high tech production hit Taiwan in the autumn of 2000, many domestically oriented businesses on the island tried to expand to the Mainland to make up for the deteriorating economic situation in the ROC (Bolt, 2001; Cooke, 2006).  Finally, as Taiwan’s economy picked up again after the 2001 recession, the initial logic of economic expansion reasserted itself.  For example two-thirds of Taiwan’s outward FDI in 2004 went to the Mainland with 45% of it in the electronics industry (Mainland Affairs Council, 2005, 31-32). 

This picture of renewed dynamism in interactions across the Taiwan Strait is confirmed by data on economic and social ties.  Table 4 shows that trade between Taiwan and China skyrocketed during the first half of the 1990s.  For example, Taiwanese exports to the PRC jumped four-and-a-half fold from $4.4 billion to $19.4 billion between 1990 and 1995, rising from 7% to 17% of the ROC’s total exports.  There was little change in this level over the second half of the decade, though, with small increases in 1996 and 1997 being followed by a drop in 1998 and corresponding recovery in 1999.  The first decade in the new century witnessed another huge surge.  Exports jumped from $21 billion in 1999 to $38 billion in 2003 to $74 billion in 2007 and again in 2008 as the global Great Recession commenced before falling back to $62 billion in 2009.  By the end of the decade (2007-09), in addition, China took 30% of Taiwan’s exports, making it the ROC’s largest partner.

Table 4 about here

Taiwan’s trade with China over the past two decades has been unbalanced in two very distinct ways which have mixed implications for the ROC.  First, as summarized in the top half of Table 5.  Taiwan has enjoyed a huge trade surplus.  That is, exports have exceeded imports by a large, though declining, extent which is generally considered advantageous.  During the first half of the 1990s, this was in the range of 5 or 6 to 1 falling to 4 to 1 in 2000 and 2.4 to 1 in 2008.  This resulted from the nature of the commodity chains across the Strait in which advanced components were made in Taiwan and assembled in China and from import restrictions on Chinese goods.  This also had a very beneficial effect on Taiwan’s trade relations with the United States because the large trade surplus of the 1980s with America was increasingly “transshipped” through China, leading to a considerable drop in trade disputes and political friction.      
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Second and more ominously, as China increasingly surpassed Taiwan in volume of trade, their common trade became much more important, at least statistically, for the ROC than the PRC.  This dramatic change can be seen in the bottom half of Table 5.  In 1990, Taiwan actually still had more trade than China.  Thus, the economic goods flowing westward across the Strait constituted 8.2% of China’s imports and 6.5% of Taiwan’s exports.  This made these changes slightly more important for China than for Taiwan as indicated by the ratio of the percentage of the ROC’s exports to the percentage of the PRC’s imports being slightly under 1 or 0.8 to 1 to be exact.  From the early 1990s on, in contrast, China’s export-led growth strategy meant that its total trade greatly outstripped Taiwan.  Thus, the ratio quickly and increasingly turned to China’s favor, rising from 1.2 to 1 in 1995 to 4.4 to 1 in 2008.  Taiwan’s exports to China had become much more important to the former than the latter by the latter part of the first decade in the 21st century, suggesting that a classic pattern of trade dependence (Hirschman, 1980) was being created.  This helped generate substantial fears in Taiwan, especially in the DPP, that the growing economic links may be undercutting the country’s sovereignty (Gold, 2010; Wang, 2009). 
The data on Taiwanese investment in China in Tables 6 and 7, which are based on investment projects approved by the ROC’s Ministry of Economic Affairs (MOEA) each year, are far less comprehensive than the trade figures for several reasons.  First and most importantly, large amounts of capital were funneled through third countries to avoid Taiwan’s varying restrictions on investments in the Mainland; second, projects approved in one year might take several more to be implemented or fall through entirely; and, third, data for a few years (1993, 1997, 1998, 2002, and 2003) include projects from previous years that were registered late.  Overall, it is almost universally assumed that these data understand actual investment by perhaps several orders of magnitude (Clark, 2007; Kastner, 2009).  Yet, in one important respect the figures for investment in Table 6 parallel the trade data.  Both show a huge jump about 2002 or 2003 and a very significant drop in 2009 as the Great Recession took hold.  For example, approved investment jumped two-and-half fold between 2001 and 2002 from $2.8 to $6.7 billion and then dropped by a third in 2009 from $10.7 to $7.1 billion.  The second column in Table 6 reports the average size of these investment projects.  Here, the average project was fairly small during the 1990s and early 2000s in the $1 - $2 million range.  Beginning in the middle of the decade, though, average investment size leaped rapidly from $2 million in 2003 to $4.6 million in 2005 to $16.6 million in 2008, indicating more advanced and sophisticated projects.  This also points to the growing stress on Taiwan’s SMEs discussed in the last section. 

Table 6 about here

Table 7 breaks Taiwan’s total cumulative investment from 1991 through 2008 down by industrial sector.  Clearly, electronics was by far the most important area.  Indeed, the three largest investment categories were electronic parts and components (16.4%), computers and electronic and optical products (15.7%), and electrical equipment manufacturing (9.4%), resulting in 41% of Taiwanese investment being in the key electronics sector.  In addition, another 13% was in machinery and metals manufacturing, and 9% was in chemicals and plastics.  Thus, while the first wave of Taiwanese entrepreneurs moving to the Mainland was in small-scale light industry, by the early 21st century much of Taiwan business in China was in advanced and sophistication production.  This might well have ameliorated the PRC’s economic leverage over Taiwan because the vital contribution that these corporations made to leading Chinese industries.  Indeed, China has not really tried to exert economic leverage over Taiwan; and even its hassling of pro-DPP business people has been fairly limited and targeted (Kastner, 2009).

Table 7 about here
The trend in social communications across the Taiwan Strait charted in Table 8 has been a little different from that for economic exchanges.  During the 1990s, there was a sharp increase in social as well as economic interactions between Taiwan and China.  The number of visits by Taiwan citizens to the PRC grew two-and-a-half times (0.9 to 2.5 million) between 1990 and 1999; and the number of telephone calls jumped three-and-a-half fold (48 to 178 million) between just 1993 and 1999, although the number of letters peaked at 19 million in 1994 and then started a steady decline presumably because of expanding telephone communications.  In the next decade in contrast, the expansion of social communications clearly lagged behind the dynamic growth in economic ties.  The number of visits grew steadily to 4.6 in 2007 before dropping very slightly to 4.4 million in 2008 and 2009.  Letters grew significantly in the first half of the decade but then fell fairly sharply from just over 16 million in 2005 to just under 9 million in 2009.  Telephone calls followed a somewhat similar pattern with much more pronounced growth in the first half of the decade from 178 million in 1999 to 709 million in 2006 followed by a very significant but less drastic decline to 591 million in 2009.  Unlike economic exchanges, then, the Great Recession did not appear to have a major effect on social communications.  Visits only slipped by a small amount; and the marked declines in letters and telephone calls started well before the recession.  The growing permanent Taiwanese communities in China probably account for this decline of social communications at a time when economic interactions were still expanding robustly.
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One would certainly expect that cross-Strait relations would respond to the major economic and political events that affected China and Taiwan over the last two decades.  Figure 6, for example, shows that economic problems did affect the flows between China and Taiwan adversely, as would certainly be expected, but that this impact was quite variable.  The biggest impact occurred during the Great Recession of 2008-10 when Taiwan’s exports to China fell by 16% and approved investment in the PRC fell by 34% between 2008 and 2009 (see Tables 4 and 6 above).  The Asian financial crisis of 1997-98 (sometimes dubbed the “Asian flu”) led to a marked decline in new investment projects and an appreciable drop in trade but evidently did not affect the level of social communications very much.  Taiwan’s 2001 recession sparked by the drop in world demand for high tech products had, if anything, even less of an effect.  Trade and investment, while not growing appreciably, stayed fairly constant, but the growth of social communications continued apace as the recession pushed more Taiwan businesses to move to China to take advantage of the huge internal market there, rather than just using the PRC as an export platform (Bolt, 2001; Cooke, 2006).  
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In contrast, the political crises included in Figure 6 had almost no discernible impact on the economic and social interactions between Taiwan and China.  The Tiananmen Square massacre in 1989 hurt China’s relations with foreign investors from most nations, but trade, investment, and social communications from Taiwan actually continued their rapid growth in 1989-90.  Even the Taiwan Strait Crisis of 1995-96, where Taiwan itself was the target of Chinese military intimidation, did little to disrupt economic and social interactions across the Strait.  Furthermore, the periodic political confrontations between Beijing and Taipei in the early 21st century did not put much, if any, of a damper on the renewed spurt in cross-Strait economic flows and social communications.  Finally, the rapprochement between Taiwan and China that followed the victory of Ma Ying-jeou in the 2008 elections did not spur an immediate expansion of economic relations because of the effects of the Great Recession.  Taken together, hence, these data certainly suggest that economic relations between China and Taiwan were much more responsive to economic than political factors, surprisingly so in the light of the series of heated confrontations that have marked cross-Strait political over the past decade and a half (Chan, 2009).
Another vital question concerns whether this dynamic represents more of a threat or opportunity for the ROC.  At the abstract level this might appear to be something of an open question, but the recent views of the Taiwanese are surprisingly clear-cut.  Table 9 indicates a good deal of skepticism on the part of the general citizenry about their country’s economic ties with China.  Polls conducted by the Election Study Center of National Chengchi University in April 2007 and December 2008 asked whether restrictions on cross-Strait economic exchanges should be tightened, loosened, or kept as is.  At the time of the first poll when Chen Shui-bian was still President and the Great Recession had not yet erupted, a strong majority of 61% wanted tighter restrictions compared to 35% who wanted looser ones.  This certainly suggests that cross-Strait economic relations were seen much more as a threat than an opportunity.  At the end of 2008, following Ma’s election with his pledge to expand economic ties to the Mainland and the eruption of the Great Recession, Taiwanese were even more supportive of clamping tighter regulations on economic relations with China rather than relaxing them by an overwhelming 71% to 26%.  The image that Taiwan’s ties with China are boxing in its economy, hence, appears to be fairly prevalent. 
Table 9 about here
The Economic Challenge of the Early 21st Century
Taiwan’s economic miracle of the 1950s through the 1980s is certainly coming under challenge as economic growth has slowed while inequality has increased.  To some and probably a large extent, this is the inevitable result of the ROC’s current transformation from an industrial to an “information age” economy.  Yet, the country faces particular problems as well that can be considered to be the “costs of success” of its past economic miracle.  For example, its rapid ascent up the international product cycle has left it increasingly squeezed between industrializing developing countries and the most advanced economies in the world, such as the United States and Japan.  More particularly, its reliance upon the dynamism of small and medium enterprises is turning into a disadvantage; and the growing economic integration with China has brought fears about the country’s economic and political future, along with short-term profits and benefits. 
Indeed, there is a considerable cleavage in Taiwan at present over cross-Strait economic relations with the KMT believing that expanding these ties is vital for Taiwan’s continued dynamism and the DPP arguing that they threaten the nation’s sovereignty and wellbeing (Gold, 2009 & 2010).  In 2009 and 2010, the central controversy in this regard was over the Ma administration’s attempt to negotiate an Economic Cooperation Framework Agreement (ECFA) with China.  In the analysis of Thomas Gold (2010: 69):

“While Taiwan business groups and the political elite were pushing ECFA, many people at the societal level pushed back.  They argued that Ma was selling out Taiwan’s sovereignty and turning the economy over to the Mainland, just as they had feared from the start.  They predicted an influx of cheap (and possibly tainted) Chinese goods as well as labor, all to the detriment of the island’s economy and society.”   
Cross-Strait economic relations, hence, have become highly politicized -- which makes acting effectively on this key issue all the more difficult.

Despite these considerable problems, however, Taiwan’s economic situation is far from dismal.  It has made considerable progress in creating a high technology economy, especially in the electronics field (Wong, 2010), which almost certainly reduces its economic asymmetries with China.  Moreover, the ROC has demonstrated a surprising resilience in bouncing back from what many saw as horrendous recessions at the beginning and end of the first decade of the 21st century.  For example, by August 2010 GDP growth for the year was being projected at 8.2% following a surge of 12.5% for the second quarter (Wang, 2010).  This would make it the country’s best year since the Asian flu.  Especially given Taiwan’s past economic dynamism, the nation must be given a fairly good chance of confronting and overcoming the costs of its past economic success. 
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Table 1
REAL ANNUAL ECONOMIC GROWTH
2001

-2.2%
2002

 4.6%
2003

 3.5%
2004

 6.2%
2005

 4.2%
2006
   
 4.8%
2007

 5.7%
2008

 0.1%
2009

-1.9%
2010

 8.2%*
*Estimate

SOURCES:  Council for Economic Planning and Development, 2009. p. 17; Wang. 2010. p. 12.
Table 2
INDICATORS OF ECONOMIC PERFORMANCE
                     




  2000      2008     

GNP per capita ($US)        

         $14,721   $17,576   

Agriculture % Employment


              8%        5%   

Manufacturing % GDP         


        24%       22%
Exports % GDP         



        47%       65%
Trade Balance % GDP                              3%        4%     

Industrial Exports % GDP


             99%       99%
Savings % GDP   




        26%       27%
Investment % GDP   



             23%       21%
Foreign Investment % Total Investment           10%       10%
Government Expenditures % GDP 


   21%       21%
Income Ratio Richest to Poorest 5ths of Pop.    5.5       6.0 
SOURCE:  Council for Economic Planning and Development, 2009. passim. 
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INDICATORS OF INDUSTRIAL CONCENTRATION
                                Taiwan          South Korea
5 Largest Business 

Groups % GNP, 1983               10.3%              52.4%   

50* Largest Business

Groups % GNP, 1983               31.7%              93.8%             

10 Largest Companies

% GDP, 1987                      14.3%              63.5%

*Largest 96 firms for Taiwan.

SOURCES:  Fields. 1995. p. 6; Hong. 1992. p. 63.
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Figure 5
THE BATTLE OVER SOVEREIGNTY BETWEEN CHINA & TAIWAN

Round #1

President Lee Teng-hui of Taiwan visits Cornell

     University in June 1995

Beijing claims this represents Taiwan Independence

     and retaliates with “missile diplomacy” during

     Taiwan Strait Crisis of 1995-96

Lee’s strong victory in 1996 election suggests China’s

     threats were counterproductive

Round #2

President Clinton’s “Three No’s” in Shanghai in June 1998

     support PRC’s position on sovereignty, raising fears 

     in Taipei of pressures to make unacceptable concessions

President Lee announces theory of “Special State-to-State 

     Relations” between Taiwan and China, provoking rage in

     China over his support for Taiwan Independence

The U.S. first scolds Taiwan and then seeks to deter China

     from minor military retaliation

Round #3

Beijing threatens harsh consequence if a pro-Independence

     candidate wins Taiwan’s 2000 election for President

Chen Shui-bian of the DPP (the unnamed target of Chinese

     threats) narrowly wins

Chen conciliatory in pledging not to pursue Independence

     (“5 No’s”) in inaugural address

China ignores Chen’s concessions and changes central demand

     from Chen’s not pursuing Independence to accepting

     “One China” principle

China continues missile build-up that is seen as provocative 

     & threatening by both Taiwan & U.S.

Round #4

Chen switches policy with theory of “one country on each

     side” of Taiwan Strait in Summer of 2002

From late 2003 through 2004, Chen campaigns in presidential

     & legislative elections with strongly nationalistic

     appeal to his “base constituency”

China’s public reactions quite limited, but at times Beijing

     clearly communicates a growing sense of threat

Round 5

China’s Anti-Secession Law in March 2005 reignites tension in Strait

Chen Shui-bian freezes National Unification Council & Guidelines in 2006

Chen becomes highly nationalistic after growing scandals in 2006

   Table 4

TAIWAN’S EXPORTS TO CHINA
(as estimated by the Mainland Affairs Council, ROC)

         VALUE OF EXPORTS     PERCENT OF TAIWAN’S

            ($US bil)            TOTAL EXPORTS

1984           --                     1% 

1985           --                     3%

1986           --                     2%

1987           --                     2%

1988           --                     4%

1989           --                     5%

1990          $4.4                    7% 
1991          $7.5                   10%
1992         $10.5                   13%
1993         $14.0                   16%
1994         $16.0                   17%
1995         $19.4                   17%
1996         $20.7                   18%
1997         $22.5                   18%
1998         $19.8                   18%
1999         $21.3                   17%
2000         $25.0                   16%
2001         $25.6                   20%
2002         $31.5                   23%
2003         $38.3                   25%
2004         $48.9                   27% 
2005         $56.3                   28%
2006         $63.3                   28%
2007         $74.2                   30%
2008         $74.0                   29%
2009         $62.0                   31%           
SOURCE:  Mainland Affairs Council. 2010. pp. 23 & 26.
Table 5

IMBALANCES IN CROSS-STRAIT TRADE

(as estimated by the Mainland Affairs Council, ROC)

Balance of Trade

      EXPORTS TO PRC     IMPORTS FROM PRC     RATIO OF EXPORTS

       (bil. US $)         (bil. US $)           TO IMPORTS

1990      $4.4                $0.8                5.5 to 1

1995     $19.4                $3.1                6.3 to 1
2000     $25.0                $6.2                4.0 to 1

2005     $56.3               $20.1                2.8 to 1
2008     $74.0               $31.4                2.4 to 1
Importance of Exports from ROC to PRC for both Countries

        PER CENT OF      PERCENT OF       RATIO OF % ROC EXPORTS 
         TAIWAN’S         CHINA’S            TO % PRC IMPORTS
         EXPORTS          IMPORTS

1990       6.5%             8.2%                0.8 to 1

1995      17.2%            14.7%                1.2 to 1

2000      16.5%            11.1%                1.5 to 1

2005      28.4%             8.5%                3.3 to 1

2008      28.9%             6.5%                4.4 to 1 
SOURCE:  Mainland Affairs Council. 2010. pp. 23, 26 & 27.

Table 6

TAIWAN INVESTMENT IN CHINA APPROVED BY MOEA
             TOTAL AMOUNT         AVERAGE INVESTMENT

           (in billion US$)        (in million US$)

1991            $0.2               
$0.73          

1992            $0.2     


$0.94        

1993*           $1.1             

$0.90
1994            $1.0 



$1.03
1995            $1.1             

$2.23
1996            $1.2             

$3.21
1997*           $4.3 



$0.50
1998*           $2.0 



$1.58
1999            $1.3 



$2.57
2000            $2.6 



$3.10
2001            $2.8 



$2.35
2002*           $6.7 



$2.16
2003*           $7.7 



$1.99
2004            $6.9 



$3.46
2005            $6.0 



$4.63
2006            $7.6 



$7.01
2007           $10.0 


    $10.01
2008           $10.7 


    $16.63
2009            $7.1                   $12.11
*Includes some projects from previous years that were registered in that year.
SOURCE:  Mainland Affairs Council. 2004. p. 62; Mainland Affairs Council. 2010. p. 28.

Table 7


TAIWANESE APPROVED INVESTMENT IN CHINA BY INDUSTRY, 1991-2008

Electronic Parts and Components Manufacturing

16.4%

Computers, Electronic & Optical Products 

     Manufacturing





15.7%

Electrical Equipment Manufacturing




 9.4%

Fabricated Metal Products Manufacturing



 6.1%

Plastic Products Manufacturing





 5.1%

Chemical Materials Manufacturing





 4.3%

Machinery and Equipment Manufacturing



 4.2%

Non-Metallic Mineral Products Manufacturing


 4.2%

Wholesale & Retail Trade





 3.4%

Basic Metal Manufacturing





 2.8%

Food Manufacturing





 2.6%

Textile Mills





 2.5%

Other





23.3%
TOTAL




    100.0%

SOURCE:  Mainland Affairs Council. 2010. p. 30.
Table 8

SOCIAL COMMUNICATIONS ACROSS THE TAIWAN STRAIT
        VISITORS FROM     LETTERS IN     TELEPHONE     

        TAIWAN TO         EITHER         CALLS IN      

        CHINA             DIRECTION      EITHER        

        (millions)        (millions)     DIRECTION

                                         (millions)

1988       0.4

1989       0.5              

1990       0.9

1991       0.9              15.2

1992       1.3              16.8

1993       1.5              17.7            48.0

1994       1.4              19.1            61.2 

1995       1.5              17.6            77.8 

1996       1.7              18.0            96.5 

1997       2.1              16.3           125.7

1998       2.2              14.7           149.2

1999       2.5              13.4           178.3 

2000       3.1              14.0           206.7  

2001       3.6              12.6           269.7

2002       3.7              16.3           383.2           

2003       2.7              16.8           435.7  

2004       3.7              16.2           517.6
2005

 4.1


   16.2 

   616.7
2006

 4.4


   12.5

   709.2
2007

 4.6


   11.6

   634.5 
2008

 4.4


   10.2

   606.6
2009       4.4               8.8           591.0 

SOURCE:  Mainland Affairs Council. 2004. pp. 36-38; Mainland Affairs Council. 2010. pp. 35-37.

Figure 6
EFFECTS OF MAJOR EVENTS ON CROSS-STRAIT COMMUNICATIONS
	EVENT
	SEEMING IMPACT

	ECONOMIC CRISES
	

	1997-98 ASIAN FLU
	Trade and investment fell appreciably; social communi-cations continued to grow

	TAIWAN’S RECESSION of 2001 DUE TO DROP OF GLOBAL DEMAND FOR HIGH TECH PRODUCTS
	Trade and investment stayed constant and social communi-cations continued to climb

	GREAT RECESSION of 2008-10
	Sharp drop in trade and investment; social communica-tions continue downward trend that started earlier

	POLITICAL CONFRONTATIONS
	

	1989 TIANANMEN SQUARE MASSACRE 
	Trade, investment, and social communications continued to grow

	1995-96 TAIWAN STRAIT CRISIS
	Both trade and investment growth stabilized but didn’t really drop; growth in social communications continued

	1999-2000 CRISIS AFTER LEE’S “SPECIAL STATE-TO-STATE” THEORY AND CHEN’S ELECTION
	Both trade and investment began to climb again after dip due to Asian flu; social communi-cations continued to grow

	2002-08 GROWING CHINESE HOSTILITY TO CHEN’s INCREASED APPEALS TO TAIWANESE NATIONALISM
	Dynamism of cross-Strait economic interactions, if anything, accelerated; social communications peaked in 2005-06

	POLITICAL RAPPROCHEMENT
	

	MA’S RECONCILIATION WITH PRC AFTER 2008 ELECTION AS PRESIDENT
	Trade and investment fell because of Great Recession; social communications continued their previous downward trend


Table 9

TAIWANESE VIEWS ABOUT RESTRICTIONS ON

CROSS-STRAIT ECONOMIC CHANGES

                       APRIL 2007       DECEMBER 2008

Tighten                    61%                71%

Keep As Is                  4%                 3%

Loosen                     35%                26%
SOURCE:  Wang. 2009. p. 9.
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