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Abstract

This paper applies a computable general equilibrium mode to investigate the potential
economic effects of trade liberalization across the Taiwan Strait. Our simulation results
reveal that cross-Strait tradeliberalization will have significant positive impacts on external
trade, domestic investment and real GDP for the economiesin thisarea in general and in
Taiwan in particular. Furthermore, the negative impact from the formation of a free trade
arrangement between Taiwan and Chinese Mainland on Hong Kong seems to be rather
small. These results suggest that cross-Strait trade liberalization is very likely to bring
about a win-win situation for the economiesin this area.
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|I. Introduction

The prolonged palitical hogtility between Taiwan and Chinese Mainland has dramatically
changed since Taiwan’s new government took office in May 2008 and actively pursued a
new economic policy towards Chinese Mainland. Taiwan has recently removed its ban on
direct cross-Strait links, and several trade liberalization measures, such as cross-Strait
financial cooperation and Chinese Mainland investment in Taiwan, are also under
negotiation. Notably, a cross-Strait Economic Cooperation Framework Agreement (ECFA)
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has been proposed, which is under intensive examination by both sides.

Themost important driving force behind these dramatic policy changesin Taiwan is
theincreasing trend of regionalism around the world. The GATT received 124 natifications
of RTA during the period 1948-1994, and since the creation of theWTO in 1995, it has
recel ved notification of an additional 300 arrangements. Approximately 400 RTA arescheduled
to beimplemented by 2010. One distinctive feature in the recent trend of RTA isthe sharp
policy shift frommultilateralism toregionalism by many Asan countries, particularly Chinese
Mainland.! After itsaccession to the WTO in 2001, China has completed 9 RTA and an
additional six RTA wereunder negotiation by May 2009 (Liu, 2009).

Dueto political reasons, however, Taiwan has been excluded in most of the prevailing
RTA negotiations around the world. Taiwan, an export-oriented economy, with exports
comprising closeto 65 percent of GDPin 2008, facesa seriousthreat of being marginalized.
Because Chinese Mainland has a ready become Taiwan’s maost important export market as
well asdedtination of itsoutward investment, recent free trade agreements between Chinese
Mainland and its neighboring countries will place Taiwan at a serioudy disadvantaged
position in the Chinese Mainland market. The signing of an ECFA, therefore, is urged by
many enterprises in Taiwan for the sake of coping with “ASEAN Plus One,” which takes
effect in 2010, aswell as“ASEAN PlusThree”2 Furthermore, it is anticipated that the ECFA
might serve as a stepping stone for Taiwan to negotiate free trade arrangements with its
major trading partners.

Becausedirect tradeand travel between Taiwan and Chinese Mainland were prohibited
for several decades by Taiwan’s government for political reasons, Hong Kong has played
asignificant intermediaterolein the crass-Strait economic reationship. Theimprovement
in the economic re ationship between Chinese Mainland and Taiwan will inevitably diminish
Hong Kong’s benefitsfrom itsintermediaterolein the cross-Strait economic activity. Given
the current hugetransit trade and investment flows between Taiwan and Chinese Mainland,
in response to recent changes in the cross-Strait relationship, the policy options from
which Hong Kong can choose are also an important current issue.

The purpose of the present paper is to apply a computable general equilibrium (CGE)
mode to investigate the economic impact of cross-Strait trade liberalization on Taiwan,

1 For instance, Zhang et al. (2007), Trakman (2008) and Whalley (2008) reveal possible factors accounting
for the recent proliferation of free trade agreements.

2 “ASEAN Plus One” refers to a free trade arrangement between ASEAN and China and “ASEAN Plus
Three” refers to a free trade arrangement between ASEAN, China, Japan and South Korea. Ku (2009)
finds that the formation of ASEAN Plus and One and ASEAN Plus Three will cause Taiwan’s GDP to
decrease by 0.176 and 0.836 percent, respectively, in the long run.
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Chinese Mainland and Hong Kong. Specifically, because it has been proposed that, given
the possibledifficultiesin negotiating an ECFA whereby a free trade arrangement between
Hong Kong and Taiwan could be used asa stepping stone, the present paper examines two
scenarios. (i) afreetrade arrangement between Taiwan and Hong Kong (THKFTA) prior to
an ECFA; and (ii) afree trade arrangement between Chinese Mainland and Taiwan after a
THKFTA, referred to asacross-Strait freetrade area (CSFTA) heresfter.

The remainder of this paper is organized asfollows. The recent cross-Strait trade and
investment rdationshipisanalyzedin Section I, and theempirical mode used in this paper
isintroduced in Section I11. The simulation design and empirical results are discussed in
Section IV. Thefinal section concludes.

Il. Recent Cross-Strait Trade and Investment
Relationship

Thepalitical and economic relationship between both sides of the Taiwan Strait has seen
dramatic changes since 1987 when Taiwan removed limitations on its people to visit their
relativesin Chinese Mainland. Despite cross-Strait political hogtility lingering until very
recently, informal cross-Strait economic and trade rel ationships have advanced steadily.
Taiwan’s exportsto Chinese Mainland viaHong Kongincreased 15 timesfrom US$1.515bn
in 1987 to US$22.987bn in 2008.% Official estimatesfrom Taiwan indicatethat the proportion
of cross-Strait tradein Taiwan’soverall foreign tradeincreased from 1.7 percent in 1987 to
21 percentin 2008.* Chinese Mainland is now not only Taiwan’s most important export
market, but asoitslargest sourceof trade surplus. Itstrade surplusfrom Chinese Mainland
increased from US$940min 1987 to US$42.59bn in 2008.5 Without thistradesurplus, Taiwan
would be facing huge trade deficits.

Taiwan’scapital outflowstoward Chinese Mainland have alsoincreased steadily since
thelate 1980s after a ban was lifted on outward investment. According to Taiwan’s official
estimates, accumulated approved i nvestment within Chinese Mainland amounted to 37 181
cases and US$75.56bn in total in 2008, which was close to 60 percent of Taiwan’s total
outward direct investment.®

Because direct trade and travel between Taiwan and Chinese Mainland were prohibited
by Taiwan’s government for palitical reasons, Hong Kong hasplayed an intermediaterole

8 Chinese Mainland Affairs Council (2009), Table 1.
4 Chinese Mainland Affairs Council (2009),Table 2.
5 Chinese Mainland Affairs Council (2009), Table 3.
6 Chinese Mainland Affairs Council (2009), Table 4.
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Table 1. Tax Equivalents of Barriers in Services Trade and
Their Impact on Domestic Prices and Costs

Industry Communication Financial services Professional services
Output tax Output tax Output tax | Cost impact
(%) (%) (%) (%)
Domestic Foreign Domestic Foreign Foreign Domestic

Region firm firm firm firm firm firm
Taiwan 0.3 24 16.8 11.3 10.7 6.04
Chinese Mainland 24 9.8 49 278 104 2647
Hong Kong 0.6 0.6 1.8 19 8.3 264

Sources: Dee (2005), Tu et al. (2007) and Chou et al. (2003).

Notes: The estimation of tax equivalents or the cost impact of the barriers in services trade is involves
two key steps. The first step is to convert qualitative information about regulatory restrictions into
a quantitative index, using a priori judgments about the relative restrictiveness of different barriers.
The second step is to develop an econometric model and use it to estimate the effect of the services
trade restrictiveness index on price, cost, quantity or productivity, while controlling for all the other
factors that might affect performance in that industry (Dee, 2005). @ This parameter is assumed to be
the same as that of Hong Kong, as estimated in Chou et al. (2003).

in the cross-Strait economic relationship for several decades. With rapid increasesin the
volume of cross-Strait trade and investment, Hong Kong’s trade-transiting status has
becomeincreasingly prominent. Tradetransit to Chinese Mainland in 1987 accounted for
only 27.5 percent of total trade between Taiwan and Hong Kong, but this proportion rose
sharply tonearly 73 percent in 2008.7

To rescue Hong Kong from an economic recession, the “Closer Economic Partnership
Arrangement” (CEPA) between Hong Kong and Chinese Mainland was signed in 2003. It
also had someimpact on the cross-Strait economic relationship. The main features of the
CEPA include liberalization in trade in goods and services, and trade and investment
facilitation. As aresult of the establishment of the CEPA, Chinese Mainland permitted 273
products originating in Hong Kong to beimported with zero tariffs from 1 January 2004. In
addition, nearly 4000 other products also enjoyed zero tariff treatment no later
than 1 January 2006. Fung and Zhang (2007) simul ate the effects of the CEPA with aCGE
model and find that Hong Kong will have significant increasesin its exportsto Chinaand
gainsin social welfare at China’s expense. Palitical tension between Taiwan and Chinese
Mainland has eased since Taiwan’s new government took officein May 2008 and lifted its
ban on direct cross-Strait links. Regul ar cross-Strait flights, cross-Strait financial cooperation
and mainland investment in Taiwan are under negotiation. Most importantly, aproposa to

7 Chinese Mainland Affairs Council (2009), Table 1.
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edtablish across-Strait Economic Cooperation Framework Agreement isbeing intensively
studied on both sides. The improvement in the cross-Strait economic relationship has
raised heated debate in Taiwan, partly because of its possibly harmful economic effects
and partly for political reasons.

From Hong Kong’s perspective, the improvement in the cross-Strait economic
relationship might bring forth threats as well as opportunities. On the one hand, Hong
Kong’stransit rolewill be inevitably weakened by the three direct links. Thismight inflict
some damage on Hong Kong’s economy, at least in the short run. On the other hand, in the
long run, Hong Kong might benefit from cross-Strait trade liberalization, given Hong Kong’s
excellent location, sound legal system, as well as competitive strength in the areas of
financial services, logistics, professional services, conventions and exhibitions, and tourism.

In summary, closer informal economic integration across the Taiwan Strait has been
advancing steadily since the late 1980s, despite political animosity on both sides of the
Strait. Cross-Strait palitical and economic relations have been changing rapidly sincethe
new government of Taiwan adopted a new policy toward Chinese Mainland after the
presidential inauguration in May 2008. These changes are expected to have atremendous
impact on the economiesin thisareaand other regions around the world aswell. Using a
CGE mode, the following sections will quantitatively evaluate the possible impacts of
these changes.

I11. Empirical Model

Many recent studies have applied a CGE model to investigate the impact of trade policy
changes on China. These studiesinclude Wang (2003), Zhang and Fung (2006), Fung and
Zhang (2007), Qiu et al. (2007) and Park et al. (2009). In terms of theimpact of RTA, itis
known that, in addition to trade creation and trade divers on effects, RTA might bring about
international capital movements between member countries and non-member countries, or
among member countries.® One of the limitationsin most previous CGE studies, however,
istheneglect of foreign direct investment (FDI) in their anaytical framework.®

Given theimportant role played by FDI around theworld, particularly in the Chinese

8 See Liu (2007, 2008) and Kim (2007) for recent evidence about the effect of RTA on trade and
international capital movements.
9 One exception is Maldonado et al. (2007). They develop a CGE mode for Brazil in which endogenous
foreign capital flows are incorporated and find that the inclusion of endogenous foreign capital flowsin
the model significantly amplifies the real effects of free trade agreements between Brazil and the
Americas or the European Union.
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economy, the present paper uses an empirical modd that is an extension of the Global
TradeAnayssProject modd (GTAP)® with FDI, known as FTAR. Thetreatment of FDI in
FTAPclosely follows the pioneering work of Petri (1997). The FTAPmodd also considers
increasing returnsto scale and monopolistic competition in all sectors. Itsmodel structure
inthisrespect issimilar tothetreatment of Francoiset al. (1996) for manufacturing sectors,
and that of Brown et al. (1996) and de Bruijn et al. (2008) for the servicesindustry. FTAP
makesaprovisionfor capital accumulation and international borrowing and lending, adopting
atreatment of international (portfolio) capital mobility devel oped by McDougall (1993) and
incorporated into GTAPby Verikios and Hanslow (1999).%

The FTAPmodd takesthe standard GTAPframework as a description of the location
of economic activity and then disaggregates this activity by ownership. On the purchasing
side, agentsin each economy make choices among the products or services of each firm
type, distinguished by both ownership and | ocation, and then decide among the individual
firmsof agiven type. Therefore, themode recognizesthe firm-level product differentiation
associ ated with monaopolisti c competition. Firms chooseamong primary inputs, intermediate
inputs and investment goods, whereas households and governments choose among final
goods and services.

In the FTAP model the supply of FDI is determined by an imperfect transformation
among types of wesalth. Investorsin each economy first divide their wealth among bonds,
real physical capital, land and natural resourcesin their country of residence. It is assumed
that perfect international arbitragein bond markets makes bondsissued by different countries
perfect substitutes, whereas capital in different locations is assumed to be differentiated
assets. After the portfolio decision, investors next choose the industry sector in which
they invest and then choose whether to invest at home or overseasin their chosen sector.
Finally, if they choose to invest overseas, then they decide on a particular overseasregion
in which toinvest.

One of the advantages of the FTAP model is its capability to deal with the issues
related to liberalization in the trade of services. Traditional analyss of trade barriers has
focused primarily on the effects of tariffs, which arediscriminatory taxeslevied on foreign-
produced goods at a country’s border. In contrast, barriersto tradein servicesare typically
regulatory barriers, rather than explicit taxes. They need not discriminate against foreigners.
Indeed, barriers to market access are often designed to protect incumbent firms from any
new entry by either domestic or foreign firms. One particul arly important barrier tothetrade
of servicesisrestrictions on FDI by service firms. These restrictions are captured in the

10 See Hertel (1997).
1 See Verikios and Hanslow (1999) for a detailed illustration of the model structure of FTAP.
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FTAPmodel astax eguivalentsimposed on foreign firmsin the host countries.

The version of the FTAP model used in this paper is developed by Dee (2007). The
database GTAP 6 and some estimates relating to the trade barriersin servicesaround the
world are adopted.? The present paper updates the cross-Strait trade structure and tariff
barriersin the FTAPmodd according to database GTAP7 rdleased in 2008. In addition, the
tariff commitments made by Taiwan and Chinese Mainland when they entered the WTOin
2001 are al so taken into account in the modd . The data on these commitments are compiled
from Chouet al. (2003).

IV. Simulation Design and Empirical Results

1. Simulation Design

In this paper we areinterested in examining theimpact of cross-Strait trade liberalization
under two scenarios; (i) a THKFTA prior to formation of ECFA; and (ii) a CSFTA after
THKFTA. To takeinto account the recent cross-Strait tradeliberaization palicies (i.e. the
CEPA and thethree direct links between Taiwan and Chinese Mainland), wefirst smulate
theimpact of these two policiesusing themodd along with the database. Thetradebarriers
in commodity and services between Hong Kong and Chinese Mainland are assumed to be
totally abolished asaresult of the CEPA.

The shock parametersrelating to the cost savings from the three direct links are based
on the estimates of Dee (2007). Regarding the maritime services, it is assumed that Taiwan
will open up the direct Taiwan-Shanghai route and treat it asa domestic route. Following
McGuireet al. (2000), Dee(2007) first convertstheregulatory restrictionsof current maritime
servicesin Taiwan into a quantitative index, and then applies the estimates of Kang (2000)
to cal culate how much impact the direct Taiwan—Shanghai routewill have on the costs of
maritime services. Deefindsthat the cost savingsfrom the direct route are 2.66 percent of
the transportation costs.

Dee (2007) suggeststhat increased direct air transport serviceswill lead to cost savings
equivalent to the likely price difference between adirect air route, and an indirect route via
Hong Kong. Based on the estimates of the relationship between stage length and airfare by
Gonenc and Nicoletti (2000), Dee (2007) predictsthefare for adirect flight from Taipe to
Beijing and comparesit with actual faresfrom Taipei to Hong Kong, and from Hong Kong
to Beijing. Shefindsthat the opening of direct flights would be equivalent to a productivity
improvement in air transport of approximatdy 75 percent.

The updated database derived from these simulationsis then treated as our basdine

12 See Dee (2005) and Table 1.
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situation. Our smulation analysis proceeds asfollows. Thefirst scenario assumesthat the
trade barriersin both commodities as well as services between Taiwan and Hong Kong are
abolished immediately after theformation of THKFTA, except for therice sector, which is
too sensitive to be liberalized. The changes from our first scenario with respect to the
bassline solution are used as a measure of theimpact of THKFTA.

In the second scenario, in order to take into account Taiwan’s remaining restrictive
measures on imports from China so asto make the data on trade barriersin our database
morerealistic, we estimate tariff equival ents of these measures and then update the database
derived from the first scenario. The estimation procedure of the tariff equivalentsis as
follows. Because export similarity between Chinese Mainland and ASEAN countriesis
very high, we assumethat Taiwan’sremoval of therestrictive measureson Chinawill cause
cheaper Chinese products to replace like products from ASEAN countries. Shih et al.
(2009) compare rel ative prices between China and four ASEAN countries (the Philippines,
Malaysia, Indonesia and Thailand) to determine possible changes in the trade flows after
theremoval of restrictions. Based on these estimates, we apply the FTAPmodd to calculate
how much tariff reduction would be required to produce such changes. The estimated
required tariff reductions arethen used astariff equival ents of the restrictive measures (see
Table7).

After incorporating the estimated tariff equivalentsinto the database derived from the
first scenario, we run the FTAP modd to update the database and the updated databaseis
then treated as our new benchmark. The trade barriers in both commodities as well as
services between Taiwan and Chinese Mainland are assumed to be abolished immediatey
after the formation of CSFTA, except for therice sector, which is consdered too sensitive
to beliberalized. The changesfrom our second scenario with respect to the new benchmark
are used asa measure theimpact of CSFTA.

2. Simulation Results

(1) Exports

Tables2 and 3 lit the effects of cross-Strait trade liberalization on the volume and prices of
exports, respectively, for al regions. It isdear that Taiwan will not gain much in terms of
exports from a Taiwan—-Hong Kong FTA, whereasit will see considerable increases in
exports as aresult of the formation of a CSFTA. Thismight be attributed to the fact that
Hong Kong is a tariff-free economy, such that Taiwan cannot gain from any further tariff
reductions when establishing a THKFTA. In contrast, because high tariff rates remain in
some manufacturing industries of Chinese Mainland, Taiwan could benefit significantly
from tariff reductionsfollowing on from theformation of a CSFTA. Asshown in thetables,
after the formation of the CSFTA, Taiwan’s exports will increase by 8.45 percent and its
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Table 2. Effect of Cross-Strait Trade Liberalization on
the Volume of Exports by Region

THKFTA CSFTA
. Scenario Commodity Services Total (1) + Commodity Services Total
Region trade (1) trade (2) 02’" (0/) trade (3) trade (4) (3)+ (4)
) ) @ %) ) ) @)
Taiwan 0.1248 0.7876 —0.6638 8.3500 0.0874 8.4435
USA —0.0007 0.0112 0.0105 0.0284 0.0040 0.0244
Chinese Mainiand —0.0011 0.1051 0.1064 3.5504 —0.0194 35317
Hong Kong 0.1039 0.5009 0.6059 ~0.0838 ~0.0002 —0.0824
Japan 0.0014 —0.0556 —0.0571 0.0095 —0.0549 —0.0649
South Koreaand ASEAN 0.0002 0.0462 0.0464 “0.222 0.0215 ~0.1003
Others 0.0004 0.0211 0.0207 ~0.003L 0.0076 0.0046

Source: Compiled by the authors.
Notes: Individual entries might not add to total because of interaction effects. CSFTA, cross-Strait free
trade area; THKFTA, free trade arrangement between Taiwan and Hong Kong.

Table 3. Effect of Cross-Strait Trade Liberalization
on Export Prices by Region

. THKFTA CSFTA
Scenario
Commodity Services Total Commodity Services Total
Region trade (1) trade (2) L+ trade (3) trade (4) B+ @)
(%) (%) (%) (%) (%) (%)
Taiwan -0.0132 0.0921 0.0789 1.6461 -0.0246 1.6252
USA -0.0001 -0.0294 -0.0295 -0.0312 -0.0127 -0.0440
Chinese Mainland 0.0000 -0.0013 -0.0013 -0.2603 0.0019 -0.2575
Hong Kong 0.0224 -0.0504 -0.0277 -0.0545 -0.0076 -0.0623
Japan -0.0004 -0.0023 -0.0027 -0.0211 -0.0025 -0.0235
South Korea and ASEAN -0.0003 -0.0208 -0.0211 -0.0425 -0.0087 -0.0513
Others 0.0000 -0.0306 -0.0306 -0.0297 -0.0120 -0.0417

Source: Compiled by the authors.
Notes: Individual entries might not add to total because of interaction effects. CSFTA, cross-strait free
trade area; THKFTA, free trade arrangement between Taiwan and Hong Kong.

export prices will rise by 1.625 percent. Those gains mainly come from liberalization in
commodity trade, whereas|liberalization in the services trade does not have much impact on
either the volume or the price of its exports.

Asfor Hong Kong, it will seesmall gainsin itsvolume of exports from the formation of a
THKFTA. Mogt of these gains can be attributed to liberalization in the servicestrade. The
changesin the export prices of Hong Kong are negligibly small under al scenarios. These
results might arise from the fact that the manufacturing sector accountsfor only avery small
part of the Hong Kong economy. In contrast, the volume of exportsfrom Chinese Mainland
will increase by 3.53 percent with aCSFTA. Thisriseisgenerated exclusively by liberalization
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in the commodity trade. Chinawill aso seea small declinein export priceswith a CSFTA,
which results from liberalization in commodity trade. One possible reason for the fall in
China’sexport prices could bethe cheaper imported i ntermediate products after the abolition
of itsimport tariffs, which might cause the costs of its processed exportsto decline.

(2) Imports

Tables4 and 5 reveal the effects of cross-Strait trade liberalization on thevolume and prices
of imports, respectively, for all regions. Theresultsare similar to the effects on exports. Itis
clear that Taiwan will not see large increases in imports with a Taiwan—-Hong Kong FTA
either, whereasit will experience consgderableincreasesin importswith theformation of a
CSFTA. After the formation of a CSFTA, Taiwan’simportswill increase by 11.95 percent
(which isfar larger than the impact on its exports), whileitsimport pricewill decrease

Table 4. Effect of Cross-Strait Trade Liberalization
on the Volume of Imports by Region

Scenario THKFTA CSFTA
Region Commodity Services trade | Total (1) + Commodity Services trade Total (3) +
trade (1) (%) () (%) (2) (%) trade (3) (%) (4) (%) (4) (%)
Taiwan 0.1395 0.2226 0.3611 11.8097 0.1349 11.9512
USA —0.0005 -0.0432 -0.0437 -0.0147 -0.0307 —0.0455
Chinese Mainland -0.0025 -0.1984 -0.2011 44661 0.1474 4.6028
Hong Kong 0.1023 0.5150 0.6184 -0.3580 0.0011 -0.3591
Japan -0.0013 0.1013 0.1000 0.0509 0.0092 0.0603
South Koreaand ASEAN 0.0003 -0.0179 -0.0176 -0.2193 -0.0064 -0.2258
Others —0.0004 0.0017 0.0013 -0.0113 -0.0017 -0.0129

Source: Compiled by the authors.
Notes: Individual entries might not add to total because of interaction effects. CSFTA, cross-Strait free trade
area; THKFTA, free trade arrangement between Taiwan and Hong Kong.

Table 5. Effect of Cross-Strait Trade Liberalization
on Import Prices by Region

Scenario THKFTA CSFTA
Region Commodity Services trade Total (1) + (2) Commodity trade | Services trade Total (3) +
trade (1) (%) (2) %) (%) (3) (%) (4) (%) 4)
Taiwan 0.0002 -0.0187 -0.0183 -0.0413 -0.0218 -0.0620
USA 0.0001 -0.0224 -0.0224 -0.0266 —0.0066 -0.0333
Chinese Mainland 0.0003 0.0278 0.0282 0.2653 -0.0221 0.2463
Hong Kong -0.0009 -0.0117 -0.0126 0.0104 -0.0018 0.0086
Japan -0.0001 -0.0255 -0.0256 -0.0288 —-0.0030 -0.0318
South Koreaand ASEAN -0.0004 -0.0165 -0.0169 0.0024 -0.0071 -0.0048
Others 0.0000 -0.0294 -0.0294 -0.0314 -0.0117 -0.0431

Source: Compiled by the authors.
Notes: Individual entries might not add to total because of interaction effects. CSFTA, cross-Strait free trade
area; THKFTA, free trade arrangement between Taiwan and Hong Kong.
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by 0.06 percent. The increases in the volume of imports are mainly a consequence of
liberalization of commodity trade. Similar to the effect on its exports, the effect on the
volume of importsin Hong Kong under a THKFTA is small, and theincrease in imports
modtly originatesfrom trade liberalization of services. In contrast, the volume of Chinese
Mainland’simportswill increase by 4.60 percent with aCSFTA, whichisalittlelarger than
the impact on its exports. The increases in the volume of imports mostly come from
liberalization of commodity trade. Compared with theimpacts on exports, thelarger impacts
on bath the imports of Taiwan and Chinese Mainland indicate that Taiwan’s three direct
links and abalition of restrictive measures on its imports from Chinese Mainland might
bring about closer and larger cross-strait production networks, which could contribute to
better allocation of resources and higher competitivenessin thisarea.

(3) Domestic Investment

Table6illustratesthe effect of cross-Strait trade liberalization on domegtic investment in this
region. It revealsthat the formation of a THKFTA will have a positive impact on domestic
investment in both Taiwan and Hong Kong under the scenario of liberalization of services
trade. Their gross domestic investment will increase by 2.90 and 1.19 percent, respectively.
However, theliberdization of commodity trade will have anegligibleimpact on Taiwan’sand
Hong Kong’sinvestment. A CSFTA will result in asimilar impact on Taiwan’s domestic
investment. Its gross domestic investment will increase by 2.93 percent in this case, mainly
resulting from theliberalization of commodity trade. After theformation of aCSFTA, however,
Chinese Mainland’s domestic investment will rise by only 0.28 percent. The significantly
larger effects of a CSFTA on Taiwan relative to Chinamight be attributed to the disparity in
their sizes. It isworth noting that, similar to the case of external trade, the formation of a
CSFTA will have anegligible small negative impact on Hong Kong’s domestic investment
under the scenario of tradeliberdization of either commodities or services.

Table 6. Effect of Cross-Strait Trade Liberalization
on Domestic Investment

THKFTA CSFTA

T T | e | PAO* | e | waew | ORO*
Region (US$m) Ussm) | @ USsm) (US$m) (Ussmy | ) (USSm)
Taiwan Gross investment -2 1476 1475 1523 16 1539

(%) (-0.003) (2.90) (2.90) (2.90) (0.03) (2.93)

Chinese Gross investment 0 -36 -36 417 688 1,104
Mainland (%) (0.000) (-0.01) (-0.01) (0.11) (0.18) (0.28)
Hong Gross investment 4 531 535 -34 -4 -39
Kong (%) (0.009) (1.19) (1.20) (-0.08) (-0.01) (-0.09)

Source: Compiled by the authors.
Notes: Individual entries might not add to total because of interaction effects. CSFTA, cross-Strait free
trade area; THKFTA, free trade arrangement between Taiwan and Hong Kong.
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(4) Real GDP

Table7 reveal stheeffects of crass-Strait tradeliberalization on real GDPin al regions. Itis
clear that the formation of aTHKFTA will have apositive and significant impact on thereal
GDP of Taiwan and Hong Kong. Their real GDPwill increase by 0.572 and 0.698 percent,
respectively, which will mostly be induced by liberalization of the services trade. The
formation of a CSFTA will contribute an additional 0.611 percent to Taiwan’s real GDP,
which exclusively arises from trade liberalization in commodities. A CSFTA will causethe
real GDP of Hong Kong to decline, although only dightly (approximately —0.011 percent).
Thereal GDP of ChineseMainland isexpected toincrease by 0.125 percent with theformation
of a CSFTA. Approximatdy three-quartersof theincreasesare attributable toliberdization
of the servicestrade. These results suggest that Hong Kong and Chinese Mainland would
enjoy much morein gainsfrom tradeliberalization of servicesthan from tradeliberalization
of commodities.

(5) Terms of Trade

Table 8 shows the effects of cross-Strait tradeliberalization on termsof tradein all regions.
Thetermsof tradeistheratio of export pricetoimport price. Changesin thetermsof trade
can be tracked from Tables 3 and 5, which report export prices and imports pricesin all
regions under different scenarios. It isworth noting that under trade liberalization of
commoditieswith a THKFTA, Taiwan’stermsof trade would fall becauseit could not gain
from further tariff reductions by Hong Kong. Taiwan’s gainsin the terms of tradewith a
THFTA comemainly from tradeliberalization of services. In contrast, theterms of tradefor
Hong Kong with a THKFTA will decrease by 0.015 percent, which is due to the greater
lossesin theterms of trade under liberalization of servicestrade than the gains from trade

Table 7. Effect of Cross-Strait Trade Liberalization
on Real GDP by Region

THKFTA CSFTA

Region Scenario Commodity Services trade | Total (1) Commodity E-ZQQC(ZS) Total (3) +

trade (1) (%) (2) (%) + (2) (%) trade (3) (%) %) (4) (%)
Taiwan -0.0006 0.5727 05721 0.6166 -0.0077 0.6116
USA 0.0000 -0.0009 -0.0009 -0.0004 -0.0005 -0.0009
Chinese Mainland 0.0002 0.0005 0.0007 0.0335 0.0913 0.1246
Hong Kong 0.0006 0.6971 0.6976 -0.0086 -0.0018 -0.0108
Japan 0.0000 0.0002 0.0002 -0.0007 -0.0004 -0.0012
South Korea and ASEAN 0.0000 -0.0054 -0.0054 -0.0125 -0.0037 -0.0162
Others 0.0000 -0.0015 -0.0015 -0.0004 -0.0013 -0.0017

Source: Compiled by the authors.
Notes: Individual entries might not add to total because of interaction effects. CSFTA, cross-Strait free trade
area; THKFTA, free trade arrangement between Taiwan and Hong Kong.
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Table 8. Effect of Cross-Strait Trade Liberalization
on Terms of Trade by Region

Scenario THKFTA CSFTA
Region Commodity Services trade | Total (1) + Commodity Services Total (3) +
trade (1) (%) (2) (%) (2) (%) trade (3) (%) | trade (4) (%) (4) (%)
Taiwan -0.0133 0.1107 0.0972 1.6881 -0.0028 1.6883
USA -0.0002 -0.0069 -0.0071 -0.0046 -0.0061 -0.0107
Chinese Mainland -0.0003 -0.0291 -0.0295 -0.5242 0.0240 -0.5025
Hong Kong 0.0233 -0.0387 -0.0152 -0.0650 -0.0058 -0.0710
Japan -0.0003 0.0232 0.0229 0.0077 0.0005 0.0082
South Korea and ASEAN 0.0001 -0.0043 -0.0043 -0.0449 -0.0016 -0.0465
Others 0.0000 -0.0012 -0.0012 0.0017 -0.0003 0.0014

Source: Compiled by the authors.
Notes: Individual entries might not add to total because of interaction effects. CSFTA, cross-Strait free trade
area; THKFTA, free trade arrangement between Taiwan and Hong Kong.

liberalizationin commodities.

Taiwan’stermsof tradewith a CSFTA will increase by 1.688 percent, which exclusively
arisesfrom trade liberalization of commodities. In contrast, China’sterms of tradewith a
CSFTA will decrease by 0.503 percent, which also exclusvely arisesfrom tradeliberalization
in commodities. Becausethe changesin thetermsof tradeoriginating from tradeliberalization
in services arerather limited, thetotal changesin the terms of trade with a CSFTA can be
attributed to higher pre-CSFTA tariff ratesin Chinathan those in Taiwan. Hence, Taiwan
could gain from the mutual abolition of tariffs on both sides.

(6) Social Welfare
Table9illusratesthe effects of crass-Strait tradeliberalization on social welfare (in terms of
equivalent variation) in al regions. Theformation of a THKFTA will bring about significant
increases in social welfare in both Hong Kong and Taiwan. Social welfare will rise by
US$1807m and US$1065m, respectively. Their gainsin socia welfare mainly result from
trade liberalization of services. In contrast, Taiwan’s social welfare will increase by an
additional US$3551m after theformation of a CSFTA, which is mostly the result of trade
liberalization of commodities. Asfor China, theformation of aCSFTA will yield asmall net
lossinitssocial welfare, becausetheincreasein its social welfare from trade liberalization
in servicesisdominated by the decrease asa result of trade liberalization of commodities.
The negative impact of trade liberalization of commodities on social welfarein Chinaisa
result of the deterioration of China’sterms of trade, as shown in Table 8. However, these
results should be interpreted with some caution. Because it is assumed that only three
sectors are considered in the trade liberalization of services due to data availability, the
positiveimpact from the tradeliberalization of services might be serioudy underestimated.
Our simulation resultsfurther indicate that, along with the decreasesin real GDP and
termsof trade by 0.103 and 0.071 percent, respectively, aCSFTA will a so causeHong Kong’s
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Table 9. Effect of Cross-Strait Trade Liberalization
on Social Welfare by Region
Scenario THKFTA CSFTA

Region Commodity trade | Services trade Total (1) + | Commodity trade | Services trade Total (3) +

(1) (US$m) (2) (US$m) (2) (US$m) (3) (US$m) (4) (US$m) (4) (US$m)
Taiwan -183 1825.7 1807.2 3527.9 12.2 3551.2
USA 14 -218.1 -219.4 -171.6 -140.8 -314.3
Chinese Mainland 0.0 —241.6 —241.7 -1,006.2 999.9 6.1
Hong Kong 213 1043.6 1065.1 —472.2 38 —475.1
Japan -0.9 843.7 842.6 235.0 355.9 594.5
South Koreaand ASEAN -0.1 -409.2 -409.3 —443.2 -1835 —629.6
Others -19 -573.9 —575.9 1554 —-300.5 —458.0

Source: Compiled by the authors.
Notes: Individual entries might not add to total because of interaction effects. CSFTA, cross-Strait free trade
area; THKFTA, free trade arrangement between Taiwan and Hong Kong.

social welfareto decline by US$475.1m. These negative impacts are mainly attributable to
liberalization of commodity trade. These results suggest that the harmful effects on Hong
Kongfromtradeliberalization between Taiwan and Chinese Mainland appear to besmall. One
possible reason for thisisthat in this paper we assume that Hong Kong has a free trade
arrangement with Taiwan before China so that Hong Kong will not be placed at a
disadvantaged position after a CSFTA takes effect. Another possible reason is that the
impact of thethreedirect links between Taiwan and Chinese Mainland isalready considered
in our benchmark model and, hence, itsnegativeimpact will not appear in thesecond scenario.

It isinteresting to note that Japan, in contrast to other non-member countries, might
have some gainsin itssocial welfare from the cross-Strait trade liberalization under certain
scenarios. This might be attributed to the fact that Japan has many multinational firms
located in East Asiain general, and Chinaand Hong Kong in particular. These firmsmight
benefit from economic growth in the area after cross-Strait trade liberaization.

V. Conclusion

Closer informal economicintegration acrossthe Taiwan Strait has been advancing steadily
sincethe late 1980s despite palitical animosity on both sides of the Strait. However, cross-
Strait political and economic relationships have devel oped rapidly since Taiwan’s new
government adopted a new policy toward Chinese Mainland after its presidential
inauguration in 2008. This change is expected to result in tremendous impacts on the
economies in this area. To evaluate who will benefit and who will suffer from this
development, this paper hasapplied amulti-regional CGE mode to investigatethe economic
effects of trade liberalization acrossthe Taiwan Strait.

We first consider the effects of a free trade arrangement between Taiwan and Hong
Kong and then examine the effects of extending the Taiwan—-Hong Kong free trade
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arrangement to include Chinese Mainland. Our smulation resultsreveal that cross-Strait
trade liberalization will have significant positive impacts on external trade, domestic
investment and real GDPof the economiesin thisareain general, and on Taiwan’s economy
in particular. Furthermore, the negativeimpact of the formation of afreetradearrangement
between Taiwan and Chinese Mainland on Hong Kong’s economy seems to be rather
small. These results suggest that cross-Strait trade liberalization is very likely to bring
about awin-win situation for the economiesin this area.

There are some limitations in the present study, so the empirical results should be
interpreted with some caution. First, it isfound in this paper that most benefits from trade
liberalization for Hong Kong and Chinese Mainland are attributable to liberalization of the
services trade. However, due to data avail ahility, this paper only considers the impacts of
three sectorsin the case of trade liberalization of services. Second, other institutional
changes following a free trade arrangement, such astrade and investment facilitation, are
not incorporated into the modd . Given the dedlining tariff barriersin most countriesaround
theworld, trade and i nvestment facilitation measuresmight result in much larger benefitsto
member countriesthan tariff reductions. Third, in addition to international capital, afree
trade agreement between Taiwan and Chinese Mainland could create a more attractive
environment for domesticinvestment, particularly for Taiwan. Thischannd and itsimpact
have yet to be incorporated into our analytical framework. Therefore, the benefits of cross-
Strait trade liberalization illustrated in the present study might represent conservative
estimates of the potential impact.

However, there are some possible obstacles ahead in terms of the implementation of
cross-Strait trade liberalization. For instance, because many people in comparatively
disadvantageous industries might be hurt to some extent by trade liberalization of goods or
services, opposing political momentum arising from lobbying activity by negatively impacted
sectors has been increasing recently in Taiwan. In addition, potential political costs
associated with cross-Strait trade liberalization are not considered in this paper. Thisisone
of themost important concerns of the opposing partiesin Taiwan. The sovereignty disputes
might become acritical issuein the signing of afreetrade agreement between Taiwan and
Chinese Mainland. It hinges on the wisdom of the leaders on both sides of the Strait to
cope with these political obstacles.
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