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Key drags — exports and investment
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This downturn will be deeper
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Economy sinks by 50-year record,
again
Taiwan’s economy grinds to a halt in 2008

4Q08 GDP fell 8.36% YoY, bringing full-year growth to 0.12%. This downturn
marks a multi-decade low. Our 2009 GDP forecast has been downgraded to
-6% (previous: - 2%; consensus: -2%).

The central bank has responded immediately with a 25bp rate cut, bringing
the policy rate down to 1.25%.

We expect export growth (QoQ) to resume in the second half of 2009. If this
fails to materialise, then policy stimulus will have to be significantly reinforced
to reinvigorate private sector consumer and investment spending.

Activity to stagnate until late 2010

Key drags: Exports (~70% of GDP in 2007) and investment (~19% of GDP in
2007) are clearly at the front end of the recession in 2009, the latter shaving
gross exports’ contribution to headline growth by about 10% (2007: 4.1%).

The cycle: On a QoQ basis, we expect growth to trough this quarter, and on
a YoY basis, to trough in the third or fourth quarter of this year. Based on
Macquarie’s projection that the US economy will bottom toward the end of
2009 or 1Q10, we expect growth to move into positive territory in 2010, at 3%.

Intensity: We believe this recession will be deeper than the last downturn of
2001 (most severe on record), when exports fell 7.8%, imports by 13% and
investments by 20%. This time, the contraction will be about twice that bad.

Duration: It will also be 1-2 quarters longer than 2001's, which lasted three
quarters (YoY basis).

Best/worst case: Under a worst-case scenario, the deterioration in exports
would deepen, pushing growth down to -8% in 2009. In a best-case scenario,
domestic consumption would pick up, so that growth declines by only 2%.

Limited policy angle

Short-term remedy: The only fiscal measure (and limited depreciation of the
NT$) so far is the distribution of cash vouchers to numb consumers’ pain. But
we expect further measures, with infrastructure likely to be the focus. Monetary
policy would likely be eased further with interest rates cut to 1% (after the 25bp
cut to 1.25%) yesterday, and perhaps further reserve requirements cuts.

Long-term remedy: The Taiwan government realises the urgent need to
rebalance its growth drivers, but this would be a long-term transition. High-
tech investment is one path, but there is another, more obvious option —
consumer spending, which has averaged ~55% of Taiwan’s GDP for the last
three decades.

Fiscal plans can only place a floor on the recession, not reverse it. Taipei
plans to continue letting the currency out, and rates will continue coming
down. It is questionable whether this would have any effect at all.

Please refer to the important disclosures and analyst certification on inside back cover of
this document, or on our website www.macquarie.com.au/research/disclosures.
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Fig 1 Taiwan's exports are back to Tech wreck levels
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Fig2 The cycle —a multi-decade low
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Fig 3 Two reasons why this downturn is deeper
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Fig 4 Exports and investment front-end this dip
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Taiwan leads the Asian pack in terms of plummeting export
numbers. Exports dropped 44% YoY in January, almost
10ppt more than runner-up Japan.

The slowdown in imports continued to outstrip that in
exports (by another 16.5%), boosting the trade balance and
current account surplus. But this silver lining is beginning to
loose its sparkle.

In line with the OECD leading indicator, Taiwan'’s industrial
production index hit a 3-year low (77.4), and export orders
fell a record 33% in Dec. Both have further to go, in our view.

YoY growth numbers should trough in the third or fourth
quarter of this year. Based on Macquarie’s projection that
the US economy will bottom toward the end of 2009 or
1Q10, we expect growth to move back into positive territory
in 2010, growing by 2.9% (same as consensus).

This recession will be deeper than the last downturn in
2001 (worst in over 5 decades), when exports fell 7.8%,
imports by 13% and investments by 20%. This time, the
contraction will be about twice that bad. It will also be 1-2
quarters longer than 2001's, which lasted 3 quarters (YoY).

Two reasons why this downturn is likely to be deeper:

= Net exports as a percentage of GDP are more than 3
times higher (over 15%) today than in 2001, while
Taiwan’s dependence on China as a trade conduit is
significantly greater.

= Exports to China accounted for less than 4% of the
island’s total exports in 2001; this figure is over 25%
today. Exports to China are also falling the fastest, by
63% in Jan.

Besides exports (~70% of GDP in 2007), investment (~19%
of GDP in 2007) is also front-ending this recession, and is
expected to shave 0.5% off 2009 headline growth.

The latter’s decline can be traced back to exports —
machinery and equipment have made up over nine-tenths
of all investment since 2003.

But thanks to imports, net exports will still make a positive
contribution to 2009 growth of 3%.

19 February 2009
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Fig 5 A future with more balanced drivers is possible
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Fig 6 Private consumption has averaged over 55% of
Taiwan’s GDP since 1970s
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Fig 7 Worst- and best-case scenarios

% Worst case Best case
S " Y
A 35
1 0.1 -
-4 2.0
-9 -9.0
2008F 2009F 2010F 2008F 2009F 2010F

I Real GDP == Real GDP (long-term trend)

Source: CEIC, Macquarie Research, February 2009

A future with more balanced growth drivers is possible and
desirable. The late 1980s and 1990s proved Taiwan can
achieve positive growth with minimal export growth.

Private consumption has averaged over 55% of Taiwan’s
GDP for over 30 years, so Taiwan’s capacity to grow from
within is greater than suggested at first glance.

The government realises the urgent need to rebalance its
growth drivers, but initiatives bigger than shopping voucher
schemes will be needed to kick-start private spending.

The lion’s share (NT$500bn) of the total NT$583bn in
stimulus funds tabled thus far will go to infrastructure, while
technological subsidies for high-technology sectors such as
DRAM (reportedly worth NT$70bn) are in the works.

But how the dormant engine of domestic consumption can
be kick-started is another story altogether, given that
consumer confidence is at an 8-year low and
unemployment is riding a 6-year high.

2009 worst-case scenario: External demand would be the
key determinant here. If exports fell ~3% more than our
current forecast of 15.3% (holding all else constant), growth
could fall 7% in 2009.

2009 best-case scenario: Based on more resilient
domestic spending and export demand, assuming that: 1)
the government’s shopping voucher scheme succeeds in
minimising the fall in private spending to 1% YoY (current
forecast: -4.2%); and 2) exports fall by 3% less than our
current forecast, full-year GDP contraction would be 2%.

» Looking ahead, we expect monetary policy to be eased further as interest rates and perhaps
reserve requirements are cut from their respective levels of 1.5% and 5%. Limited depreciation of

the NT$ should also help to numb Taiwan’s pain.

= Government spending will be the only other positive contributor to growth through 2009, besides a
contribution from net exports. Like in the rest of Asia, fiscal plans can only place a floor on

recession, not reverse it.

» We expect export growth (QoQ) to resume in the second half of 2009. If this fails to materialise,
then policy stimulus will have to be significantly reinforced to reinvigorate private sector consumer

and investment spending.

19 February 2009
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Fig8 Taiwan economic forecast

2001 2002 2003 2004 2005 2006 2007 2008 2009E 2010E
Activity and prices
Real GDP 2.2 4.6 35 6.2 4.2 4.8 5.7 0.1 -6.0 2.9
Domestic demand: incl stocks -4.8 2.6 1.8 7.7 1.7 1.5 2.2 -2.4 -10.8 4.4
Domestic demand: excl stocks -4.3 2.2 1.4 6.7 2.3 1.3 2.0 -2.4 -7.6 3.6
Private consumption (ann. av. change) 0.7 2.6 1.5 4.5 3.0 1.8 2.3 -0.3 -4.2 0.0
Gross fixed capital formation (ann. av. change) -19.9 1.1 1.7 19.5 1.2 0.9 1.9 -10.8 -34.7 4.1
Government consumption (ann. av. change) 0.5 21 0.6 -0.5 1.1 -0.4 0.9 1.1 15.7 7.1
Exports (ann. av. change) -7.8 10.6 104 14.4 7.6 10.3 8.8 -0.2 -21.3 7.4
Imports (ann. av. change) -13.0 71 8.1 18.9 3.8 5.6 3.8 -4.3 -34.3 7.6
Inventory Investment (cont to GDP growth) -0.4 0.4 0.4 0.9 -0.6 0.2 0.1 0.0 -2.6 0.0
Net Exports (cont to GDP growth) 2.5 2.1 1.8 -0.9 2.6 3.5 3.8 2.2 2.9 1.6
Private consumption (cont to GDP growth) 0.4 1.6 0.9 2.7 1.8 1.0 1.3 -0.2 -2.3 0.0
Government consumption (cont to GDP growth) 0.1 0.3 0.1 -0.1 0.1 -0.1 0.1 0.1 1.8 1.0
Manufacturing production index (ann avg % chg) -8.4 7.1 8.7 8.4 3.8 4.7 7.8 -2.0 -12.0 5.0
Unemployment rate (sa, ann avg %) 4.6 5.2 4.6 4.4 4.1 3.9 3.9 4.1 5.0 4.5
Nominal GDP (US$bn) 292 298 306 331 356 366 385 392 355 363
GDP Deflator (ann avg % chg) 0.5 -0.2 -1.3 -0.9 -0.6 -0.7 0.3 -2.2 0.6 1.8
PPI (ann avg % chg) -1.3 0.1 25 7.0 0.6 5.6 6.5 52 -1.4 1.3
CPI (ann avg % chg) 0.0 -0.2 -0.3 1.6 23 0.6 1.8 3.5 -1.0 1.6
Fiscal and external balance
Government balance (% of GDP) -6.4 -4.2 -2.7 -2.8 -0.6 -0.6 -0.2 0.0 -1.6 -1.2
Merchandise exports (US$bn) 126 135 151 182 198 224 247 264 210 247
-yly % chg -16.9 71 11.3 211 8.8 12.8 10.1 71 -20.4 17.6
(% of GDP) 43.3 454 49.3 55.1 55.8 61.1 64.0 67.2 59.1 58.4
Merchandise imports (US$bn) 106 110 124 165 179 200 216 246 185 220
-yly % chg -23.5 4.4 12.8 32.6 8.5 11.5 8.2 13.9 -24.9 18.9
(% of GDP) 36.2 37.1 40.7 49.8 50.3 54.5 56.1 62.7 52.1 60.6
Merchandise trade balance (US$bn) 21 25 26 17 19 24 30 18 25 27
(% of GDP) 7.0 8.4 8.5 52 5.5 6.6 7.9 4.5 7.0 7.4
Current account balance (US$bn) 19 26 31 20 18 26 33 24 32 34
(% of GDP) 6.5 8.9 10.0 6.0 4.9 7.2 8.6 6.2 8.9 9.4
Net foreign direct investment (US$bn) -1 -3 -5 -5 -4 0 -3 -6 -2 -6
(% of GDP) -0.5 -1.2 -1.7 -1.6 -1.2 0.0 -0.9 -1.6 -0.6 -1.5
Foreign exchange reserves (ex gold, US$bn) 122 162 207 242 253 266 270 292 275 300
Months import coverage 13.9 17.6 19.9 17.6 17.0 16.0 15.0 14.2 17.8 16.4
Liquidity and market rates
Narrow money supply M1a (%) 0.8 9.0 20.8 10.0 7.4 2.9 2.8 2.0 1.0 4.0
Narrow money supply M1b (%) 11.9 9.3 19.3 124 6.8 4.5 0.0 -3.0 2.0 5.0
Broad money supply M2 (%) 4.4 2.6 5.8 7.4 6.6 5.3 0.9 3.0 2.0 8.0
Loan growth (%) -1.4 -2.1 6.5 10.2 8.6 3.1 5.3 2.0 -4.0 -2.0
Rediscount rate (%, year-end) 2.1 1.6 1.4 1.8 23 2.8 3.4 2.0 1.0 2.5
91-180 day CP rate (%, year-end) 29 22 1.4 1.4 1.6 1.9 22 2.6 2.3 2.0
Exchange rate (US$/NT$, year end) 35.0 34.8 34.0 31.9 32.9 32.6 324 32.9 32.0 31.0
Exchange rate (US$/NT$, ann avg) 33.8 34.6 34.4 33.4 32.2 32.5 32.8 31.5 33.5 32.0
Source: CEIC, Macquarie Research, February 2009
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