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Before the East Asia miracle

Before the East Asia miracle there were two 
dominant paradigms for development

Market economy: focused on markets

Intellectual roots in Adam Smith's "invisible hand": 
markets lead to efficient outcomes. All that government 
needs to do to promote growth is get out of the way. 

"get the prices right", everyone will have an incentive to 
make the right resource allocations. 

Unfortunately, some countries that seemed to get the 
prices right—to follow all the advice of the free 
market—too often failed to grow. 

No pure free market economies exist. All markets are in 
some ways constrained
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Before the East Asia miracle

Centrally planned economy: focused on 
government and planning. 

At the opposite side are those who looked to 
government to ensure through the planning 
process that resources were deployed in a way 
that promoted economic growth. 

The lack of success of those countries that 
followed this paradigm has led to the virtual 
extinction of this school of thought.

Example: Former Soviet Union, China before 
1979, Vietnam before 1986, and Cuba. 
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Developed vs Developing Countries 

A developed country, industrialized country, or 
more economically developed country, is a 
sovereign state that has a developed economy 
and advanced technological infrastructure 
relative to other less industrialized nations.

Example: USA, Switzerland, Australia, Germany, South 
Korea, Singapore, Taiwan, Hong Kong, China

A developing country is a country with a less 
developed industrial base and a low Human 
Development Index relative to other countries. 

Example: Brazil, Russia, India, China, South Africa, 
Indonesia, Malaysia,  Mexico, etc. are typically 
considered as Developing Countries 5



What role should the Government Play

Almost none of the successful industrial 
countries followed either of these extreme 
strategies. 

Most successful countries are mixed economies 
in which government plays an important role. 

The appropriate question to be asked is not 
whether government should play a role, but 
what role and how can it be performed most 
effectively.

East Asian governments, rather than 
replacing markets, they promoted and used 
the market to promote growth. 6



Confined the government’s role

Governments of East Asia,

Recognized the limitations of markets but 
confined the government’s role to 

• Policies that actively sought to ensure 
macroeconomic stability.

• Making markets work more effectively by, for 
instance, regulating financial markets.

• Creating markets where they did not exist.

• Helping to direct investment to ensure that 
resources were deployed in ways that would 
enhance economic growth and stability.

• Creating an atmosphere conducive to private 
investment and ensured political stability. 7



Industrial Policies

Industrial policies are directed at developing 
and encouraging certain sectors.

What Policies Were Pursued? 

Most countries shared three objectives: 

developing technological capabilities 

promoting exports;

and building the domestic capacity to 
manufacture a range of intermediate goods 
(such as plastics and steel). 
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Support for industries

Support for industries and imports of the 
necessary foreign technology took several forms. 

First: Support for education—particularly engineering 
and science education—provided an intellectual 
infrastructure that facilitated technological transfer. 

Second: Discourage (financial market regulations) the 
allocation of capital to areas such as real estate meant 
that more capital was available for areas with higher 
technological benefits, such as plants and equipment. 

Third: Encouraged exports. 

Fourth: Promoted technology programs, including 
science and technology centers ranging from 
identifying new products to providing research and 
development for firms (ex: Hsinchu, Taiwan) 9



Technology transfer

Why Were Industrial Policies Adopted?
Technology transfer is the mechanism by which the 
accumulated knowledge developed by a specific entity 
is transferred wholly or partially to another one to allow 
the receiver to benefit from such knowledge (UNIDO, 
2004). 

Technology transfer, also known technology 
commercialization

Valuable research, skills, knowledge, and/or technology 
is delivered from government, colleges and universities, 
or other research institutions into the corporate 
environment where it can be nurtured and developed 
into a commercial product or service with wider 
application and distribution. 10



Foreign Direct Investments

Encourages Foreign Direct investments 

The East Asian economies not only resisted 
aversions to foreign investments (i.e. India), but 
they also induced capital inflows by providing 
sound macroeconomic management, a stable 
political environment, and well-managed labor 
markets with educated workers. 

Foreign investment increased the pace of 
expansion, reducing the constraints imposed by 
limitations on the availability of capital, domestic 
entrepreneurship, and technological know-how.
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Market Failure 

Market failure is the economic situation 
defined by an inefficient distribution of 
goods and services in the free market. 

Individual incentives for rational behavior do 
not lead to rational outcomes for the group. 

Individual makes the correct decision for 
him/herself, but those prove to be the wrong 
decisions for the group. 

Steady state disequilibrium: quantity supplied 
does not equal the quantity demanded. 

Example: Rent control, import tariff, rationing, 
under developed markets, quotas 12



Market failures 

Market failures are likely to be particularly 
significant in developing countries. 

Understanding these market failures helps 
explain the policies that were adopted and the 
reasons they were so effective.

1. WEAK AND NONEXISTENT MARKETS

In early stages of development, markets often 
do not exist or work well, so prices may not 
provide good signals for resource allocation
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East Asia capital markets 

In East Asia, capital markets were particularly 
weak

Government has to create institutions to promote 
savings (postal savings banks) and to extend credit 
(development banks). 

Governments also develop the financial infrastructure 
by helping to establish bond and equity markets 

How to allocate these fund. 

If there had been well-established market institutions 
for allocating long term capital, governments could 
have made use of those institutions. 

Governments had to decide how to allocate resources, 

• Natural to direct the funds to projects that would yield the 
highest level of social welfare. 14



TECHNOLOGICAL SPILLOVERS

2. TECHNOLOGICAL SPILLOVERS. 

Developing countries typically operate at a level of 
technology far below that of industrial countries 

Private markets have few incentives for investing in the 
production and acquisition of technology, because it is 
difficult to appropriate the returns to knowledge. 

Development is the process of acquiring and adapting 
existing technologies. Patent protection ensures that 
the seller can command some payment for new 
technology, but it does not provide much protection for 
a firm that transfers and adapts an existing technology. 

Adopting and adapting new technologies involves a risk. 
If successes are quickly imitated, when they succeed, 
there is little profit because of the force of competition; 
when they fail, they lose money.
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Marketing Spillovers

3. Marketing Spillovers: 

Valuable information concerns marketing. 

Knowing where there is a market for a product 
is not information that can be kept secret. 

• Example: If a firm discovered that Americans like 
Polo shirts, then any manufacturer can take 
advantage of that information. 

Products of a country establish a reputation. 

• Japan's reputation for high quality products

Government programs to promoting the 
country’s brand recogition 

• E.g. Singapore: Economic Development Board. 
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Return to Scale
4. Not all of the arguments advanced as 
rationales for Return to Scale industrial 
policies are persuasive

Japanese government wanted to rationalize 
industry. Japan argued that without 
government support, firms would be too small, 
and the large number of such firms would 
reduce the profitability of all firms in a sector. 

NOTE: In one of Japan’s most famous 
mistakes, Japan tried to discourage Honda—at 
the time a successful manufacturer of 
motorcycles—from entering the automobile 
market.
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INDUSTRY COORDINATION

5. The widespread absence of markets in 
developing countries means that prices 
cannot perform their coordination role.

Government have to assume a more active role 
in performing Industry Coordination
• The traditional examples relate to the development 

of downstream and upstream industries. 

• Government has an important function in 
coordinating the two activities. Such coordination are 
likely to be most important.

• For instance, if manufacturing steel is deemed to be 
desirable, it is necessary to build a large steel plant 
and a large steel-using industry.
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STRATEGIC NEGOTIATIONS

In negotiations with other countries or 
companies, the governments of East Asia have 
often recognized—and taken advantage of the 
nature of the market environment. 

By reducing competition among buyers of technology 
and trying to increase competition among sellers, the 
governments succeeded in appropriating more of the 
surplus associated with the transfer of technology than 
otherwise could have been captured. 

In Japan, for instance, a single firm was sometimes 
given the right to negotiate a licensing agreement; it 
might then be compelled to share the technology with 
other firms in the industry.
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Industrial Policies Criticized

Industrial policies have been widely criticized, on 
the grounds that they were ineffective or 
distortionary.

Example: a loan by the Industrial Bank of Japan may 
be far greater than the actual dollars lent, because of 
either its signaling or risk-sharing 

Government policies that increase the equity of a firm 
can have immense effects through the power of 
leveraging.

Economist alleges that government does not do a good 
job at picking winners.

Western countries charge that industrial policy was 
distortionary. 20



Cooperation and Competition

The success of several other East Asian countries 
have stressed the cooperative relations between 

government and business,

workers and employers

small and large businesses. 

Encouraging Cooperation
Many East Asian government used both carrots and 
sticks to encourage cooperation and the exchange of 
truthful information.

government actions were more important than culture 

in shaping these behavioral patterns.
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Export Promotion Activities

1. PROVISION OF INFRASTRUCTURE. 

poor infrastructure is barrier to trade, East 
Asian governments have invested in 
infrastructure, including good port facilities and 
improved transportation systems to reduce the 
costs of shipping goods abroad. 

Singapore has been involved in efforts to 
provide an adequate supply of electricity and 
an effective telecommunications system, both 
vital to the country's development as a 
financial center.
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Export Promotion Activities

2. PREFERENTIAL ACCESS TO CAPITAL 
AND FOREIGN EXCHANGE. 

Most of the countries of East Asia engaged in 
some degree of financial restraint, that is, 
capital markets were controlled to give priority 
industries preferential access to capital and 
foreign exchange. 

governments provided subsidies (including 
lower interest rates) to encourage the 
expansion of favored industries, 

The access to credit was far more important to 
the industries 23



Export Promotion Activities

3. DEVELOPING NEW EXPORT MARKETS. 

Information problems associated with the 
development of new export markets go beyond 
the problems of reputation. 

Singapore's Economic Development Board has 
actively worked on developing foreign markets 
and takes an active interest in what goods 
might be produced for export. 

Business executives are invited to join official 
trips abroad to persuade them that it is in their 
interests to enter into meaningful business 
relationships overseas. 24



Export Promotion Activities

4. ENHANCING THE REPUTATION OF THE 
COUNTRY'S EXPORTS. 

In the 1950s and early 1960s, Japanese products had 
a reputation for being shoddy. 

American and European buyers were likely to make 
unfavorable inferences concerning Japanese products. 

Because establishing a reputation is expensive, 
individual firms had little incentive to improve the 
quality of their products. 

Japanese government conducted a concerted effort to 
improve the quality of the products and to establish 
brand reputations for Japan, so that they would have 
private incentives to maintain their reputation. 
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Experience of East Asian Economies

What generalizations can we learn from the 
experience of these East Asian Economies?

1. Making society function better. 

• Economic growth required the maintenance of 
macroeconomic and political stability. Policies that 
sustained a more equitable distribution of income—
and that supported basic education for women as 
well as men—contributed to economic progress by 
encouraging political stability and cooperative 
behavior within the private sector. 

• The result was a better business climate for 
investment and more effective use of human 
resources. 26



Experience of East Asian Economies

2. Adaptability of government policies. 

Government policies adapted to changing 
economic circumstances, rather than 
remaining fixed. 

As the East Asian economies grew more 
complex, government had less need to 
assume an active role and found it more 
difficult to act effectively on a broad scale.
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Experience of East Asian Economies

3. Government and markets. 

Governments played an active role in creating market 
institutions, such as long-term development banks and 
capital markets to trade bonds and equities, and in 
establishing an institutional infrastructure that enabled 
markets to work more effectively. 

Governments also used their control of financial 
markets to help direct resources in ways that 
stimulated economic growth. 

Policies to improve government-business cooperation 
enabled governments to design programs that served 
the needs of the business community, created a 
favorable business climate

28



Experience of East Asian Economies

4. Promoting accumulation of physical and 
human capital. 

The introduction of postal savings institutions 
and provident funds resulted in higher 
domestic savings. 

A variety of programs increased the returns to 
private investment and facilitated the 
development and transfer of technology; these 
included policies that promoted education and 
training, provided infrastructure, and, in most 
countries, established a receptivity to foreign 
investment. 
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Experience of East Asian Economies

5. Altering the allocation of resources. 

Governments in East Asia used industrial policies to 
affect the allocation of resources in ways that would 
stimulate economic growth. 

They took an entrepreneurial role in identifying 
industries in which research and development would 
have high payoffs. 

Support for industry, such as the establishment of 
research and science centers and quality control 
standards, was important both in attracting foreign 
investment and in encouraging domestic investors. 

Governments actively encouraged firms to export. 
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Experience of East Asian Economies

6. Government policies supporting investment. 

Mild financial repression had a positive effect on economic 
growth. 

The effects on national savings and on the efficiency with which 
scarce capital was allocated were likely positive; positive incentive 
effects may have been associated with the contest for scarce 
credit, and the increased equity of firms and banks (because of 
lower interest rates) enhanced their ability to bear risks. 

Government programs that led to more effective risk-sharing 
within the economy. Risk-sharing reduced the effective cost of 
capital, thus stimulating investment. 

Government intervention in international economic relations (for 
instance, in bargaining for foreign technology, in impeding certain 
capital movements, and in insisting on certain transfers of 
technology as part of foreign investment) may have enhanced the 
national interest, promoted economic stability, and enhanced 
savings. 31
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