
Topics: 
Competitiveness, determinants and measures: real, nominal exchange rates (wk2) 
•Economic Growth 
•Economic Crisis 1997 (wk8&9) 
•Entrepreneurship, Economic Freedom (wk10) 
•Poverty, income distribution (wk12) 
•Product fragmentation and multinationals (wk3); how exchange rate changes affect profits of 
MNEs (wk3) 
•Current developments and issues: 
–Determinants of capital movements and different degrees of vulnerability of various Asian 
economies to crises 
–Developments in Japanese, Indian and Chinese economies (wk11) 
 

 
Week 2: Competitiveness and Middle Income Trap 
Background of middle income trap 
To progress from middle to high income, a country needs to increase the productive output of its 
economy.  
Agriculture is still important to output. The demand for rural labor falls because of mechanism and 
application of modern technology. The surplus labor be used in an expanding manufacture sector. 
Labor is employed at higher levels of productivity than in agriculture but at wage levels sufficiently 
low to ensure that the output can be priced and marketed competitively.  
The strategies above are common for low-income countries to expand into low-wages, low-cost, 
low-technological manufacturing (textile and food processing). Manufacturing adds to the total 
productive output of the economy increases income per capita. 
It is adequate to transit from low-income to middle income. However, growth is limited if the 
national competitiveness remains in low-end manufacturing. (Middle income trap) 
Middle-income countries can get caught in a trap if competitiveness is based on low wages and low 
value added. 
Economies get caught in the trap when they are no longer competitive in producing low-value 
goods, and yet do not have the capacity to produce higher value ones.  
To increase wages: 
1.   Increase productivity (quantity) 
2.   Increase value (quality) à more critical and important 
It is important to Asian countries because many of Asian countries have been in middle income 
stage for a long time and hard to proceed to high income level. 
 
What are the characteristics of middle-income economies? (through comparing middle 
income to high income one) 
Structural transformation: from primary production, notable farming to secondary production, 
notable manufacturing and further into services. 
Structural change of exports: exports compete internationally and give a country the sense of what 
they can produce competitively. But have lower share of manufactures in merchandise exports 



compared to high income economy.  
Rely more on FDI.  
Technology adaption and innovation is lower  
Governance and Institution performance in all six indicators are lower. 
Savings and investments are less. 
Larger inequality (Gini index) 
The quality of education is lower 
 
How can a country avoid the middle income trap? (Take China as an example) 
The most important thing is the investment in human capital: skills, education, technology, and 
reform of institutions to enhance efficiency. 
Background of China development 
Economic performance in China has been spectacular over the last 3 decades. It is now in upper-
middle income stage and still has a long way to achieve high-income economy.  
The success can be contributed to three key drivers: 

Market orientation reform 
Low-cost advantage 
The role of government: activities to help address problem of market failure 

The problem faced: 
Rising inequality 
Resource constraints 
Environmental degradation 
These problems often associated with rapid transformation, but incomplete reform is also a 
contributing factor. 

Many countries experience a growth slowdown after achieving middle-income status (Malaysia, 
Thailand, Philippine). Some has escaped (HK, China, Japan). 
Avoiding middle-income trap 

–   Need to move from a low-cost economy to high-value economy (growth will have to be 
driven by productivity improvement through innovation and industrial upgrading). Quality 
rather than quantity 

–   Moving from a low-cost to a high-value economy requires a critical mass of firms with 
strong incentives for innovation. It also requires the government to create a conducive 
environment.  

–   Deepening structural reform (enterprise reform, labor-market reform, financial sector 
reform) 

–   Reducing income inequality 
–   Promoting green growth 

	  


