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Is There a “Middle-income Trap”? Theories,
Experiences and Relevance to China
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Abstract

Through review of relevant studies and analysis, this article indicates that the “middle-
incometrap” isin line with the framework of the mainstream economic growth theories,
and, therefore, it is a useful concept through which we can analyze economic growth
phenomena in specific economic growth phases. The empirical experiences of many countries
also indicate that at specific middle-income stages, economieswith high rates of growth tend
to encounter economic slowdown or even stagnation. The article showsthat China isfacing
the challenge of determining how to move smoothly beyond the middle-income stage of
economic development, whiletaking into account the shifting population structure, changing
resour ce endowment and growth patterns. The article, drawing on international experiences,
putsforward several policy suggestions relating to improvement in total factor productivity,
expansion of human capital accumulation and deepening of system and government function
reforms.
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I. Introduction

Based on the view that East Asaisthe most dynamic region in theworld, the World Bank
conducts a theme study of the East Asan economy every 4 years to summarize its unique
devel opment experiences and lessons, and to expose problems and challenges over specific
timespans. Inits 2007 report, An East Asian Renaissance: |deasfor Economic Growth, for
thefirst time, the World Bank raises the issue of a “middle-income trap” (Indermit and
Kharas, 2008). The report shows that “middle-income countries have grown less rapidly
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than either rich or poor countries” (p. 5).

Since then, the concept of the middle-income trap has increasingly been discussed
among economists. It hasbeen used to illustrate the predi caments of certain Latin American
and Asian economies, and is applied as a reference for making judgment on China’s
economic prospects (Wang et al ., 2009; Eichengreen et al., 2011; Kharas, 2011). Itsrelevance
to China’s case, meanwhile, has drawn moreattenti on sincethe ChineseMinigtry of Finance,
the Devel opment Research Center of the State Council and theWorld Bank jointly conducted
astudy on how China can overcome the middle-incometrap.

Meanwhile, many researchers disagree on the use of the concept of the middle-income
trap. Although systematic research isnot yet available, in what follows, wetouch on the nature
of such disagreements. First, someresearchershold that theword “trap” isimproper, because
it suggests “conspiracy.” How can an economy be framed? Second, some economists think
tha unlikethe poverty trap or the vicious circle of poverty theories, thereisno economic theory
available that can explain the many phenomenarelated to the so-called middle-incometrap.
Third, some suppose that the middle-incometrap theory lacks empirical evidence. It isalso
painted out that over the past 40 years, growth performance of middl e-income countries has not
been sgnificantly lower than that of high-incomeand low-income countries. Last but nat least,
someresearchers doubt theissue’srdevance to China: Doesthe concept of the middle-income
trap correctly depict China’s challengesand will it help Chinafind theright solutions?

A concept or propasition is worth bringing forward so long as it can be analyzed
through theoretical frameworks, and has significant empirical evidence and specific
relevance, so that more thorough discussion and studies can be carried out. For that
reason, thisarticle supports the concept of the middle-income trap and holds that relevant
studies should be deepened. This article starts, in Section 11, with a review of economic
theories, of economic growth theories in particular, and demonstratesthat the middle-
incometrap can certainly beincuded in existing economic growth analysisframeworks or
has the potential of forming a special framework of its own. Section I11, introduces some
empirical studies and statistical proofs of the middle-incometrap and summarizesrel evant
characteristics of the concept. Finally, by introducing characteristics of China’s economic
development phase, Section IV discusses the implications of the concept of the middle-
incometrap to China’s sustainable economic growth.

Il. Theoretical Basis of Middle-income Trap

Traditionally, the word “trap” is used to describe an economic state of super-stable
equilibrium that is beyond a comparative static equilibrium and cannot be changed by
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normal short-term outside forces. In other words, after the effect of a factor that helps
improve per capitaincome is fully brought out, because it is somewhat unsustainable,
other restraining factorswill begin towork and offset that effect, bringing per capitaincome
back totheoriginal leve . For example, the pessimistic views of Thomas Robert Malthus on
thereationship between popul ation growth and economic development are reflected in the
“Malthusian trap” or the“Malthusian equilibrium.” R. R. Nelson combined the Malthusian
modd with the Harrod-Domar growth model to form thelow level equilibrium trap modd,
trying to capture the characteristics of the less-devel oped countries (Yujiro and Yoshihisa,
2009). Moreover, nat only isabsolute poverty an equilibrium state; someeconomic historians
have put forward the hypothesis of “high-level equilibrium trap” as they try to explain
China’shistorical development and fix the Needham Puzzle. Therefore, the use of theterm
“eguilibrium trap” hasalong history in devel opment economics.

The concept is conducive to deducing policy implications from theoretical analyses.
Based on the low-leve equilibrium trap hypothesis, devel opment economics has deve oped
the“critical minimum effort” and the “big-push” theories, among other explanatory theories,
aswell astheir corresponding policy implications. Another example is from Theodore W.
Schultz (1999), who seesthetraditional agriculturethat isnormal in deve oping countriesalso
asadate of equilibrium, based on which hederives policy suggestionsfor reforming traditional
agriculture through introducing new factors of production to break the equilibrium.

However, the aforementioned deve opment economic theories concerning equilibrium
state analysis have not been incorporated into mainstream growth theories. In reality,
mai nstream economi sts have long separated the neoclassical analysis of economic growth
from the devel opment facts observed based on the above hypotheses. Despite this, Hansen
and Prescatt (2002) attempt to meld Malthusian’sequilibrium mode and Sol ow’sneoclassical
growth model and analyze them using a unified theoretical framework. They also notice
that thereisatransitiona phase from the Malthusian model to the Solow model. Logically,
we can certainly define that transitiona phase as a unique economic development phase.
In reality, the dua economy defined by Arthur Lewisisjust atransitional state between the
Malthusian poverty trap and the Sol ow neoclassical growth modd and it is prevalent in the
devel oping countries. In this phase, economic growth has gone beyond the vicious poverty
cyceinwhich incomegrowth leadsto population increase, which, in turn, dragstheincome
level down to a basic subsistence level, and entered a phase characterized by modern
sectors continually absorbing agricultural surplus labor until the economy encountersthe
Lewisturning point, so that thereis no longer an unlimited supply of labor, and becomes
moreand more neoclassical-like.

Aoki (2011) dividesthe economic development in East Adainto the Malthusian phase
of the poverty trap (M-phase), the government-led devel opment phase (G-phase), the
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Kuznets processin which development is realized through structura shifts (K-phase), the
human capital -based devel opment phase (H-phase) and the post-demographic transition
phase (PD-phase). He al so acknowledges that the Kuznets phase can be called the Lewis
development phase, or the Kuznets-Lewis phase. The division of development phases
reveal sthat the shift from one devel opment phaseto another meansajump or breach, or, in
other words, while shaking off the poverty trap is an important surpassing step, the shift
from middle-incometo high-income level s (from the K-phaseto H-phase and ultimately the
PD-phase) isan equally important, thrilling jJump. If the latter is so challenging that some
economies have long failed to break through the phase, and the phenomenon is so
widespread that it has had statistical significance and entails important theoretical and
policy implications, then it islogical for us to use the concept of the middle-incometrap.

Researchers have noticed some stylized facts that can help economists to form an
initial theoretical framework to conceptualizethe middle-incometrap. Eeckhout and Jovanovic
(2007) compare the economic growth of various economies before and after globalization,
and find that in the eraof globalization, thelong-term growth rate track of those economies,
if they areranked usng the criterion of per capitaincome, would be U-shaped. An explanation
to the study isthat laborersin rich countries possess better technologies and skills, sothe
number of high-skill positions has grown, particularly with the global shift in economic
structures, whereas poor countries do not have the same level of skills, but the number of
unskilled jobs hasincreased; those countriesin between, meanwhile, do not have either of
these labor resource advantages. Garrett (2004) goes further to explain that when rich
countries become increasingly affluent because of their accelerating technol ogical
advancement, the poorest countries have achieved faster growth in their manufacturing,
but those countriesin between fail to make headway.

This, in reality, hints at a general theoretical explanation for the middle-incometrap;
that is, countries at higher economic development stages obviously gain from globalization
duetotheir comparative advantagesin capital -intend ve and technol ogy-intensive industries
thankstotheir technological innovation capabilities. Those at | ower economic devel oppment
stages also gain from globalization given their comparative advantagesin labor-intensive
industriesas aresult of their rich labor resources and low labor costs. Those middle-income
countries in between, however, gain less from globalization because they do not have
comparative advantagesin either aspect. We summarize the scenario as a “comparative
advantage vacuum,” which, although not completely accurate, helps to illustrate the
awkward situation the middle-income countries are facing.

In addition, according to the economic growth convergence hypothesis (Barro and
Sala-i-Martin, 1995), economic growth depends on multiplefactors or determinants, such
as investment ratio, human capital accumulation, government function, infrastructure
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conditions, and system and policy environments. In other words, at theinitial development
phase of low per capitaincome, improvements in these factors push economic growth
convergence. However, the accumulation or improvement of those growth-favorable
elementsis also subject to the law of diminishing marginal effects, when all the “low-
hanging fruits” have been harvested, the exogenous forces pushing economic growth will
gradually lose their luster, unless the economy successfully shifts to an endogenous
growth mode driven mainly by total factor productivity. However, such a hypothesis
generally suggests that an economy has entered the phase of a high-income country.
Therefore, asthe 2007 World Bank report points out, devel opment strategies and policies
that are starkly different from previous ones must be adopted during a country’stranstion
from the middle-incometo the high-income phase (Indermit and K haras, 2008).

I11. Empirical Evidence of the Middle-income Trap

According to the categorization of theWorld Bank in recent years, calculated by the “atlas
method” that issimilar to onefor market exchange rate, those with per capitagross national
income (GNI) of lower than US$975 arein thelow incomegroup, whereasthose with per capita
GNI of US$976 to US$3855 are categorized as belonging to the lower middleincomegroup;
thosewith per capita GNI of US$3856 to US$11 905 bel ong to the upper-middleincome group
and thosewith per capitaGNI of morethan US$11 906 are high income countries. Of course,
thestandards of categorization aredynamic. Based on Smilar dynamic standards, if a country
steps into the rank of middle income countries but fails to graduate and become a high-
income country after along period of growth, then it fall sinto the middle-income trap.

According to such standards, in reality, if countriesthat have become rich through ail
exports are excluded, apart from the devel oped economies, such asthe USA and European
countries, so far only Japan, Korea, Singapore, Chinese Taiwan, Hong Kong and Macao
have successfully surpassed the middle-income group. Many Latin American countries,
which once had similar development levelsto European countries, aswell as some Adan
countries that have long been middle-income countries, have failed to become members of
the high-income club. Even some Latin American countrieswhose per capitaincomesonce
crossed the demarcation line between middle-income and high-income groups have
ultimately retrogressed to the middle income levels.

Dueto technological advancement, institutional innovation and strengthened resource
mobilization capahilities, the world’s production frontier has been expanding over time.
Therefore, it ismore appropriateto use relative, instead of absolute, per capitaincometo
categorize income groups and, in particular, to examine the middle-income trap as a

phenomenon of lingering growth. Athukorala and Woo (2011) use the purchasing power
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parity method of economic historian Angus Maddison to estimate the per capita GDP of
particular economies and to compile the Catch-Up Index (CUI), with values presented asa
percentage of the US level of per capita GDP. Using this method, to an extent, the authors
prove the existence of the middle-incometrap.

To beexact, they definethosewith aCUI higher than 55 percent ashigh-income countries,
thosewith a CUI between 20 and 55 percent asmiddl e-income countries, and thosewith aCUI
lower than 20 percent aslow-income countries. Among the 132 countries being compared,
therewere 32 midd e-incomecountriesin 1960 and 24 in 2008. Changesin the group show that
thereis a 50-percent possibility of the middle-income countries remaining in the middie-
incometrap. Consdering cross-group movement, the possibility of moving to thelower leve
ishigher than that of moving upward. Although thereare countriesfrom other groups moving
into the middle-income group, the number of countries moving upward from the low-income
group doubles that of thase moving downward from the high-income group.

Some studiesreved theformation of the middle-incometrap from adynamic perspective.
For example, they summarize statistics of concerned economiesand find that in the middle-
income phase, a country’s economic growth would not maintain its growth momentum
forever. Therefore, the study of phasesin which economic growth generally slows down
can verify the existence of the middle-incometrap. Morgan Stanley As a/Pacific economists
have conducted such a study (Wang et al., 2009). Through studying world economic
history, they find that, according to history, the growth of an economy will slow down after
some years of high growth. The turning point of the process comes when purchasing
power parity-based per capita GDP reaches US$7000. From the study of economic historian
Angus Maddison, they find that over the past 100 years, 40 economies have seen their per
capita GDP reach theturning point of US$7000, 31 of which saw their growth ratesdecline
by 2.8 percentage points on average after reaching that turning point.

Anocther study, conducted by Eichengreen et al. (2011), digs degper in an analysis of
relevant statistics. The question to be answered by the study iswhen or a what per capita
income leve afast-growing economy would seeits growth dow down. From international
comparisons they find that based on the purchasing power parity method and the dollar
valuein 2005, when theper capitaincome reaches US$17 000, the galloping economy would
normally encounter an obvious slowdown, with its average annual economic growth rate
generally declining by 2 percentage paints.

There are also studies that attempt to provethat the middle-incometrap is non-existent.
Investment bank economist Jonathan Anderson (2011) chooses 10 “middl e-income countries’
with aper capitaincome of US$8000-10 000 and 10 “low-income countries” with aper capita
income of US$1000-3000, and comparestheir |ong-term economic performance. Hisfindings
can be summarized asfollows. First, “middle-income countries” performed well in thefirst
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decade of this century, despite the fact that they stagnated during the previous decade.
Second, “low-income countries” have failed to show better growth performance compared
with their middle-income counterparts. Third, the average growth rates of the countriesin the
two groupsare amost the same. From those findings, Anderson comesto the conclusion that
the middle-incometrap doesnot exist. In reality, however, hisdata and interpretation are not
adequate for him to come to such aconclusion. First, his categorization of the two groups of
countries differs from the typical income-based categorization. For example, hisgrouping of
“middle-income countries” includes bath the former planned-economy countries and those
Latin American and Middle East countries heavily dependent on their oil resourcesfor growth
aswell asBrazil, Russia and South Africa, the rich BRICS countries (others are India and
China). Generally speaking, they aretherichest countriesamong themiddle-incomebloc. The
“low-income countries” in his categorization areamogt all thosethat have already fallen into
themiddle-incometrap or risk falling intoit.

Second, the middle-incometrap isa historical concgpt and might not necessarily match the
economic redlitiesof today. Those middle-income countriesthat had been in trouble beforethe
gart of thiscentury were nothing but examplesof falling into themiddle-incometrap. Although
some of them have performed well over the past 10 years, they have not necessarily made a shift
that isa prerequisite for them to crossthe middle-incometrap. We are also not sure that those
countries that have benefited from surging demand as a result of China’s strong economic
growth and areheavily reliant on exportsof their resource products and growth of preliminary
indugtrieswill have sufficient growth sustainahility to becomehigh-income countries. Thereare
quite afew such examples in history where a country temporarily becomes a high-income
economy but, ultimately, isforced back to alower incomeleve .

Third, the middle-income trap model does not assume absolute convergence, and,
therefore, the fact that the growth performance of lower middle-income countries failsto
significantly surpassthat of upper middle-income countries does not necessarily mean it is
illogical; rather, itisan indication of the middle-incometrap. We use the concept of middle-
incometrap smply and exactly toindicate that countries hoping to become rich economies
facethe challenge of breaking through the middle-income equilibrium trap, just asthose
hoping to shake off poverty need to overcome the low-income equilibrium trap.

1Although it is not very accurate to use the current price, similar methods can till be used to examine the
role of the equilibrium force. Take Argentina for example. According to World Bank data, Argentina
registered per capita GNI of US$8140 in 1997. However, it subsequently fell below that level for many
years. In 2004, its per capita income was only 44 percent of its 1997 level. Since then, its economic
growth has been accelerating again and its per capita income reached an historically high level in 2010.
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IV. Implications for China’s Economic Growth

In 2010, Chinabecamethe world’s second largest economy and its per capita GDP reached
US$4382, which means that it has just become an upper middle-income country, as
categorized by the World Bank. Based on the Maddi son standard, or the purchasing power
parity method, Chinahas surpassed the US$7000 point of economic slowdown. If it maintains
a9-percent annual averagegrowth rate, by 2015, Chinawill reach ahigher turning point for
economic dowdown, at US$17 000. Dueto many hidden problems and unsustainablefactors
in its economic growth, Eichengreen et al. (2011) warn that thereisa 70-percent possbility
of Chinabeing subject tothe law of economic slowdown. According to some investment
economists, however, a 70-percent possibility of a 2-percentage point declinein the growth
rate (which is actually 1.4 percentage points) is not daunting for an economy that has
maintained a growth rate of 9-10 percent for along time.

Population aging is an important cause of the d owing down of economic growth. The
growth rate of the working-age population dows and the absol ute quantity decreases, and the
ratio of the working-age population to the whole population will stop rising beforeit declines.
Accordingly, the economy will no longer benefit from the demographic dividendsasaresult of
having an amplelabor supply and ahigh savingsrate The Japaneseexperienceisawake-up cdl
for Chinain thisregard. In 1990, the ratio of people aged 65 years and aboveto thewhole
population in Japan was 11.9 percent. Since then, the dependency ratio, or theratio of the
dependent popul ation to the working-age popul ation, has been rising fast. While experiencing
such a population structure shift, Japan has seen its economic growth trend suddenly reversed:
it first dowed down before galling (Figure 1). In 2010, the ratio of people aged 65 years and
aboveto the whole popul ation was 8.9 percent in China, which was very closeto Japan’sleve
of aging in 1990, when the Japanese economy began to wesaken. In theyears of the 12th Five-
Year Plan period (2011-2015), like Japan, Chinawill seeitsdependency ratioriserapidly.

The afore-mentioned forecasts of China’s economic growth prospects do not claim that
Chinais et to encounter the mogt pess migtic scenario, nor do they mean that wewill get assured
evenintheoptimigtic scenario. Toremain cautiousto prevent theworst scenario from eventuating,
we should draw lessons from history and work out solutionsto prevent abnormal economic
dowdown. Let us condder Japan again. What we should focus on is not thefact that its growth
dowed down from a previous high-rate expansion, but, given the inevitability of the growth
dowdown, why it hasfailed to maintain agrowth rate smilar tothat of Europe and the USA.

Seen from the perspective of economic growth modd's, China can alsobesituatedin a
special development phase. If we use the analysis framework of Hansen and Prescott
(2002) and insert the Lewisan dual economy devel opment phasein between the Malthusian

growth phase and the Solow growth phase, then it is evident that astherural surpluslabor
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Figure 1. Japan’s Loss of Population
Dividends and Economic Slowdown
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Sources: Population data from the UN database; GDP growth rates from the World Bank database and
Takeo and Kashyap (2011).

decreases, labor shortage has become normal and the wage leve of ordinary workers has
been on therise. Asaresult, China’seconomy has passed the Lewis turning point and has
started to shift to the Solow neoclassical growth pattern.

Themigrant worker shortage has been naticeable since 2004 and remains afocus of public
attention. Meanwhile, wages of ordinary workers, most noticeably migrant workers, haverisen
continually from 2004 until today, which isin stark contrast with the previous decades, when
wages growth virtualy galled. Therefore, if we must choosea year for the Lewisturning point,
wewould like to use 2004 asthe watershed. Next, wewill discussancther important point: the
disappearance of population dividends (Cai, 2010). It isforecast that China’s dependency ratio
will stop faling in around 2013 and then gart toriserapidly. Thismeansthat Chinawould no
longer have the same high levels of saving rate and labor supply to support itsdual economic
development. Againg that backdrop, middle-income countries face unsustainable growth.

Ontheonehand, rising labor costswill gradually weaken China’scomparative advantage
and international competitivenessin labor-intensve manufacturing sectors. A corporatesurvey
showsthat if labor costs rise by 20 percent, enterprisesin the competitive industries will see
ther corporate profit margins decline by 20-65 percent due to the varied labor costs among
different industries (Li and Meng, 2010). Thiswill lead to labor-intensveindustries moving
out of the coagta regions. They might move to neighboring countrieswith lower [abor cogts,
such as Indiaand Vietnam. They might also move to China’s central and western regions.
According tothe national manufacturing corporate statistics, the share of the labor-intensive
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manufacturing output of eastern regionstothe national total fell from 88.9 percent in 2004 to
84.7 percent in 2008, with an averageannual decline of morethan 1 percentage point.

On the other hand, China still has along way to go to gain a comparative advantage
and international competitivenessin technol ogy-intensive and capital-intensiveindustries.
For example, according to statistics by the China Modernization Strategy Task Force and
the China Center for Modernization Research at the Chinese Academy of Sciences (2010,
p. 420), China’sratio of R& D to GDP isonly 56 and 61 percent of thelevel of devel oped
countriesand the global average, respectively. The number of R& D staff for every 10 000
population is only 23 and 77 percent, respectively, of that of the devel oped world and the
global average. The number of patents owned by every 1 million peopleon averageisonly
15 and 76 percent of the level of the devel oped world and the global average, respectively.
In terms of educational level, the average length of education for people aged 30 yearsin
Chinaisonly 65 and 67 percent of thelevel of the USA and Japan, respectively.

Although it has lost its comparative advantage in labor-intensive industries, Chinais
yet to gain a comparative advantage in technol ogy-intensive and capital-intens ve sectors,
which meansthe country isfacing a “comparative advantage vacuum.” Moreover, through
its reform and opening up, China has integrated into the world market. However, it is
becoming increasingly challenging for Chinato further reform and open up to the outside
world. Theseareall typical challengesfacing middle-income countries. Therefore, raising
the concept of the middle-incometrap and thorough study of related phenomena aswell as
the experiences of other economies are useful for Chinese policy-makers.

V. Conclusion

The concept of the middle-income trap can be explained within an economic analysis
framework and can be verified from economic development experiences. It isalso rel evant
in terms of the sustainability of China’s economic growth. Therefore, the concept is useful
for academics and policy-makers. Figure 2 shows the whole process of the transition to
high-income economies, from which we can glean thetasksrequired to break through the
poverty equilibrium trap and the middle-income trap and make atransition to becoming a
high-income economy. We can also investigate the position of the middle-income trap
theory in the devel oppment economics framework and its reevant policy implications.

In the process of economic development, an economy initially faces the vicious cycle
of poverty. Its per capita output growth can be soon offset by population increases and its
per capitaincome can be diluted by the growth of the popul ation. The standard of living
can be maintained at a subsistence level at best and savings are hard to accumul ate. Even

if atechnol ogical advancement in thetraditional senseoccurs, the“critical minimum effort”
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Figure 2. Turning Point of Economic Growth
and Breaking-through Strategy
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of theequilibrium trap cannot be overcome until there isa revol utionary technological and
institutional breakthrough, such as the application of technologies and market scale
expansion resulting from an indugtrial revolution, which makes new technol ogies profitable
(Hansen and Prescott, 2002). Only then can such an equilibrium state be broken.

Unlike the USA and European countries, most of the late-comer countries’ economies
grow within adual economy framework; the unlimited |abor supply itself favorsaccumul ation
of production factors while population dividends help to improve the savings rate to
accelerate capital formation. Economic restructuring, mainly featuring cross-sector labor
movement and migration from rural to urban areas, also leadsto reall ocation of resources
and improvement in total factor productivity. Therefore, in the process of globalization, the
dual economy is capable of bringing about high-rate economic growth. The growth, however,
ends with the advent of the Lewisturning point and the loss of the population dividends,
and the economy might fall into the middle-income trap.

An indispensable prerequisite for breaking the bottleneck brought about by the Lewis
turning point and | oss of population dividendsto avoid the middle-incometrap isto upgrade
the pattern of economic growth from one driven by production factor inputs and resource
reall ocation effects caused by transition from agriculture to non-agricultural sectorsto one
driven by improvement in total factor productivity and labor productivity. Once such a shift
is made, the long-term economic growth will be built on innovation and it will become
sustainable. In thissense, many of the theoretical model sand policy suggestionscited in this
article are meaningful for hel ping Chinacope with the challenges of the middle-incometrap.

Firgt, it isurgent to maintain total factor productivity growth. The Solow neoclassical
growth model advocated by Hansen and Prescott emphasizes that improvement in total
factor productivity isthe only source of maintaining sustai nabl e economic growth. Parente
and Prescott (2002) prove that the income gap between different countriesisin root
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attributableto the differential in their total factor productivity asaresult of their respective
systemsthat either encourage or block the adoption of new technologies. Barry Eichengreen
and other scholars also find that, typically, the stagnation of total factor productivity can
explain 85 percent of an economy’s slowdown. Hayashi and Prescott (2002) show that
Japan’s economic stagnation is also the result of poor total factor productivity.

Second, it is meaningful to accumulate human capital through education and training.
Aoki (2011) holdsthat Chinahas surpassed the Kuznets-L ewis phaseand is shifting tothe
H-phase that is centered on human capital accumulation. The success of Japan and Korea
in overcoming the middle-income phaseis a so attributable to their smooth shift from that
phase. Human capital isalso asource of total factor productivity improvement. Kuijs (2010)
shows that in the 1978-2009 period, the annual average growth of total factor productivity
was approximately 3.0-3.5 percent, 0.5 percentage points of which was attributable to
improvement in human capital. Whalley and Zhao (2010) also show that human capital
plays arolein offsetting the poor performance of total factor productivity.

Last but not least, it is challenging to deepen system reforms and transform government
functions. Kharas (2011) provides alist of the system reforms that are unavoidable in the
transition from the middle-income to the high-income phase, such as devel opment of the
capital market, acceleration of innovation, development of higher learning, improvement of
urban management and city livability, formation of geographical agglomeration, effectiverule
of law, checks and balances, and thefight againgt corruption. Moreover, he points out that
thereal effect of such reformswill take at least 10 yearsto surface Japan’s economic stagnation
after 1990 shows that government function dislocation, especially the failureto establish a
mechanism of creative destruction so that the mogt efficient enterprises can stand out from
freecompetition, ultimatdly leedsto galling thetotal factor productivity of theoveral economy.
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