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The International Political Economy of the
Middle-income Trap

ADNAN NASEEMULLAH
Department of War Studies, King’s College London, London, UK

(Original version submitted December 2020; final version accepted June 2022)

ABSTRACT Developing countries face uncertain trajectories for growth in the twenty-first century, with
many finding themselves a ‘middle-income trap’. Extant theories in the politics of development that focus on
domestic institutional strength and weakness represent necessary but not fully sufficient explanations for the
trajectories of middle-income countries. In order to explain uncertain and uneven development outcomes in
an era of heightened globalisation, this article seeks to explore the impact of international institutions, specif-
ically the post-Cold War structures of trade and investment and global value chains, on the possibilities for
growth for middle-income countries. The particular character of rules and norms defining trade and invest-
ment and the power dynamics behind their design suggest that international institutions as well as domestic
factors explain disappointing and increasingly unequal development outcomes among middle-
income countries.

KEYWORDS: Foreign direct investment; economic growth; developing; institutions; industrial
development; state

Developments during the 2010s have highlighted globalisation’s drawbacks, after decades of
enthusiasm for the project of international economic integration. Yet there remains a com-
mon consensus that increasing integration is essential for developing countries to grow, fol-
lowing a long-established dictum that trade, rather than aid or import-substituting
industrialisation, represents the most plausible path for developing countries to achieve sus-
tainable growth trajectories. Some commenters have argued against recent scepticism of
trade in the western world precisely because of dire consequences for developing countries
(Drezner 2019; Matfess 2019).
Economic outcomes among middle-income countries that have enthusiastically adopted inter-

national economic integration suggest a less sanguine view. From the 1990s until the mid-
2000s, many outward-oriented emerging economies made progress, buoyed by global expansion
and the commodities boom. Such optimism has given way to greater uncertainty and stasis; suc-
cessful exporters have seen their growth trajectories falter relative to the earlier developers. The
middle-income trap has emerged as a possible fate for many developing countries, signalling
uncertain prospects for growth in the context of globalisation (Gill & Kharas, 2007, 2017).
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Comparative studies of national development tend to treat growth outcomes as solely a func-
tion of domestic institutional quality. They explain rapid growth by the ability of state institu-
tions to mobilise resources, coordinate actors, form coalitions, upgrade their capacities and
thus compete in valuable global markets. In so doing, they implicitly frame these markets as
open fields of opportunity for those capable of taking advantage. There is little theoretical
scope for arguing that global markets, and the institutions that support them, might themselves
have contributed to the middle-income trap.
This article argues that the global institutions that have governed economic integration in the

post-Cold War era may in fact be the source of many of the growth constraints faced by develop-
ing countries. They have done so through the setting of agendas, the writing and revising of rules
and norms, and the assignment of national economies into different production niches. This
heightens the competition among developing countries for a place in higher value-added produc-
tion among global value chains. It also limits the scope for demand in independently upgrading
domestic capacities, because multinational firms taking advantage of international institutions
vigorously control higher value-added activities are unlikely to reward upgrading investments
independent of their own strategies. This significantly constrains the autonomous destinies of
countries seeking growth through export and foreign direct investment. Far from following the
benign objectives of lowering transactions costs, such institutions have made it more difficult for
most developing countries to follow the growth trajectories of earlier developers.
This article explores two international institutional configurations. First, international insti-

tutions of trade and investment after the Cold War, represented by the World Trade
Organization (WTO) and complementary trade and investment agreements, have given multi-
national firms greater and developing countries less autonomy in formulating arrangements of
trade and investment, relative to the past. Second and relatedly, global value chains – multi-
national-led institutional arrangements that disaggregate production into the manufacturing of
components across many countries – constrain the autonomous development of higher value-
added production by developing countries, by determining which components of what value
will be assigned to which firms and countries. In so doing, they actively suppress the demand
for the upgrading of domestic institutions that is seen as the key activity for middle-income
escape in all but a handful of cases.
The cumulative impact of these institutions represents a set of individual constraints on

development trajectories. Countries who developed earlier and thus under a more forgiving
international environment, in which international engagement and domestic upgrading sup-
ported one another, were able to capture high-value niches in global production and graduate
from middle-income status. Among current middle-income countries, relatively few countries
are serious contenders for middle-income graduation. They must compete with one another to
achieve middle-income status through attempting to occupy and maintain high value-added
niches in global production networks, and they are favoured by multinational investment at dif-
ferent levels for varied reasons that often have little to do with institutional virtue. Most other
middle-income countries aspire to reach the level of success even of these contenders. These
aggregate outcomes are imperfectly predicted by differences in domestic institutional capacity
and autonomous efforts at domestic upgrading.
The quality of domestic institutions remains an important explanation for predicting success

and failure across developing country cases. This article provides a more cohesive assessment of
the challenges facing middle-income countries as a whole over the last thirty years, however,
including the ways in which international institutions can shape domestic institutional quality.
The difference is like that between running a long-distance race on a track or over snow; in
both, the most capable runners might win the race, but in the latter, all would have a harder
time and fewer might finish the course. But further, this article argues that that the external
institutional environment might effectively prevent the upgrading of domestic institutions, by
not providing the demand and the inputs necessary for such upgrading to translate into more
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valuable positions in production networks. Focussing solely on the internal capacities of indi-
vidual developing countries to overcome the middle-income trap neglects the idea that particu-
lar institutional arrangements in the global economy may be making upgrading and thus escape
from the middle-income category more difficult. The strategies of multinationals in structuring
global production, supported by the changing institutions of trade and international invest-
ment, thus have a powerful influence on the destinies of middle-income countries that has been
neglected by scholars and policymakers.

1. State strength, international institutions, and the middle-income category

The middle-income trap represents an empirical phenomenon; many developing countries have
managed to overcome the initial barriers of development in the transition from LDC status but
face new and more daunting challenges in their quest to leave their status as developing coun-
tries altogether; many are stagnating. In order to engineer escape, most countries in the devel-
oping world have pursued export-oriented strategies and sought to attract foreign direct
investment – over the last two decades, exports have more than doubled and FDI nearly quad-
rupled as a share of GDP for middle-income countries on average – but only a very small num-
ber of countries have graduated from the middle-income category through strategies of
international integration. Of those 46 countries that are high income in 2019, only 12 were
plausibly middle-income on the eve of the creation of the WTO in 1994. Of these, several are
countries that entered the European Union; others, such as Oman and Panama, are countries
with little industry. Figure 1 represents empirical snapshots of the middle-income category, in
1994 and 2019, excluding countries with populations under one million.
The second and third graphs reflect the few countries that were middle-income in 1994 and

have succeeded in graduating since. East Asian ‘miracle’ economies had already graduated
from middle-income status by the early 1990s; since then, no economy has graduated from mid-
dle-income status through export-led industrial development, at least absent other factors that
explain their graduation. Given the overwhelming emphasis on exports and foreign investment
in discussions of the development of middle-income countries, this article will largely explore
the links between international integration and national growth.

1.1. The political economy of the middle-income trap

Most analysts have located unevenness of cross-national growth in variation in domestic poli-
cies or institutions. Economists have argued that specific development policy frameworks
appropriate for middle-income countries today involve such activities as technological invest-
ments and export orientation, the nourishing of entrepreneurship and innovation and measures
to address inequality and corruption (Eichengreen, Park, & Shin, 2013; Gill & Kharas, 2007;
Paus, 2012). The key to middle-income trap escape lies with abandoning current product mar-
kets, making investments in new technologies, and expanding the supply of skilled workers; this
requires domestic political change and the formation of ‘upgrading coalitions’ among political
and economic actors, as governments must abandon the support of extant elites that might
object to disruption and clientelistic networks of firms and workers demanding protection
(Doner & Schneider, 2016; Iversen & Soskice, 2019, p. 30). In a recent special issue, an interdis-
ciplinary group of scholars proposed a ‘political economy of development’ approach to the
challenges of the middle-income trap; while acknowledging increased international competition,
they emphasise domestic upgrading and innovation through coordination between public
authorities and private actors (Kang & Paus, 2020).
Thus, the quality of domestic institutions has dominated scholarly and policy-making discus-

sions of the middle-income trap; upgrading, competitiveness and thus middle-income gradu-
ation are largely understood to be a function of domestic political dynamics. When the external
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environment and its institutions are mentioned, it is often to highlight opportunities rather than
constraints, such as how entering trade agreements might ‘pre-commit’ developers to domestic
reform (B€uthe & Milner, 2008; Gill & Kharas, 2017, p. 18). This forecloses the possibility that

Figure 1. The middle-income category, 1994 and 2019.
Source: World Development Indicators, World Bank.

Note: The first and second lines represent low-middle income and middle-high income thresholds, respectively.
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upgrading might actually require active international engagement, and that institutional frame-
works complicate such engagement, on which more below.

1.2. Domestic institutions vs. international institutions

Specific arguments about the middle-income trap are nested within a much larger tradition that
associates strong states and development. The comparative politics of national development has
focussed on domestic institutions, largely to the exclusion of international factors, in the ana-
lysis of growth outcomes. In particular, scholars of the developmental state have explained
remarkable economic successes of East Asian countries from low levels of development through
mobilisation of powerful state institutions in order to accumulate capital, discipline the private
sector, manage labour-capital relations and arrange for productive, long-term relationships
with the international economy (see Haggard, 2018). Scholarship in institutional economics has
explained cross-national variation in development through the presence or absence of inclusive
domestic institutions that protect property rights, enforce contracts and enable innovation
(Acemoglu & Robinson, 2012; North, Wallis, & Weingast, 2008). The World Bank has increas-
ingly emphasised domestic institutional quality as central to growth outcomes.
Extant explanations have thus understood state capacity and enabling social structures as

determining higher value-added export orientation, which determines relative successes in eco-
nomic development and middle-income graduation (see Chang, 2002; Rodrik, 1997 for excep-
tions). Contrariwise, failures in economic growth are often traced back to failures in upgrading
and export orientation strategies, which are then attributed to weaknesses in the state or domes-
tic institutions, the prevalence of rent-seeking or interest-group resistance. Given the overriding
emphasis on domestic capacity for explaining outcomes, external actors and institutions are
rarely framed as malign influences in the dilemmas of national development since the decline of
dependency theory in the 1990s (see Amsden, 2003).
At the same time, the rise of neo-liberal institutionalism in international political economy (IPE)

presented global institutional frameworks as straightforwardly lowering the costs of transaction
across borders and thus enabling both positive-sum cooperation and growth through expanded
product and factor markets (Haggard & Simmons, 1987; Keohane, 1984). Their application to the
domestic political economy of development – through ‘open economy politics’ – focussed on the
ways that petty domestic politics might forestall beneficial policies of international integration
(B€uthe & Milner, 2008; Frieden & Rogowski, 1996; Milner, 1998; Milner & Kubota, 2005).
Implicit in these analyses is that greater openness to trade and investment is unambiguously good
for development, due to efficiency gains – although not inevitable due to domestic opposition –

and that greater engagement with international institutions can facilitate this cooperation.
More recent work in international political economy has highlighted the dynamics of power

operating within international institutional contexts, suggesting some scepticism as to the inher-
ently positive-sum qualities of international economic integration (Barnett & Duvall, 2005;
Drezner, 2008; Stone, 2011). But IPE scholars rarely apply the particular impact of power rela-
tions at the international level to dynamics within national political economies beyond
advanced industrialised countries (see Farrell & Newman, 2015). Scholarship on the politics of
development has meanwhile highlighted the ways that international institutions might be bene-
ficial to workers and citizens within developing countries by constraining the options of devel-
oping country governments (A. Evans, 2021; Hafner-Burton, 2009).
In the study of the politics of national development today, international institutions are gen-

erally absent. This reinforces a focus on domestic institutions and their internal capacities and
incentives to upgrade. In research into the middle-income trap, therefore, international institu-
tions are treated as fixed parameters and not usually primary objects of inquiry for explaining
either development or underdevelopment. This article suggests, by contrast, that international
institutions can shape the terms of competition, leading to more countries ending up in the
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middle-income trap than under previous institutional regimes of the global economy, while lim-
iting the scope of the upgrading that may represent a direction of escape.
While scholars have recognised the difficulties of escaping the middle-income category – Paus

(2020) refers to the ‘Red Queen Effect’, where countries have to run faster and faster just to
stay still – extant analysis has not dwelt on how difficult this escape is and how few succeed in
this pursuit. If the high-income category is a club, it would be an exclusive one indeed. This
exclusivity raises questions of exactly how likely it is for developing countries to join, and
indeed, whether long-standing members, and the rules they write for membership, might be act-
ing to increase competition and restrict entry. The relative rarity of graduation from the mid-
dle-income category in the age of globalisation suggests that there might be institutional aspects
of the international economy that are making the playing field more challenging relative to ear-
lier developers, and that the design and operation of international institutions might be playing
a role in this process. The next two sections will illustrate the dimensions of this impact, and
the subsequent section discusses how international institutions might constrain the scope for
domestic upgrading more specifically.

2. The institutions of trade and investment

Formal-institutional frameworks of trade and investment after the Cold War have had the
cumulative effect of making middle-income graduation difficult. In the period between the end
of World War II and of the Cold War, these dynamics were less in evidence. The framers of the
postwar international order constructed institutions that would return higher levels of trade
and investment to the international economy while also protecting the prerogatives of national
sovereignty, or ‘embedded liberalism’ (Ruggie, 1982). Developing countries, particularly those
just emerging from colonial rule, were at a structural disadvantage in this environment, despite
rhetorical support for trade as a means to development (Gowa & Kim, 2005). Singh (2017) has
argued that individual developing countries have received trade concessions from forceful nego-
tiation rather than such paternalism.
Nevertheless, the autonomy of developing countries was not entirely absent. It was most evi-

dent in foreign direct investment; countries sought and achieved important concessions from
multinationals eager for access to still protected but increasingly valuable markets, including
local content requirements and technology transfer (P. Evans, 1979). The success of trade inte-
gration for developing countries was more ambivalent (Aggarwal, 1985). But as developing
countries demanded greater inclusion through the UN Conference on Trade and Development,
the General Agreement on Tariffs and Trade (GATT) responded by establishing a more inclu-
sive ‘generalized system of preferences’ for poorer countries (see Krasner, 1982, 1985).
In the 1980s and early 1990s, however, the political strength of and solidarity among develop-

ing countries collapsed. Global recession, debt crises and fiscal unsustainability led the IMF
and World Bank to establish structural adjustment programs, resulting in the retrenchment of
the capacity of the state to govern the domestic economy across the developing world (see
Naseemullah, 2017). The effects of reform programs on trade protection were explicit; condi-
tionalities included the lowering of tariffs and the elimination of quotas and export licencing
(Holmes & Jonas, 1984). Attracting foreign investment, even at adverse terms, seemed necessary
to achieve macroeconomic stability. More generally, this period represented the triumph of
notion that markets and private actors rather than states should govern economic interaction
both within and across borders (see Ikenberry, 2001).
The most significant development of the trade regime after the Cold War was the birth of the

WTO during GATT’s Uruguay Round in 1995. While most analysts acknowledge the signifi-
cance of the creation of the WTO, they see broad continuity between the WTO and previous
rounds of GATT. Yet that continuity masked substantial change in the means and ends of the
overall institutional framework. At the close of the Uruguay Round, GATT 1947 was replaced
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by GATT 1994, a substantively similar but legally distinct instrument that created the WTO
(Barton, Goldstein, Josling, & Steinberg, 2006, pp. 5–6). Following a stalemate over new areas
of trade liberalisation seen as detrimental to developing countries, the United States and the
EU withdrew completely from GATT 1947, threatening recalcitrant developing countries with
permanent exclusion from their markets unless they acceded to the new rules to become WTO
members (Barton et al., 2006, p. 167; Stone, 2011, p. 97). The nature of this ‘single undertaking’
was negotiated only among developed countries; for others, the options were to accept all its
outcomes or reject them completely and risk exclusion (Steinberg, 2002).
The actual substance of the Uruguay Round settlement was presented as a grand bargain:

developing countries would accede to new regulations in intellectual property, investment and
trade in services in return for concessions on access to the industrial and agricultural markets of
wealthy countries (Ostry, 2003). This bargain turned out to be one-sided, however. These nego-
tiations did not lead to significantly greater access to US and EU agricultural markets
(Gallagher, 2007). Industrial access was limited to the phasing out of the discriminatory Multi-
Fiber Agreement in the relatively low-value textiles sector.
Changes in the operation of these institutions increased the power and autonomy of multina-

tionals to determine the nature of trade and investment, relative to developing countries. This is
because the objectives of the WTO shifted dramatically away from removing protectionist poli-
cies – tariffs, quotas, export licences, subsidies – towards the harmonisation of differences in
domestic laws, regulations and practices among countries that have been interpreted as ‘non-tar-
iff barriers’ to frictionless cross-border exchange. There were thus fundamental discontinuities
between the two aims of the trade regime, both in terms of what trade itself means and the extent
to which sovereignty is consistent with trade liberalisation (Barton et al., 2006, pp. 19–21).
Regulatory harmonisation has significant consequences for the autonomy of national devel-

opmental trajectories. It gives great power to those who determine the nature of regulatory
norms. Farrell and Newman (2015, pp. 499–505) argue that, in instances of regulatory clashes
among Atlanticist economies, firms with superior resources and access to information are likely
to drive new supranational regulatory norms. A natural corollary to that argument is that the
most powerful firms in the most powerful countries can set transnational regulatory norms for
both developed and developing countries (see Baldwin, 2007).
The attachment of particular regulatory issues – intellectual property, trade in services and

investment – to trade liberalisation was a key part of the politics behind this shift. In the build-
up to the Uruguay Round, technology- and services-intensive multinationals lobbied US and
European governments to include these subsidiary agreements as part of the non-negotiable
conditions of WTO membership. US and European negotiators then used the threats of trade
sanctions to universalise stringent regulatory interpretations in these areas and impose these on
developing countries, with concessions only in the speed of implementation. The Trade-Related
Aspects of Intellectual Property Rights (TRIPS) provision was predicated on global implemen-
tation of a radically expansive understanding of intellectual property rights sought by US and
European multinationals, replacing the incremental approaches of the World Intellectual
Property Organization (Drahos, 1995). While some argue that the more rigorous protection of
property rights solves market failure that constrains innovation, there is little evidence that the
previous order was stifling innovation or that increasing the strength and duration of patent
protection has actually led to more innovation. Moreover, there has been significant domestic
pushback to the proliferation of patents, in the hands of monopolistic multinationals, and their
use as corporate weapons to stifle innovation, given that intellectual property is by its very
nature an exclusionary club good (Schwartz, 2017).
The previously distinct institutional frameworks of trade and investment have also been

linked under the Trade-Related Investment Measures provision, providing the basis for the use
of multilateral trade sanctions for perceived abrogation of investment contracts. The increasing
integration of investor protection in trade agreements as well as bilateral investment treaties has
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added to the coercive toolkit and strengthened the bargaining power of multinationals vis-�a-vis
host countries, especially given the multiple possible venues for dispute resolution, including
investor-state dispute settlement mechanisms (Morrissey & Rai, 1995; St John, 2018).
Subordinate trade and investment agreements have additionally strengthened the interests of

multinationals in relation to developing countries. Since the 1990s, regional agreements have
proliferated, particularly among countries with dissimilar levels of development, thus increasing
the power of dominant countries over less wealthy ones in more intimate institutional settings.
These agreements have largely expanded the trade in components mostly within the largest mul-
tinationals and their subsidiaries across multiple sites of production (Baccini, Pinto, &
Weymouth, 2017). Broad institutional continuities between the WTO and regional agreements
allow for de facto complementarity, with even stricter provisions for intellectual property and
investor protection. Furthermore, in cases of significant power symmetries, the capacities of
dominant countries to threaten market exclusion to enforce intellectual property protection or
investment contracts are even greater, even as the rules themselves are broadly the same
(Mansfield & Reinhardt, 2003).
Wade (2003) powerfully argued that the creation of the WTO constrains ‘the development

space’ for poorer countries; many of the provisions of the WTO membership, particularly in serv-
ices, investment and intellectual property, foreclose the possibilities of pursuing the independent
industrial policies of East Asian developmental states. This intervention should have refocussed
scholarship towards the potentially deleterious impact of the new institutionalisation of trade and
investment for developing countries. But this has not occurred, partly because the early 2000s rep-
resented a time of global growth and commodities boom that did not suggest the pessimism of the
next decade, and partly because for most scholars of the comparative politics of developing coun-
tries, domestic strengths and deficiencies – particularly in comparison to East Asian cases – remain
much more naturally salient than more distant international influences for explaining growth.

3. Global value chains

The current shape of international institutions detailed above has also given multinationals sig-
nificant autonomy to structure their investments, licencing and production arrangements in
developing countries, building disaggregated but institutionalised networks of outsourcing
across borders in order to maximise returns on investment. In this context, export-oriented
firms and industries in developing countries find themselves assigned to particular niches in the
production of components and end-use goods by investment and purchasing contracts, with lit-
tle scope for strategic negotiation but with profound implications for national growth trajecto-
ries. Middle-income countries can find themselves stagnating relative to neighbours and
competitors based on the collective decisions in corporate headquarters of multinationals.
Global value chains (GVCs) – defined as global inter-firm networks with constituent actors

working together in the full range of activities that must be performed, from conception to fab-
rication to end use, for a product to reach consumers (Gereffi & Fernandez-Stark, 2011, p. 4) –
represent a second set of international institutions that have significant consequences for
middle-income countries. Before the current era of globalisation and the formulation of GVCs,
production of manufactured goods largely occurred within one firm in one country, either for
domestic or export markets, or within a multinational establishing a discrete subsidiary in a
country to manufacture and market its goods there, often as a joint venture with local firms,
with the most successful of these enterprises eventually entering export markets themselves (see
Kurth, 1979). This gave national governments significant influence over the terms of foreign
direct investment, or what P. Evans (1979) has called ‘dependent development’.
The beginnings of the mass internationalisation of production were driven by changes in

consumer tastes and rising labour costs in western countries (Piore & Sabel, 1984). After
an initial burst of outsourcing, the disaggregation of production and marketing across
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national borders has been increasingly governed by vertically integrated, hierarchically
organised GVCs and controlled by multinationals, as buyers or as final producers (see
Gereffi, 2018). Changes in communications and transportation technology and the revolu-
tion in post-Fordist manufacturing techniques, as well as the institutionalisation of trade
and investment discussed above, have enabled multinationals to achieve much greater
disaggregation of production across borders, even while ensuring that most of the benefits
still accrue to their shareholders as returns to branding and intellectual property. The
manufacturing of one good, like a car or a computer, involves the assembly of compo-
nents by firms in several different countries, working together in ‘just-in-time’ production
under the direction of a lead multinational firm, which would capture a large proportion
of the value of the end-product.
Research on GVCs has focussed on different forms of interfirm networks, their internal

organisation, mechanisms of coordination and possibilities of upgrading among nodes. As a
result, this research engages awkwardly with studies of national development – focussing
instead on sectoral dynamics. Certainly, not all GVCs are equally disadvantageous: some types
of GVC architecture, especially the ‘relational’ form with high levels of interdependence
between buyers and sellers, have lower power imbalances and a higher capacity to facilitate
upgrading for subordinate firms (Gereffi, Humphrey, & Sturgeon, 2005). But this form is less
common with GVCs led by oligopolistic multinationals, particularly in more sophisticated
product segments with high levels of intellectual property and a need for standardisation, such
as electronics, machine tools and pharmaceuticals, which are usually the focus of development
for many middle-income countries seeking to escape the middle-income category.
Multinationals, either alone or as oligopolists, are the sole authors of these high-technology

GVCs. They naturally use them to maximise their advantages in limiting costs and thus maxi-
mising returns, because they own and thus naturally restrict intellectual property and brands
that command product markets in developed countries, protected by trade and investment insti-
tutions. Gereffi (2014) has suggested that the proliferation of rents, like copyrights and brand
names, among those GVCs may explain inequitable outcomes within them (see also Kaplinsky,
2000). Multinationals governing GVCs themselves drive increasingly large amounts of inter-
national trade and investment, particularly in higher value-added segments; increasingly, coun-
tries ‘trade’ in intermediate components of final goods within multinationals and GVCs, in
sectors as diverse as automobiles, electronics and pharmaceuticals, and much foreign invest-
ment aims at managing the export bases of components within such networks. Thus, inter-
national economic integration and non-commodity trade has increasingly meant integration
into GVCs. The strategic decisions of lead firms fashion the nature and outcomes of inter-
national integration for middle-income countries, at least in the manufacturing of sophisticated
products, and thus powerfully influence the possibilities of middle-income escape.
Multinationals balance multiple goals in arranging what gets produced where, however: they

favour institutional capacity, certainly, but also access to valued potential markets, proximity or
accessibility to other nodes, legacies of prior contacts and even the strategic interests of home
countries. For this reason, efforts at augmenting domestic institutional capacity is unlikely to be
sufficient for countries to attract multinational orders or investment, engage with multinationals
in executing upgrading and achieve escape trajectories. Moreover, once a multinational has
decided to engage with, invest in or source from firms in one country, that opportunity is less
available to others. This means that the institutional strategies of multinationals have a powerful
influence on the capacities of any one country to achieve middle-income escape.

4. International institutions and upgrading

A central difficulty in integrating domestic and global perspectives on industrial development
and escape from the middle-income trap is that there is ambiguity over a key mechanism: that
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of upgrading, defined as ‘the production of goods and services with increasing value added,
domestic linkages, and sustained productivity growth’ (Doner & Schneider, 2016, p. 609n).
Scholars agree that for developing countries to become fully industrialised, they need to
upgrade their extant institutions, particularly from those that emphasised raw capital accumula-
tion to those that could support innovation. But what are the real causes of upgrading? Does it
have roots in the international or domestic context?
Upgrading in the context of GVCs stands at the heart of mechanisms that link persistently

weak (un-upgraded) domestic institutions and external pressures, particularly in the form of
multinationals anchoring GVCs. Multinationals themselves tend to conduct their research and
development activities in-house or with trusted collaborators, in their home countries (Doner &
Schneider, 2016, pp. 627–629). Furthermore, as ‘deficient’ actors in collective action, multina-
tionals are absent from and generally uninterested in supporting the formation of domestic coa-
litions in support of upgrading (see Hirschman, 1968). They also use international institutions,
particularly in relation to intellectual property, to restrict unintentional the transfer of technol-
ogy that might provide national firms with greater autonomy.
Multinationals thus place strict controls on the highest value-added activities, with a high IP

content, either situating them in-house in home countries or under strict licence in few favoured
sites. This severely limits the effective demand for upgraded domestic institutions; multination-
als prefer to shift production in domestic countries because of lower costs, not because of
emerging capacities for executing higher value-added activities. Because of this strategic orienta-
tion on the part of multinationals, the ‘if you build it, they will come’ logic of upgrading domes-
tic institutions on the expectation of interest and investment – such as providing ‘overall
sectoral coordinating institutes and public-private consultative councils, … judicial offices for
effective contract enforcement and patent protection, … agencies specializing in areas such as
innovation financing, testing and standards, [research and development] promotion, and voca-
tional training’ (Doner & Schneider, 2016, p. 621) – is unlikely to succeed without close and
continuous ex ante engagement with multinationals in the context of GVCs. After all, standards
are set by international buyers and lead firms; it is impossible to proceed with trying to meet
them through augmenting domestic capacities absent their involvement.
Successful upgrading therefore is a product of cooperative engagement among government

agencies, domestic firms and multinationals, in essence a triple alliance (P. Evans, 1979) but
one in which multinationals rather than states have determinative power. Such engagement is
almost mandatory if any country wants to access the wealth of global markets through produc-
tion of higher value-added products within GVCs. Even if developing countries upgraded their
institutions and achieve the potential to produce higher value-added goods, there is not guaran-
tee that they would be able to enter GVCs at higher levels, because entry and positionality is
ultimately controlled by multinationals. Such activities are not sufficient for attracting their
interest and attention, particularly if that overrides their global investment and sourc-
ing strategies.
Even in the best case, it is also not clear whether GVCs, if they enable upgrading within a

particular sectoral cluster, can facilitate economy-wide development. Pahl and Timmer (2020)
have found that GVC participation has led to sector-specific productivity growth but not
employment generation for developing countries. This can lead to a division in developing
economies between upgraded enclaves integrated into GVCs and a remainder of low-skill,
labour-intensive domestic small and medium enterprises, one that might not be conducive
to economy-wide upgrading, suggesting the preclusion of national growth through
compressed development (Whittaker, Zhu, Sturgeon, Tsai, & Okita, 2010; see also Cardoso &
Faletto, 1979; Rodrik, 2018). This highlights the harsh dynamics of power asymmetry within
GVCs, which in turn links relationships between lead and subordinate firms to asymmetries
between the industrialised and developing countries in which they are located (see Dallas,
Ponte, & Sturgeon, 2019).
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Furthermore, in GVCs acknowledged as ‘propulsive sectors’ (Hirschman, 1958) with significant
forward linkages and spillovers, like electronics, there are additionally features of interfirm govern-
ance that present particular difficulties for upgrading and its translation to development. Sturgeon
and Kawakami (2011), studying the electronics hardware GVC, emphasise the high proportion of
the value captured by lead firms even when subcontractors secure contracts, as firms compete with
one another to provide relatively low-value-added mass manufacturing, as opposed to design.
While domestic institutional features and certainly skills-upgrading are necessary for any nation-
ally specific firm cluster to receive contracts in the production of intermediary components, there
is little opportunity to capture the much greater returns from research, design and branding that
are held by multinationals. Dedrick, Kraemer, and Linden (2010) calculated that only one percent
of the retail value of an Apple product returned to its Chinese subcontractor. Furthermore, much
of the subcontracting has been directed towards geographically adjacent territories, like Taiwanese
firms establishing production in mainland China or US multinationals locating low-cost, low-
value manufacturing in northern Mexico (Sturgeon & Kawakami, 2011, pp. 129–132, 133–136).
As a result, electronics GVC integration has led to dispersion only to a small handful of develop-
ing countries, suggesting that augmenting domestic capacity is hardly sufficient in terms of pene-
trating the most highly sought-after GVCs. Meanwhile, many of the studies of relational
upgrading in developing countries have focussed on primary commodities and agriculture, which
are unlikely to represent key strategies for middle-income category escape (for example, Grabs &
Ponte, 2019; Pasquali, Krishnan, & Alford, 2021).
The mechanisms outlined here represent a key linkage between external and domestic varia-

bles in understanding the political economy of the middle-income trap. International institu-
tions wield structural power to determine the effective demand for strong domestic institutions
in the context of developing countries seeking to escape the middle-income trap through export
orientation and international investment. This suggests concrete ways in which international
institutions not only restrict opportunity but determine domestic ‘upgrading’ institutions.
Contemporary structures of international production undermine the ability of national gov-

ernments to play a determinative role in upgrading domestic institutions and deploying them
towards higher value-added production. In earlier eras, there was more active cooperation
between developing and industrialised countries, as well as lead and subordinate firms.
In South Korea, for example, normalisation of diplomatic relations with Japan in 1965 meant
imports of intermediate goods and strategic foreign investment that focussed on high-
technology production, such as in joint ventures between Mitsubishi and Hyundai in the
automotive engine sector, and Sumitomo with Samsung in televisions and in the steel industry –

which characterised the ‘flying geese’ model (Akamatsu, 1962; Amsden, 1989, pp. 175–176,
306–316). Even the state-led regime of R&D in Taiwan gave way to greater public-private
cooperation and indeed the active participation of technology firms led by overseas Chinese
entrepreneurs in innovation in the 1990s (Hsu & Chiang, 2001). In the contemporary global
economy, however, such strategic interaction among states, multinationals and national firms
has given way to greater national disaggregation and cross-border integration. This makes it
more difficult for developing countries to use domestic upgrading institutions to facilitate
higher value-added production and escape the middle-income trap, absent engagement with
multinationals who have little obvious interest in supporting upgrading for its own sake. In the
next section, I will explore these dynamics among sets of middle-income countries.

5. International institutions and outcomes among middle-income countries

There are therefore causal linkages and mechanisms between the international institutions of
trade and investment, GVCs, and factors that could determine who might succeed and who
might fail to escape from it. What do these dynamics look like in practice for states across the
middle-income universe? A useful way of understanding the individual constraints facing
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developing countries to separate present and past middle-income countries into categories of
graduates, contenders and aspirants (Table 1).
In what follows, I will discuss some of the international institutional dynamics that constrain

(or occasionally enable) some of these countries in their trajectories of escape.

5.1. Graduates

I define graduates are those countries that were plausibly in the middle-income country cat-
egory in 1990, with gross national incomes per capita (current dollars, by the Atlas method) of
less than $7690, and are now high-income countries, with incomes of over $12,536 in 2019.
These include rentier Gulf states like Oman, wealthier Latin American countries like Chile and
Uruguay, eastern and central European countries like the Czech Republic and Poland, and
East Asian developmental states like South Korea.1 Slightly older graduates, not included in
the analysis, are countries in southern Europe, Ireland and Israel.
As mentioned above, countries that graduated from middle-income status through state-

driven and export-oriented industrialisation, such as the classic developmental states of East

Table 1. Recent graduates, contenders, and aspirants.

Graduates Contenders Aspirants

South Korea Costa Rica Dominican Republic Iran
Taiwan Russia Botswana Bolivia
Slovenia Malaysia Libya Ukraine
Estonia Argentina Lebanon Tunisia
Portugal China Thailand Morocco
Saudi Arabia Turkey Turkmenistan Angola
Czech Rep. Bulgaria Gabon Papua New Guinea
Slovak Rep. Mexico Serbia Egypt
Lithuania Brazil Peru Vietnam
Uruguay Kazakhstan Colombia Lao PDR
Latvia Belarus Honduras
Trinidad Equatorial Guinea Cote d’Ivoire
Hungary Bosnia & Herzegovina Ghana
Poland Ecuador India
Croatia South Africa Nigeria
Chile North Macedonia Timor-Leste
Panama Paraguay Bangladesh
Oman Iraq Nicaragua
Mauritius Jamaica Rep. of Congo
Romania Albania Uzbekistan

Namibia Kenya
Kosovo Mauritania
Georgia Cambodia
Armenia Cameroon
Guatemala Senegal
Moldova Zambia
Azerbaijan Pakistan
Jordan Myanmar
West Bank and Gaza Haiti
Indonesia Lesotho
Algeria Benin
Sri Lanka Kyrgyzstan
El Salvador Nepal
Philippines Zimbabwe
Mongolia Tanzania
Eswatini Tajikistan
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Asia faced salutary – and highly regionally and temporally specific – external environments
that are unlikely to be replicated (Feenstra & Hamilton, 2006). This suggests that the successes
of Northeast Asian cases might represent exceptions rather than models (Bernard & Ravenhill
1995; Cumings, 1984). Other middle-income graduates faced supportive external environments
in other ways. Graduates from central and eastern Europe benefitted from the project of
European integration after the end of the Cold War, becoming low-cost producers and recipi-
ents of significant FDI from western Europe; EU membership and the related opportunities for
upgrading were determined as much by geopolitical considerations as innate potential.
Other middle-income graduates achieved their escape not from industrialisation. Gulf states

enjoyed rentier returns from oil and gas production. Latin American cases left middle-income
status through a slow recovery from decades of austerity and diversification into services
(Cypher, 2018); Chile’s manufacturing value-added as a proportion of GDP fell from a high of
29 per cent in 1974 to 19 per cent in 1990. In these cases, domestic institutions were important,
for managing the resource curse or the political conflict that often attends deindustrialisation,
but not for attracting multinational investment and integration into GVCs.

5.2. Contenders

Contenders are countries with plausible prospects of achieving high-income status – those with
national incomes at least two-thirds that of the $12,536 threshold of high-income status in
2019. This is a highly heterogenous group of countries, representing less than 10 per cent of the
countries in the middle-income category. It also includes Russia, which has experienced dein-
dustrialisation, a reorientation towards rentier-ism and exclusion from the international econ-
omy as a result of militarism. Contenders in Latin America include Argentina, a wealthier
producer of primary commodities whose fortunes fluctuate with international prices, and Costa
Rica, where services, especially in tourism and banking, constitute three-quarters of GDP.
Brazil, as a South American economy with sophisticated industries like aerospace and long-
term relations with multinationals as an export platform, represents an exception.
Several countries focussing on industrial development as a means of escaping middle-income

status are nonetheless dependent on proximity and linkages to much more powerful countries,
and thus choices of multinationals to invest, locate and potential engagement with upgrading.
A large portion of Mexico’s industrial development is concentrated in maquiladoras along the
US border, reliant on NAFTA-formulated supply chains unavailable to any other country;
much of the rest of the Mexican economy involves rent-implicated activity (Bergin, Feenstra, &
Hanson, 2009). Turkey benefits from proximity and institutionalised linkages to the European
Union but also lower production costs relative to EU members, and suffers from significant
domestic institutional weakness and populist policies. Romania and Bulgaria, as more recent
EU members, also benefits greater regulatory certainty as well as lower costs. Such geographic
advantages have led to institutional benefits and the potential for engagement over upgrading
that are unavailable to most other countries.
Malaysia is a popular destination for outsourcing and investment, representing a case of

upgrading institutions that are particularly successful in the globally integrated electronics indus-
try (Doner & Schneider, 2016, pp. 632–633; Rasiah, 2010). In a more recent assessment, Raj-
Reichert (2020) argues that Malaysia’s deep integration into the electronics GVC and efforts at
augmenting institutions has not actually yielded more valuable production niches, despite the
government’s emphasis on skills, because reliance on FDI has led foreign contract manufacturers
to maintain low value-added production, trapping the country in labour-intensive manufactur-
ing. Given Malaysia’s relative promise as a contender and the electronics sector as a prototypical
propulsive industry, the influence of multinationals and GVCs is worrying. Moreover, global
production linkages have also encouraged enclave production, with limited spillovers.
Malaysia’s electronics industry is concentrated around Kuala Lumpur and in Penang, a state
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with an ethnic Chinese minority and a regionally specific pro-growth coalition (Hutchinson,
2008). A World Bank assessment on Malaysia’s escape from the middle-income trap focussed
exclusively on Penang, while an IMF analysis was not optimistic and noted Malaysia’s lag in
developing dynamic local firms (Cherif & Hasanov, 2015; Yusuf & Nabeshima, 2009).
Of course, the most salient and powerful contender in the category is China. It has singular

advantages; its agrarian transformation and industrialisation occurred in relative autarky, its
governing structures are, while repressive, at least theoretically able to formulate and implement
long-term strategies. Gereffi (2008) compared China’s development and GVC integration
favourably with Mexico’s. The reform of domestic institutions through arbitrage and bricolage,
from a weak base, suggests some dynamism even in periods before international integration
(Ang, 2016). China’s integration with global production and investment reflects (sectorally spe-
cific) institutional transformations and strategies of relative state control in the service of
extracting value from integration while maintaining autonomy, thus suggesting close engage-
ment between international and domestic actors over upgrading (Hsueh, 2011). China certainly
seems to represent an exemplar of success in global production through the upgrading of
institutions.
Yet this engagement might be sui generis to the case. Fuller (2016) argues that its dynamism

lies not with domestic state-owned firms nor with western multinationals but with firms owned
by the Chinese diaspora, particularly those based in Taiwan, thus acting as a bridge between
international and domestic institutions that can facilitate upgrading. Moreover, multinationals
have felt the necessity of engaging with China, given its invaluable internal market and low-cost
productive capacity. The Chinese state and affiliated companies have been subsequently requir-
ing technology transfer as part of continuing ‘obsolescing bargains’ with multinationals trying
to maintain access to the Chinese market (Lei, 2007). This has been more recently supplemented
by massive state investments in surveillance and artificial intelligence technologies, as well as
the naturally autarkic military-industrial complex.

5.3. Aspirants

Aspirant economies, representing the rest of the countries in the middle-income category, have
hopes and might even have emerging strategies of escape, but are not in serious contention at
this point. They also have yet to overcome significant domestic institutional disadvantages.
Doner and Schneider (2016, p. 663) highlight the challenges facing Thailand, relative to its
neighbour Malaysia, in constructing an upgrading coalition. Doner (2009) argues that
Thailand’s early impressive efforts in structural change, from low- to middle-income status,
have been challenged at upgrading thresholds by veto players and continued patronage
demands. Across the world, we see similar evidence of struggles in upgrading, but also possibil-
ities for it, even if in enclave form.
Yet for aspirants, overcoming veto players and forging upgrading coalitions represent only

half the battle. Multinationals often make decisions on investment and purchasing and thus
engagement on upgrading based on factors other than institutional quality. South Asia is a case
in point. India is prominent among aspirants, even though India’s GNI per capita was 16 per
cent that of the high-income threshold in 2019, thus solidly in the lower middle-income cat-
egory. Even though India attracts a great deal of attention from foreign investors and buyers,
the quality of its domestic institutions is not exceptional compared to others in the region, par-
ticularly Bangladesh and Sri Lanka. Excepting measures of democratic consolidation, even
Pakistan has comparable measures of domestic institutional quality (Naseemullah, 2019). For
all their supposed interest, however, multinationals are not engaging with Indian firms or the
state in the collaborative project of upgrading. The most significant attempts in opening India
to greater foreign direct investment have been in retail and financial services rather than manu-
facturing. Furthermore, India’s relative successes in integrating into higher value-added niches
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in certain sectors, particularly pharmaceuticals and information technology, are legacies of
industrial upgrading during the period of high statism, which are – as Wade (2003) argues –

now fundamentally inconsistent with the rules of international institutions (Naseemullah,
2017). Firms in these areas now undertake software services and contract manufacturing in
middling niches in the respective global value chains, without much scope for higher value-
added activity.
International integration that focusses not on industrial upgrading but rather primary com-

modities and non-traded services characterises many of the other countries in the aspirant cat-
egory. South Africa is a case in point; it has experienced significant deindustrialisation, with
manufacturing value-added going from more than a fifth of GDP between the 1960s and the
1990s to 12 per cent in the last decade. This is a in part consequence of neo-liberal reform; the
ANC government’s orientation to the needs of the rentier-centred business community, inter-
national policy consensus and attracting international investors (Handley, 2005). This yielded
engagement between international and domestic actors that foreclosed upgrading.
All of this suggests significant inequality among current members and recent alumni of the

middle-income category. First, the paths taken by the classical developmental state cases, which
involved active engagement between domestic and international institutions over upgrading, are
essentially closed for later developers. The remarkable mobilisation of state strength in the con-
text of an enabling regional environment that enabled economic transformation in East Asia
contravenes the rules of trade and investment and has become unviable today. Thus the
emphasis on domestic institutional strength and upgrading as necessary and sufficient for devel-
opment is not a mantra that is now straightforwardly applicable to developing countries. In the
current institutional context, multinationals make strategic decisions for investment based on
market size and attractiveness, proximity or previous linkages in ways that limit the capacity
for upgrading in most developing countries. More broadly, GVCs have made development
more zero-sum, because their orders for higher value-added components or manufactured
goods are finite, and firms across different countries must compete for them while attempting
to engage multinationals in the complex process of upgrading. This has benefitted lead firms in
achieving lower costs, but it means that while middle-income escape through international inte-
gration is more difficult. The politics behind the construction of international institutions have,
at least in part, crafted this outcome.

6. Conclusion

I have argued that the nature of the middle-income trap – the low chances of any one country to
graduate from the middle-income category – can be seen as the result of international institutions.
The specific nature and consequences of international institutional structures in the post-Cold War
era have played a role in making graduation difficult, relative to the opportunities faced by earlier
developers, by heightening competition and suppressing the demand for upgrading. Yet research
on the comparative politics of national development has continued to focus on the capacities of the
state and domestic institutions to manage globalisation, generally framing international institutions
as fixed parameters, while the dominant paradigm in international political economy has framed
international institutions as axiomatically beneficial. This elides important dynamics and processes
of power among countries and firms that constrain upgrading and middle-income escape.
Current international structures of production, and associated institutions, may be facing sig-

nificant pressures to change. As the climate crisis becomes more acute, the sustainability of
such disaggregated production is likely to be questioned given the carbon expenditure and
broader environmental impact associated with transporting components thousands of miles to
achieve slight reductions in production costs. The coronavirus crisis has highlighted the dangers
of reliance on long supply chains. With more critical attention to the ways that international
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institutions may or may not be enabling the growth of middle-income countries, we might dis-
cover some more sustainable and less zero-sum avenues for national development.
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Note

1. Taiwan’s GNI per capita is not calculated by the World Bank, but its GDP per capita at 1990 was $8216, thus
roughly at the high-income threshold.
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