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Recent Developments:

The World Bank’s World Development Report 2024 has renewed global attention on the middle-income
trap and proposed the 3i strategy—Investment, Infusion and Innovation as countries move towards
higher-income development.
India has maintained relatively strong economic growth, but concerns over weak private investment,
subdued consumption, employment quality, stagnant real wages and inadequate productivity growth
indicate that growth alone may not guarantee a transition to high-income status.
India’s challenge is increasingly about the quality of growth: converting investment into productive
employment, improving human capital, enabling firms to scale up and accelerating technology diffusion and
indigenous innovation.
The India Employment Report 2024 highlights the continuing mismatch between educational attainment,
youth employment and market-relevant skills, making employment-intensive growth a central development
priority.

Understanding the Middle-Income Trap:

Definition and Core Mechanism:

The middle-income trap describes a situation in which a developing economy achieves middle-income
status through low-cost labour, capital accumulation and basic industrialisation but subsequently experiences
difficulty sustaining productivity growth and reaching high-income status.
The trap emerges when wages rise faster than productivity, reducing competitiveness against lower-wage
economies, while domestic firms lack the technology, skills, institutions and innovation capabilities required
to compete with advanced economies.
The experience of South Korea, Taiwan and Singapore demonstrates that countries can escape the trap, but
this generally requires sustained investment in human capital, technology, productive capabilities and
innovation.

World Bank’s 3i Framework:

The World Bank identifies three progressively sophisticated stages of development: Investment to build
productive capacity, Infusion to absorb and adapt technologies from global frontiers, and Innovation to
develop new technologies and move the frontier itself.
For an economy approaching the upper-middle-income stage, continued capital accumulation alone becomes
insufficient; technology absorption, creative destruction, competition and innovation become
increasingly important.

Why India Faces Middle-Income Trap Risks:
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Premature De-industrialisation and Weak Manufacturing:

India has not experienced the scale of labour-intensive manufacturing expansion that characterised several
successful East Asian transitions, limiting the ability of industry to absorb surplus agricultural labour.
Manufacturing’s relatively stagnant contribution to economic output, combined with continued dependence
on low-productivity employment, constrains productivity growth and broad-based income gains.
A stronger manufacturing ecosystem requires competitive infrastructure, reliable logistics, skilled workers,
easier firm expansion and integration into global value chains.

Service-Led Growth and Employment Mismatch:

India’s services sector has generated substantial output and exports, but high-productivity segments such as
information technology cannot by themselves provide mass employment for the entire working-age
population.
The economy therefore requires greater expansion of employment-intensive manufacturing, construction,
modern services and labour-intensive export sectors.
The youth employment challenge is not simply a shortage of jobs; it also reflects a mismatch between
education, skills and the requirements of emerging industries.

Stagnant Wages and Weak Consumption:

Slow growth in real wages can weaken household purchasing power and constrain Private Final
Consumption Expenditure, reducing the strength of domestic demand.
Weak consumption can discourage private firms from undertaking fresh capacity expansion, creating a cycle
in which insufficient demand and weak investment reinforce each other.
Sustained high growth therefore requires productivity gains to translate into higher real incomes and wider
consumption opportunities.

Skill Deficit and Vocational Training:

India continues to face inadequate formal vocational training, outdated training infrastructure and a mismatch
between conventional degrees and industry requirements.
Greater emphasis is required on industrial apprenticeships, technical education, vocational mobility and
employer-linked skill development.
Germany and Switzerland demonstrate how dual apprenticeship systems can connect classroom education
with workplace-based training and improve the transition from education to employment.

Firm Dwarfism and Low Productivity:

A major structural problem is the persistence of numerous small and informal enterprises that fail to grow
into productive medium and large firms.
Limited managerial capabilities, restricted access to finance, informality, regulatory barriers and weak
technology adoption can prevent firms from achieving economies of scale.
Encouraging firms to grow is important because larger productive enterprises generally possess greater
capacity for technology adoption, worker training, formal employment, exports and innovation.

Low Research and Development Intensity:

India’s Gross Expenditure on Research and Development remains modest relative to major innovation-
driven economies, limiting the transition from technology adoption to technological leadership.
The growing participation of private industry in research spending is encouraging, but stronger university-
industry collaboration and commercially relevant research are required to improve technology diffusion.
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India must increasingly move from being a large market for imported technologies to becoming a producer,
adapter and exporter of advanced technologies.

Unequal Recovery and Informality:

Post-pandemic economic gains have been uneven, with large formal firms and digitally enabled sectors
generally better positioned to capture productivity gains than informal enterprises.
Since informal employment remains extremely significant, limited productivity growth among micro-
enterprises can prevent aggregate economic growth from translating into sufficiently broad-based prosperity.
Formalisation should therefore be accompanied by access to credit, technology, markets, skills and social
security, rather than being treated only as a compliance exercise.

Social and Technological Constraints:

Social preferences for conventional white-collar careers can reduce the attractiveness of technical and
vocational occupations despite their importance for industrial development.
Automation and artificial intelligence can further reduce demand for some routine cognitive and coding tasks,
making continuous reskilling and adaptable human capital essential.
India’s objective should be technology-led productivity growth with labour complementarity rather than
technology adoption that merely displaces workers without creating new productive opportunities.

Measures Needed to Avoid the Trap:

Promote Employment-Intensive Productivism:

India should pursue a productivist development model that prioritises the real economy, productive
investment, manufacturing capacity and employment rather than relying excessively on financial or asset-led
expansion.
Industrial policy should focus not merely on attracting capital but on creating productive firms, quality
employment, export capacity and technological capabilities.
Incentives under schemes such as the Production Linked Incentive framework can increasingly incorporate
measurable employment, domestic value addition, productivity and export outcomes.

Modernise Vocational Education:

Industrial Training Institutes should be upgraded through Public-Private Partnerships, modern equipment,
industry-designed curricula and stronger apprenticeship arrangements.
Skill programmes should be evaluated through placement rates, post-training wages, productivity and
career progression, rather than enrolment alone.
Technical occupations should receive stronger social recognition through credible certification, career
progression and wage premiums.

Increase R&D and Technology Diffusion:

India should progressively raise R&D expenditure while strengthening private-sector participation,
university research and mission-oriented technological programmes.
Research policy should focus not only on frontier discoveries but also on technology diffusion to MSMEs,
enabling smaller firms to adopt productivity-enhancing technologies.
Public procurement, research grants and innovation ecosystems can help convert domestic research
capabilities into commercially scalable technologies.

Strengthen Human Capital:
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Investment in early childhood development, foundational literacy and numeracy, public health, higher
education and technical skills should be treated as productivity-enhancing economic investment.
Human-capital policy must connect education more closely with industry requirements while promoting
lifelong learning and reskilling.
Better health, nutrition and learning outcomes can increase labour productivity and improve India’s long-
term demographic dividend.

Enable Firm Growth and Global Integration:

Policy should reduce barriers that discourage firms from expanding beyond micro-enterprise status.
Easier access to finance, logistics, technology, skilled labour and export markets can encourage firms to
achieve economies of scale.
Integration with global value chains should be accompanied by domestic capability building so that India
captures greater value rather than remaining primarily an assembly destination

Way Forward:

From High Growth to High Productivity:

India’s central challenge is not merely to sustain a high GDP growth rate but to ensure that growth generates
productive employment, rising real wages, technological capability and broad-based prosperity.
The country should combine the World Bank’s 3i strategy—Investment, Infusion and Innovation with
employment-intensive industrialisation, human-capital development and institutional reforms.
The transition requires a coordinated strategy in which government creates enabling conditions, private firms
invest and innovate, universities generate knowledge, and workers acquire industry-relevant skills.
Avoiding the middle-income trap ultimately depends on moving from capital accumulation to
productivity-led growth, from technology adoption to innovation, and from informal low-productivity
employment to productive formal work.

Value Addition for UPSC:

Key Concepts:

Middle-Income Trap: Persistent difficulty in moving from middle-income to high-income status because
productivity growth slows before an economy develops advanced technological and institutional capabilities.
3i Strategy: Investment + Infusion + Innovation, the World Bank’s framework for progressively upgrading
productive capabilities.
Premature De-industrialisation: Declining or stagnant industrialisation before an economy has created
sufficient manufacturing employment and productivity.
Firm Dwarfism: Persistence of very small firms that fail to scale up, limiting productivity, formal
employment and technological adoption.
Productivity-Led Growth: Growth driven primarily by improvements in output per worker through skills,
technology, capital efficiency and innovation.

UPSC Mains Linkages:

Essay: “High growth is necessary, but productivity and inclusion determine whether growth becomes
development.”
Core Argument: India can avoid the middle-income trap only when growth, employment, productivity,
innovation and human-capital development reinforce one another rather than progressing in isolation.

Kamaraj IAS Academy
Plot A P.127, AF block, 6 th street, 11th Main Rd, Shanthi Colony, Anna Nagar, Chennai, Tamil Nadu 600040
Phone: 044 4353 9988 / 98403 94477 / Whatsapp : 09710729833


