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THE VALUE OF INDEPENDENCE

Emerging Market Investing: The Middle Income Trap

The middle-income trap describes one of the most consequential challenges in development economics: the tendency for
emerging countries to stagnate after initial industrialization. Introduced by economists Indermit Gill and Homi Kharas in a
2007 World Bank report, the trap is described as the tendency for countries to experience a "premature slowdown" in
economic growth once their per capita income reaches a certain threshold: too wealthy to compete with low-wage
economies, yet not innovative enough to challenge advanced ones.

As of 2023, the World Bank identifies 108 countries, home to six billion people, representing more than 40% of global GDP
as being stuck in the trap. Furthermore, since 1990, only 34 middle-income economies successfully graduated to high-
income status, with more than one-third of those doing so either through EU integration (e.g., Poland, Hungary, Romania)
or through the discovery of significant natural resource wealth. As established by Aiyer et al. in a report for the Asian
Development Bank, there are generally four income tiers that are identified as being the crucial thresholds: low-income
(below $2,000), lower-middle-income ($2,000-57,250), upper-middle-income ($7,250-511,750), and high-income (above
$11,750).

In this edition of our Thinking Man, we will discuss the structural dynamics of the middle-income trap, profile the
contrasting trajectories of South Korea and Brazil, and translate these insights into generalized guidance for emerging
market investing. We think these topics are particularly important in the current climate, where rising protectionism,
shifting demographics, and unprecedented technological disruption are creating new threats and opportunities across the
global economy.

Understanding the Root Causes of Entrapment

The fundamental dynamic that leads to the middle-income trap is the erosion of comparative advantage in low-cost
manufacturing. As workers' wages rise (a positive outcome in its own right) the country loses the cost edge that first
attracted foreign direct investment and export growth. Global buyers and manufacturers shift sourcing to lower-wage
competitors, and the result is stagnation.
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The IMF describes this dynamic as being "caught between the rapidly changing advanced technology of rich countries, and
competition in products from countries with low wages." This compression from both ends manifests in three ways:

e Productivity stagnation: TFP growth decelerates as easy gains from rural-to-urban migration, foreign technology
adoption, and manufacturing entry exhaust themselves.

e Institutional Failure: Vested interests, oligarchic business conglomerates, state-owned enterprises, entrenched
political elites, resist the creative destruction required for innovation-led growth. Corruption and other forms of self-
dealing inhibit the formation of a constructive climate for innovation.

e Human capital bottlenecks: Education systems optimized for compliance and rote learning fail to produce the
scientific and entrepreneurial talent that stimulate innovation. A perceived lack of economic opportunity promotes a
talent exodus.

Escape Pathways: The World Bank 3i Framework

As a result of the middle-income trap, the most pertinent issue for both policymakers and international investors, is to
identify what factors increase an economy’s chance at success, particularly with respect to promoting domestic
innovation. The World Bank's 2024 World Development Report proposes a structured "3i Strategy" as the roadmap for
escape:

Danger Zone
Stage 1: Stage 2: Stage 3:
Low Income Middle Income Upperincome
Investment Investment + Infusion Investment + Infusion = Innovation
1. Improve investment climate 1. Adopt Foreign Technologies 1. Develop domestic R&D
2. Build physical infrastructure 2. Diffuse across economy 2. Protectintellectual property
3. Broaden foundation skills 3. Fluid factor & product markets 3. Foster market competition

Stage 1 Investment (Low-Income Foundations): at the low-income stage, the growth constraint is primarily capital scarcity.
Countries should focus on improving the investment climate, limiting government fiscal profligacy, establishing floating
exchange rates, building central bank independence, and constructing physical infrastructure (roads, ports, power).

Stage 2 Investment + Infusion (Lower-Middle Income): once lower-middle income status is reached, investment alone is
insufficient. Countries must import frontier technologies and business practices from advanced economies. This is
achieved through trade openness, FDI liberalization, pro-competition regulation, licensing agreements, and managed
labor migration.

Stage 3 — Investment + Infusion + Innovation (3i) (Upper-Middle Income): at the upper-middle income stage countries
must develop domestic innovation capacity. This requires restructuring enterprise incentives (protecting IP rights, funding
venture capital, deepening equity markets), revamping education systems toward creativity and scientific inquiry, and
tolerating the "creative destruction" of legacy industries. This stage requires "economic freedom, social mobility, and
political contestability”, conditions that are inherently threatening to entrenched interests, explaining why so few manage
the transition.
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Case Study: Brazil vs. South Korea

South Korea's trajectory from a per capita income of $158 in 1960 to over $33,000 today is among the most studied
transformations in economic history, as the country enduredeach developmental phase with remarkable resilience. In the
1i phase (1960s-1970s), Korea channeled massive state-directed investment into heavy and chemical industries, building
productive capacity from virtually nothing under Park Chung-hee's. The chaebol conglomerates (Samsung, Hyundai, LG)
became vehicles for this capital concentration. In the 2i phase (1970s-1980s), Korea aggressively imported technology
through licensing and reverse engineering; deliberately building local capability in semiconductors, shipbuilding, and
automobiles. By the 1990s, Samsung was designing its own chips rather than assembling foreign ones.

The crucial 3i transition was catalyzed in part by the 1997 Asian Financial Crisis, which forced structural reform of the
chaebol system, opened financial markets, and cleared space for a new generation of technology firms. Korea crossed the
high-income threshold in the mid-1990s and today consistently ranks among the world's top patent applicants and R&D
spenders (exceeding 4% of GDP).

South Korea vs. Brazil — GDP Per Capita Trajectories (1960-2023)

=g South Korea

= Brazil
$30,000 - World Bank Middle-Income Band
$25,000 -
Korea crosses
$20,000 - high-income threshold

~1995

$15,000 -

$10,000 -

GDP Per Capita (Current USD)

$5,000 -

stagnates
in middle range

$0 -

1960 1970 1980 1990 2000 2010 2020
Year

Brazil on the other hand, presents a stark counterpoint. With a GDP per capita that oscillated between $3,000 and $11,000
for four decades, Brazil has remained trapped. Brazil's initial industrialization in the 1950s-1970s was impressive: GDP
growth averaged 7% annually, urbanization accelerated, and manufacturing as a share of output rose substantially. But
the debt crisis of the 1980s (exacerbated by inflationary monetary policy) wiped out structural gains and condemned the
economy to macroeconomic instability for a decade. While stabilization eventually arrived via the Plano Real (1994), Brazil
never completed the transition from investment-and-infusion to genuine innovation.

Additionally, R&D spending has chronically lagged (consistently below 1.5% of GDP, versus 4%+ for Korea). Bureaucratic
complexity (Brazil ranks among the most time-intensive countries for tax compliance) imposes extraordinary friction on
productive enterprise. Chronic underinvestment in infrastructure since the 1980s has compounded into a logistics cost
burden that makes Brazilian manufacturers uncompetitive globally. Meanwhile, income inequality (Gini coefficients
consistently above 0.50) concentrates economic decision-making in elites with little incentive to invest in the human
capital base needed for innovation-led growth.
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An Investment Framework for Assessing Risk & Opportunity in Emerging Markets

1. Stage Diagnosis: Identify where a country sits on the spectrum by examining R&D/GDP, technology imports, patent
activity, and FDI composition

Institutional Quality: Assess rule of law, IP enforcement, SOE competitive discipline, and central bank independence
3. Human Capital Trajectory: Education quality metrics (PISA scores), science/engineering graduate rates, and brain
drain indicators

Debt & Demographics: High debt loads and aging populations close policy space and compress the escape window
Reform Catalysts: Identify political or economic events that could create windows for structural reform (elections,
crises, trade agreement negotiation)

6. Valuation: deep understanding of relative and historical valuation levels and currency exposure

N

v ok

Conclusion

For emerging markets investors, the middle-income trap is not only an academic concept, but a core risk factor embedded
in every country allocation decision. The next decade will be decisive for the largest “trapped” economies as
demographics, debt dynamics, and geopolitical alignment either compress or extend their escape window.

China is approaching its inflection point under compounding demographic, geopolitical, and sociological pressures,
warranting a more selective and valuation disciplined approach to exposure. By contrast, we see more durable upside
asymmetry in economies that have credibly embraced the 3i path: South Korea as a proven innovator, and India and
Vietnam as emerging winners of the investment plus infusion phase with rising private sector dynamism and integration
into global supply chains.

Conversely, Brazil, Indonesia, and South Africa continue to defer the deep institutional and human capital reforms required
for innovation led growth, and in our view are more likely to remain range bound “carry and trading” markets than secular
compounders.

Framing country allocations through this middle-income trap lens (stage diagnosis, institutional quality, human capital

trajectory, debt and demographics, reform catalysts, and valuation) can provide a differentiated edge in constructing and
risk managing international portfolios over the coming decades.
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Important Disclosures and Disclaimers

This material is distributed for informational purposes only and intended solely for BigSur Wealth Management, LLC
(“BigSur” or the “Adviser”) clientele and or other parties to whom BigSur chooses to share such information. The
discussions and opinions in this document (or “report”) are intended for general informational purposes only, and are not
intended to provide investment advice and there is no guarantee that the opinions expressed herein will be valid beyond
the date of this document. While taken from sources deemed to be accurate, BigSur makes no representations regarding
the accuracy of the information in this document and certain information is based on third-party sources (e.g. Bloomberg,
Factset, Wall Street Journal) believed to be reliable, but has not been independently verified and its accuracy or
completeness cannot be guaranteed. Any asset allocation proposals described herein are based on proprietary ratings
and categorizations which involve varying levels of subjective analysis and interpretation. The asset allocation breakdown
is intended to be a summary of BigSur’s view on each asset class and its risk components which includes various factors
including, but not limited to: market conditions and trends, correlation of securities, volatility, interest rate and issuer risk.

This article is not intended to provide personal investment advice and it does not take into account the specific investment
objectives, financial situation, and the particular needs of any specific investor. Views regarding the economy, securities
markets or other specialized areas, like all predictors of future events, cannot be guaranteed to be accurate and may result
in economic loss to the investor. Any strategies referenced BigSur believes may present opportunities for appreciation
over the subsequent time periods. BigSur closely monitors securities discussed and client portfolios and may make
changes when warranted as a result of evolving market conditions. There can be no assurance that any investment
strategies and/or performance included or referenced in the article will remain the same and investment strategies,
philosophies, and allocation are subject to change without prior notice.

Any specific securities or companies identified and described may or may not be held in portfolios managed by the Adviser
and do not represent all of the securities purchased, sold, or recommended for advisory clients. The reader should not
assume that any investments in securities and/or sectors identified and discussed were or will be profitable. BigSur may
change its views on these securities at any time. There is no guarantee that, should market conditions repeat, these
securities will perform in the same way in the future. Any performance illustrations shown herein have not been audited
and may reflect the reinvestment of dividends, interest and other earnings. Any performance and return illustrations
have not been independently verified or audited by BigSur. Returns may be estimated and may not reflect actual
performance. Further, past performance and returns may be subject to revision. BigSur does not undertake to update
this information, and the results discussed may change without notice.

There are many factors that an investor should be aware of when trading options which can impact their overall
performance such as market volatility, interest rates, and time horizon. Investors should only engage in options trading
that is best suited to their financial condition and option experience. There is the potential to lose your entire investment
in options as well as suffer unlimited downside loss. The options strategy outlined in this commentary only reflects
BigSur’s opinion and is subject to change at any time. Before trading options, you should understand these risks and
carefully review and read the booklet entitled “Characteristics and Risks of Standardized Options” which is available
at www.theocc.com. BigSur can provide you a copy of this booklet as well.

Please also note that this commentary is not investment research or considered a research recommendation for regulatory
purposes as it does not constitute substantive research or analysis. In discussion of any strategy, results and risks are
based solely on assumptions and hypothetical examples. Actual results, performance and risks will vary depending on
specific circumstances. You are urged to consider carefully whether such services in general, as well as the products or
strategies discussed in this material, are suitable to your needs.


http://www.theocc.com/
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Certain public offerings of Alternative Investment products (e.g. interests in real estate, private equity and hedge funds)
are generally offered in reliance upon an exemption and do not require registration under the Securities Act of 1933.

Alternative Investments, therefore, pose additional risks which are different from those inherent in traditional
investments. Investments in Alternative Investments may also involve the use of leverage which involves a high degree
of risk factors including substantial loss of initial investment. Alternative Investments are not required to provide periodic
pricing or valuation information to investors. As such, Alternative Investments are highly illiquid and are generally not
transferrable without the consent of the sponsor/issuer.

This report may include forward-looking statements and all statements other than statements of historical fact are to be
considered forward-looking and subjective (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,”
“should,” and “expect”). Although we believe that the expectations reflected in such forward-looking statements are
reasonable, we can provide no assurance that such expectations will prove to be correct. Many factors including changing
market conditions and global political and economic events could cause actual outcomes, results or performance to differ
materially from those discussed in such forward-looking statements. BigSur shall not be responsible for the consequences
of reliance upon any opinion or statements contained herein, and expressly disclaims any liability, including incidental or
consequential damages, arising from any errors, omissions or misuse.
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This information is highly confidential and intended for review by the recipient only. The information should not be
disseminated or be made available for public use or to any other source without the express written authorization of
BigSur. Distribution of this document is prohibited in any jurisdiction where dissemination of such documents may be
unlawful. Please contact your investment adviser, accountant, and/or attorney for advice appropriate to your specific
situation.

BigSur Wealth Management, LLC
1441 Brickell Avenue, Suite 1410
Miami, FL 33131

Office (Main): 305-740-6777
Fax: 305-350-9998

http://www.bigsurpartners.com
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