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a b s t r a c t 

This paper offers an alternative explanation to the slow-down observed in the growth of developing coun- 

tries. Instead of a middle-income trap what happened was a liberalization trap. Growth didn’t happen 

because countries turned middle-income, but happened in a given period, around the 1980s, when these 

countries faced a serious foreign debt crisis and were constrained to open their economies. The studies 

on the middle-income trap have adopted a broad income interval and were unable to offer new historical 

facts that explained why these countries stop growing fast. Differently, this paper shows that the trade 

liberalization and the financial liberalization that started in the 1980s involved the dismantling of the 

mechanism that neutralized the Dutch disease and the change from low to high interest rates – both 

facts leading to a long-term or chronic overvaluation of the exchange rate that made the manufacturing 

industry non-competitive and caused deindustrialization and low growth. 

© 2019 Elsevier B.V. All rights reserved. 
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1. Introduction 

A “middle-income trap” occurs when an economy grows quickly

to reach the middle-income level and then becomes relatively stag-

nant, failing to catch up to high-income countries ( Spence 2011 ;

Felipe et al., 2012 ; Aiyar et al. 2013 and Eichengreen et al.,2013 ).

The causes presented in this literature are generic, emphasizing

the quality of the legal institutions of the country, demographic

problems, the lack of social infrastructure, poor macroeconomic

policies, and a lack of policies encouraging technological progress.

These, however, are not actual causes; to count, they would need

to be phenomena that are new when the country reaches the

middle-income level. If the country had a satisfactory growth rate

and then suddenly starts growing slowly, the explanation must be

a new endogenous fact (for example, the country has become so

industrialized that it’s no longer in a position to increase produc-

tivity by transferring labor to the industry) or an exogenous one,

as we shall argue is the case. 

The question that this study proposes to answer is whether

there was a new fact that causes the strong reduction in growth

rates of these economies. The answer is an analysis of the eco-
E-mail addresses: bresserpereira@gmail.com (L.C. Bresser-Pereira), 

elianedearaujo@gmail.com (E.C. Araújo), scostaperes@gmail.com (S. Costa Peres). 
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omic development process of a select group of countries in Latin

merica and Asia in the post-1990s. We start with the hypothesis

hat the liberalizing reforms, notably trade and financial liberaliza-

ion, represented this new fact. Instead of promoting the growth

f the region, these reforms, which had a stronger effect in Latin

merica than in Asia, explain the low economic growth observed

n Latin America since the 1980s. This occurred essentially because

hese reforms caused an increase in the interest rate and an ap-

reciation in the exchange rate that, since then, have constituted a

reat competitive disadvantage for the manufacturing industry of

hese countries with important ramifications for national produc-

ion and foreign trade. 

This article has five sections beyond the introduction. The first

iscusses the various studies that deal with the occurrence of the

iddle-income trap. The second section presents the new phe-

omena that explain the trap and characterizes it not as a middle-

ncome but a liberalization trap. The third section deals with the

roblem of deindustrialization. In the fourth section we argue why

iberalizing reforms have caused the liberalization trap. In the fifth

ection we estimate an econometrical model to investigate our

ain question and the final section concludes with a look at the

esearch. 
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. Studies on the middle-income trap 

Several studies have tried to empirically define the “middle-

ncome trap” as an income interval at which economies tend to

tagnate after having obtained impressive economic growth rates.

ne of the first works to investigate this question empirically was

pence (2011) . The author does not use the term middle-income

rap but highlights in his research the difficulty that economies

ave in making the transition from the middle-income level to

igher income levels. In numerical terms, the author emphasizes

he hurdles that economies face in exceeding the per capita in-

ome level of US$10,0 0 0 and that a per capita income of a sig-

ificant group of countries has remained stagnant at US$50 0 0 to

S$10,0 0 0. This difficulty, according to Spence, stems from the fact

hat the industries that initially boosted growth in these economies

ecome globally uncompetitive due to the increase in wages. He

oes not explain, however, why wages would rise above produc-

ivity when the country reaches the middle-income stage. The au-

hor also suggests the existence of economic mechanisms related

o governance, the existence of natural resources, and environmen-

al problems that may or may not stimulate the transition from the

iddle-income level to higher levels of income. 

Eichengreen et al. (2013) , in an extension of the

ichengreen et al. (2012) analysis, investigate the incidence

nd correlations of the economic slowdown in middle-income

ountries that had experienced rapid economic growth. Regarding

his incidence, using data from the Penn World Table , the 2012 ar-

icle points out that the slowdown in growth occurred at income

evels between US$15,0 0 0 and US$16,0 0 0 (in 2005 purchasing

ower parity (PPP) dollars). The 2013 article, however, suggests

he existence of two growth inflection points: one between

S$10,0 0 0 and US$11,0 0 0 and another at around US$15,0 0 0 and

S$16,0 0 0. To identify the economic stagnation, the authors chose

ountries whose growth rate declined for seven consecutive years.

sing these criteria, several countries were identified as being

aught in a middle-income trap. As for correlations, the empirical

nalyses developed in the two papers indicated that growth

lowdowns are more likely to happen in economies with: (1) high

dependency” rates, that is, when the ratio between the number

f retirees (dependents) and the labor force is elevated; (2) with

igh investment rates, which can translate into low future returns

n capital and (3) with undervalued real exchange rates which

iscourage the process of technological development. In addition,

n their 2013 paper, the authors suggested that stagnation is less

ikely in countries with (1) high levels of secondary and upper

ducation and (2) where high tech products account for a large

hare of exports. Other variables associated with slowing growth

nclude changes in the governing regime, financial instability,

rade liberalization, and terms-of-trade shocks. However, all these

roblems existed when the countries grew at high rates; they are

ot new facts, and therefore don’t explain the change from growth

o stagnation. 

In addition, with the objective of presenting a definition of the

iddle-income trap, Felipe et al. (2012) define four income groups

sing PPP’s GDP per capita in dollars for 1990: (i) low income

less than US$20 0 0); (ii) medium-low income (between US$20 0 0

nd US$7250); (iii) medium-high income (between US$7250 and

S$11,750); and (iv) high income (above US$11,750). From the 124

ountries studied from 1950 to 2010, in the final year there were

0 low income countries, 38 middle-low income, 14 high-middle

ncome and 32 high income countries. With this classification, the

uthors calculated that a country that becomes low-middle income

that is, reaching per capita income of US$20 0 0) requires an av-

rage growth rate of at least 4.7% annually in its per capita in-

ome to avoid falling into the low-middle income trap (in other

ords, reach US$7250, the upper limit of the average income). A
ountry that reaches a high-middle income level (that is, US$7250

er capita income) requires an average growth rate of at least

.5% annually to avoid falling into the high-middle income trap

reaching US$11,750, the high-income level limit). Therefore, for

elipe et al. (2012) , avoiding the middle-income trap all comes

own to the question of how to grow fast enough to exceed the

ow-middle income segment within the maximum period of 28

ears and the high-middle income segment in the maximum pe-

iod of 14 years. Finally, the authors analyze the reason why some

ountries get trapped in this middle-income trap, highlighting the

hanges in economic structure. That is, the causes are the shift

rom low- to high-productivity activities and the types of exported

roducts (because not all products have the same consequences for

rowth and economic development), and the diversification of the

conomy as a whole. To better understand this issue, the authors

ompare the exports from the countries classified as struggling in

he middle-income trap with the exports from countries that sur-

assed this income. The results generally indicated that countries

hat exceeded the middle-income level (and escaped the trap) had

ore diversified, sophisticated and non-standardized export bas-

ets than did countries stuck in the middle-income trap. 

Aiyar et al. (2013) adopt an alternative approach based on the

olow model. According to this model, with similar rates of sav-

ngs, population growth, depreciation and technological change,

oor countries will grow faster than rich countries. Thus, even con-

idering country-specific factors, the economies furthest from the

lobal technological frontier should grow faster than economies

loser to it. It’s this hypothesis that the authors test empirically

o identify economic decelerations in terms of large deviations

rom the expected growth trajectory. To do so, they use annual

er capita income data (in constant 2005 international dollars) to

alculate a five-year panel of GDP per capita growth rates. The

ample covers 138 countries from 1955–2009 divided into 11 pe-

iods. GDP growth per capita is regressed against the lagged in-

ome level and standard measures of physical and human capital.

or any country at any given time, the estimated ratio generates an

xpected growth rate, conditioned to its income level and factor al-

ocation. In this context, the average income trap is a special case

f slowing growth; that is, when there are large and sudden devia-

ions from the expected growth trajectory foreseen from this basic

onvergence structure. Then, Aiyar et al. (2013) examine the main

eterminants of the average-income trap using probit regressions,

mphasizing the importance of variables such as institutions, de-

ography, infrastructure, macroeconomic environment, production 

tructure, and trade structure. 

. New facts to explain the middle-income trap 

The middle-income trap is therefore the phenomenon by which

conomies become stagnant at given level of income. Yet, the

ncome intervals used in the several studies to define what is

 middle-income country were quite large. On the other hand,

he causes presented in this literature emphasize long-standing

roblems associated with the relative backwardness of developing

ountries in general, like the quality of a country’s legal institu-

ions, etc. These are not the real causes of the so-called middle-

ncome trap; causes should be new phenomena that only occur

hen the country reaches a certain level of its average per capita

ncome. Instead, what the authors have identified are typical prob-

ems of developing countries that date back to the beginning of

heir economic development process and were occurring at a time

hen they had been catching up, as well as when they stalled. 

But could there have been a new phenomenon that caused the

harp decline in growth rates of most middle-income countries? As

e shall show, it was the adoption of liberalizing reforms begin-

ing in the 1980s. This argument can be developed from an anal-
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Fig. 1. Evolution of GDP per capita relative to U.S. (1990–2016). 

Source: Source: Authors’ elaboration based on World Development Indicators (2018). Data are in PPP, constant 2011 international dollars. Note: Latin America (LA): 

Argentina, Chile, Colombia, Ecuador and Peru. Asia: India, Indonesia, Malaysia, Thailand and the Philippines. 
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ysis of the strikingly different processes of economic development

in Latin American and Asian countries. 

The reforms of the 1989 Washington Consensus, to which the

United States and the international agencies were pressing the

Latin American countries to adopt since at least the 1985 Baker

Plan dramatically changed the policy regime of developing coun-

tries, with the exception of some countries in Asia, especially those

in East Asia, from a developmental to a liberal policy regime, fo-

cusing on reducing the size of the State and on trade and finan-

cial liberalization. The Latin American, which were in crisis since

the rise of the interest rate in the United States in 1979 and the

triggering of the 1980s’ Foreign Debt Crisis, had turned vulnerable

to this pressure and soon engaged in the necessary structural ad-

justment and in the not equally necessary reforms that were being

required. 1 

Considering selected groups of Latin American and Asian coun-

tries, we found that in the 1990s, the average annual growth in the

first group was 3.1% against 6% in Asia. Fig. 1 illustrates the acceler-

ated convergence of Asia’s per capita GDP in relation to the United

States since 1990 as well as the reduction in the average distance

of the per capita income of Latin America. The impressive catching-

up of South Korea and China in this period is noteworthy, although

they are still far from the US’s income level. At the same time, we

can see stagnation in the convergence between Latin America and

the per capita GDP of the United States, especially in the cases of

Brazil and Mexico. 

Fig. 1 illustrates the evolution of Latin America’s (LA) GDP

per capita, comprised of Argentina, Chile, Colombia, Ecuador and

Peru; and Asia, with India, Indonesia, Malaysia, Thailand and the

Philippines. In addition, it highlights the behavior of the major

economies of each of the blocs, South Korea and China in Asia, and

Brazil and Mexico in Latin America. The figure shows the growth

trend of the GDP per capita of Asian economies and the stagnation

of GDP per capita in Latin America, especially in Brazil and Mexico.

After a strong process of industrialization and high growth rates

from 1950 to 1979 in the framework of a developmental policy

regime, from the 1980s the Latin American countries enter a pro-

cess of quasi-stagnation that was only suspended briefly in the

20 0 0s due to a boom of commodities, while the East Asia countries

continue to grow steadily. Fig. 1 shows this change clearly. The
1 The 1995 Baker Plan, thus denominated because the Secretary of the Treasury of 

the United States was Nicholas Brady, charged the IMF with conducing the macroe- 

conomic “structural adjustments”, while the World Bank became responsible for 

pressing the highly indebted countries to make the market-oriented reforms. 

a  

t  

p

 

t  
980s were a famous “lost decade”, which is explained by 1980s’

oreign Debt Crisis, which, in countries as Brazil and Argentina,

as coupled with high inflation. The explanation for the stagna-

ion of the first decade or a little more than that is well known.

wo new historical facts - the debt crisis and the rise of inflation

topped the Latin American economies. But, after these two prob-

ems were resolved, a quasi-stagnation continued to characterize

atin America. How can we explain that? 

Would institutions do the job? The response that mainstream

conomics gives to this question is positive. Since the 1980s, new

nstitutionalists as Douglas North, Daron Acemoglu and Robinson

ay backward countries don’t develop because they lack the right

nstitutions - more specifically because their institutions do not

rotect property rights and contracts, the two key institutions that

ake markets to perform their allocative or coordinative role. In

act, two institutions coordinate capitalist economies since the first

ountries (Britain, France and Belgium) realized their industrial

evolution and turned rich - the modern state (the law system and

he organization that guarantees it) and the market. Sociologist, for

ong, realized that the evolution of the economy and of the market

nd the state happened together. The guarantee of the rule of law,

ith which capitalism was born, included the guarantee of prop-

rty rights and contract, advanced in these three countries in the

ighteenth century while they were realizing they capitalist rev-

lution. Thus, it makes no sense to assume that institutions are

xogenous and explain economic backwardness and low growth

ith the lack of good institutions. But this was what the Washing-

on Consensus’ policy economists have been doing since the 1980s

hen they claim that the key for countries to grow again is to en-

age into neoliberal reforms, is to liberalize, deregulate and priva-

ize. 

There are three problems with this explanation. First, institu-

ions are endogenous. Second, institutions today or since the 1990s

re not worse than they were before. To explain a new condition

 the quasi-stagnation of the Latin-American countries - we need

ew historical facts that the institutional explanation does not of-

er. Before the 1980s, these countries were growing fast with the

ame institutions that, suddenly, had turned “a required condition”

or further growth. Third, as a country develops it must concomi-

antly reform and improve the two main institutions - the market

nd the state - but these reforms must make sense - what is not

he case of most of the neoliberal reforms, as we will show in this

aper. 

What was the new historical fact that hit Latin American coun-

ries more strongly than those East Asian countries? Our argument
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Table 1 

Tariff protection in Latin America and Asia (1985–2016). 

Manufactured goods, applied, simple mean (%) 

1987 1 1988–1989 1990–1994 1995–1999 20 0 0–20 04 20 05–20 09 2010–2014 2015–2016 

Latin America 34.00 n.a. 12.48 12.85 11.30 8.52 6.96 7.57 

Mexico n.a. n.a. 14.45 14.48 15.99 6.99 5.93 5.76 

Brazil n.a. 44.42 23.89 15.74 15.22 13.08 14.37 14.17 

Asia 51.50 27.59 30.77 17.06 12.69 7.94 6.51 6.37 

Korea n.a. 16.95 11.90 8.15 7.77 7.13 6.43 4.98 

China n.a. n.a. 37.72 17.93 12.83 8.79 8.00 7.84 

Source :. 
1 World Bank (1991) ; From 1988 onwards, authors’ elaboration based on World Development Indicators and World Integrated 

Trade Solution (2018). Note: Latin America: Argentina, Chile, Colombia, Ecuador and Peru. Asia: India, Indonesia, Malaysia, Thailand 

and the Philippines, except for 1987, where Asia comprises all the low-and middle-income economies of East, Southeast, South Asia 

and the Pacific; and Latin America comprises all American and Caribbean economies south of the United States. 
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3 The AREAER provides information on various categories. Chinn-Ito (2006) com- 

bine four of these categories (exchange regime, export proceeds, current account 

and capital and financial account transactions) to calculate their openness index. 

In doing so, they capture more than the “strict” opening of the capital account. 

They justify this procedure by stating that it captures the intensity of capital con- 

trols (since capital controls can be implicitly imposed on other transactions, not just 

on the capital account). While the Chinn-Ito index has the broadest coverage (182 

countries covering 1970-2016), it has no information on the predominance of con- 

trols over specific types of capital flows, nor does it provide information on controls 

on the direction of flows or based on the residency. The Fernández et al. (2015) in- 

dex is more specific. The authors consider only the capital and financial accounts, 
s not that Latin American countries have stopped growing rapidly

ue to the traditional causes associated with the existence of a

iddle-income trap, but rather that the new liberal policy regime

trongly recommended by the developed countries was more rad-

cally introduced and had a greater negative effect on those coun-

ries than on the Asian ones. Changing from a developmental to a

iberal regime did not simply mean that the Latin American coun-

ries were become “more market-oriented”. We have a more spe-

ific critique. Practically all Latin American had the Dutch disease.

y liberalizing they dismantled the non-protectionist mechanism

hat pragmatically (without conscience of the policymakers who

ustified the high tariffs with the infant industry argument) neu-

ralized the Dutch disease. On the other hand, financial liberaliza-

ions opened room for an increase in the level of the interest rates

round which the countries make their monetary policy. Now, a

ain new-developmental theoretical claim is that, besides fiscal

rresponsibility, high interest rates and a non-neutralized Dutch

isease are the main causes of a long-term overvalued exchange

ate that stimulates consumption while discourages investment as

t makes competent companies non-competitive. 

In a 2016 paper, Doner and Schneider (2016) offer a differ-

nt explanation for Latin America’s quasi-stagnation. It is an in-

titutional explanation, but not a new-institutionalist one. Noth-

ng about property rights and contracts, but the claim that from

he time developing countries achieved a certain level of economic

evelopment, some economic conditions that were favorable to

rowth as inequality, labor informality, low-skilled and low-paid

orker changed into obstacles to the improvement of the policies

nd the institutions required to the continuation of the growth

rocess, while, on the political side, the fragmentation of social

roups, especially business and labor, had the same negative out-

ome. We don’t believe that these new historical facts that the two

istinguished political scientists have brought to the fore have had

 comparable weight that had the liberalizing reforms in explain-

ng the quasi-stagnation of Latin America from the 1990s, but they

hould be seen as complementary causes. 2 

Let us see more closely what happened with the import tariffs.

ince they neutralize the Dutch disease as to the domestic market,

hey should be higher and have been kept higher in this region

han in East Asia, but this is not what happened. Table 1 illus-

rates the evolution of import regulations of manufactured goods

n these economies compared to the selected Asian economies. It

hould be noted that the year 1987, specifically, considers all de-

eloping economies in Asia and Latin America, according to a doc-

ment from the World Bank (1991) . The data on tariffs over manu-

actured goods shows the adoption of a significantly higher average

ariff in Asia compared to Latin America in the initial years and 
2 We thank one of the referees for the suggestion that we included the paper by 

oner and Schneider in our analysis. 

b

d

H

t

W

 convergence from the years 20 0 0, with the exception of Brazil,

hich after the abrupt reduction in the early 1990s has maintained

 stable tariff rate since 20 0 0 of some 15%, higher than the other

ountries in Table 1 . 

Despite the higher tariff protection for the average Asian

conomies compared to Latin America, up until the beginning of

he 20 0 0s, we can see an accelerated increase in the opening coef-

cient de facto of Asian economies to international trade between

985 and 1999, and relative closure as of 2005 (Graph 2.a), in ad-

ition to the strong export bias of the region throughout the pe-

iod (Chart 2.b.), in Fig. 2 . In Latin America, the opening index, al-

ays smaller than that of Asia, rose slowly up until 2007, retreat-

ng somewhat since that year. This slow increase in the opening

atio is surprising because around 1990 radical trade liberalization

rograms took place in practically all Latin American countries. At

he same time, it should be noted that, on the one hand, the trade

penness ratio of the Chinese economy and the share of exports

n the domestic product did not differ significantly from the Latin

merican average. On the other hand, however, we see that after a

harp devaluation, import tariffs for manufactured goods remained

elatively high in the Brazilian economy compare to Mexican tar-

ffs. 

Regarding financial liberalization, Fig. 3 presents the evolution

f two traditional indicators of legal restrictions on the free move-

ent of capital: the Chinn-Ito index (2006) and the index devel-

ped by Fernández et al. (2015) . Both are based on the information

ontained in the IMF’s Annual Report on Exchange Arrangements and

xchange Restrictions (AREAER) but differ in the categories and sub-

ategories used in the composition of the indexes. 3 

From the Chinn-Ito index (Graph 3.a), it can be seen that Latin

merican economies reduced capital controls rapidly beginning in

990, becoming, at the end of the decade, more financially open

han the Asian average. Asian countries expanded capital controls

fter the Asian financial crisis of 1997, and even more so after the

nternational financial crisis of 20 07–20 09. This movement is also
ut analyze ten of the twelve subcategories to calculate a composite openness in- 

ex, thus having more granularities over the controls of various types of capital. 

owever, the coverage is more limited (99 countries covering 1995-2015). For a de- 

ailed analysis of the various existing de jure indices, see, for example, Jahan and 

ang (2016) . 
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Fig. 2. Evolution of the trade openness ratio (de facto) and exports coefficient (1985–2016). 

Source: Source: Authors’ elaboration based on World Development Indicators (2018). Notes: Trade openness is the sum of exports and imports of goods and services as a 

percent of GDP. Latin America (LA): Argentina, Chile, Colombia, Ecuador and Peru. Asia: India, Indonesia, Malaysia, Thailand and the Philippines. 

Fig. 3. Evolution of financial openness—de jure indicators (1988–2016). 

Source: Source: Authors’ elaboration based on Chinn and Ito (2006) and Fernández et al., (2015) . Note: For the Chinn-Ito Index, higher values indicate weaker capital 

controls, and for the Fernández et al. Index, higher values indicate stronger capital controls. Latin America (LA): Argentina, Chile, Colombia, Ecuador and Peru. Asia: India, 

Indonesia, Malaysia, Thailand and the Philippines. 
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observed in the Latin American average, although their controls re-

main at levels lower than those used by the Asian average. The in-

dex of Fernández et al. (Graph 3.b), in which larger values mean

greater capital control, presents very similar movements. In sum,

both indicators point to the Chinese economy as having the most

rigid control over the international movement of capital, as well as

a greater regulation of Asian countries compared to Latin America

as of the mid-1990s. 

Fig. 4 , on the other hand, presents the evolution of international

financial integration or de facto financial openness by considering

two indicators: the aggregate financial flows in terms of the trade

flows (IFI-FT) and the aggregate financial stocks in proportion to

GDP (IFI-SGDP). 4 Mexico aside, as of the mid-1990s the IFI-FT in-

dicator reveals a distancing from the averages of Latin America and

Brazil, especially with respect to Asian countries, evidencing an in-
4 The IFI-SGDP is an indicator widely used in studies on international financial 

integration and economic growth. The IFI-FT indicator is based on the work of 

Lane and Milesi-Ferretti (2007) , in which the authors use aggregate financial stocks 

in proportion to the trade flows as an indicator of financial integration that also 

reveals whether the predominant route of integration to the international markets 

is by the financial or trade side. However, we believe that a ratio of financial flows 

to trade flows would better reflect the changes in the preferential path of external 

insertion than the ratio of financial stocks to trade flows. For a review of de facto 

indicators, as well as the comparison with de jure indices, see, Kose et al. (2006) . 
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1  
ertion in the global economy based mainly on financial openness,

o the detriment of trade. 

In the case of the IFI-SGDP there is no significant difference be-

ween the Asian and Latin American averages, which presented the

ighest levels of international financial integration over the period.

here is also no significant difference between the individual rep-

esentatives of the two regions (Brazil and Mexico, and China and

orea), with the exception of the financial integration jump of the

orean economy over the last decade. In any case, there is a grow-

ng trend in de facto financial opening for all the economies consid-

red here, and in this sense the most interesting aspect regarding

he external insertion of these regions may be in the difference

bserved by the IFI-FT indicator, i.e., in the greater integration of

atin America into the global economy, predominantly by the fi-

ancial side, when compared to the insertion of Asia. 

In short, in addition to revealing the different trajectories of per

apita GDP growth between Latin America and Asia, this section

eviews some similarities and differences in liberalization reforms

ursued by these regions since the 1990s. Although we can ob-

erve a convergence of average tariffs on manufactured goods from

oth regions towards reducing protection by reducing tariffs, the

arly years of this process show more gradualism on the part of

sians, who even raised their rates during the late 1980s and early

990s. On the other hand, the greater trade tariffs of the Asian rel-
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Fig. 4. Evolution of financial openness - de facto indicators (1990–2016). 

Source: Source: Authors’ elaboration based on Lane and Milesi-Ferretti (2011) and International Financial Statistics (2018) . Note: IFI-FT is the sum of gross financial flows as 

a percent of trade flows (exports plus imports). IFI-SGDP is the sum of stocks of assets and liabilities as a percent of GDP. Latin America (LA): Argentina, Chile, Colombia, 

Ecuador and Peru. Asia: India, Indonesia, Malaysia, Thailand and the Philippines. 

Fig. 5. Evolution of the manufacturing share in total value added (%). 

Source: Source: Authors’ elaboration based on United Nations Statistics Division (2018) and Timmer et al., (2015) . Note: Latin America (LA) combines Argentina, Chile, 

Colombia, Ecuador and Peru. Asia: India, Indonesia, Malaysia, Thailand and the Philippines. 
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tive to Latin American countries did not restrain the former from

ignificantly increasing the trade openness ratio during the period

measured by the total trade flows as percentage of GDP) due to

he growth of exports. 

On the financial side, the observation of the two de jure indi-

ators considered here points to a more cautious financial inte-

ration strategy on the part of the Asian economies compared to

hose of Latin America, the latter of which started a rapid dereg-

lation in the early 1990s, and are still, even today, more open to

apital movements than the Asian countries are on average. In de

acto terms, both regions have significantly increased their degree

f financial integration, as reflected by the inventories of assets

nd liabilities in proportion to their domestic product, and there

s no significant difference between the regions’ average. From the

oint of view of financial flows, when weighted by trade flows, we

an see in Latin America an integration with international markets

ith a predominance of finance over the real sector, compared to

hat observed in Asia. Given the high instability of the international

nancial system, this indicator points to an insertion that is poten-

ially highly vulnerable to changes in the external environment. 

. Deindustrialization 

One of the most striking aspects of this period we are analyzing

s the downward trend in value added by the manufacturing in-
ustry in Latin America. As illustrated in Fig. 5 , in the early 1990s,

n the more advanced economies of Latin America and in the East

sian countries, the share of the manufacturing industry was sim-

lar. Going forward, there was strong growth in the manufacturing

ndustry of the Asian countries, followed by stabilization at levels

uch higher than those observed for the Latin American countries.

he consequence was that Latin America’s export basket moved

oward unsophisticated goods with increased dependence on ex-

orts of primary commodities, Brazil being a striking example of

his dynamic because, before the 1990 trade liberalization, it was

he more industrialized country of the region ( Table 2 ). 

This re-elevation of Latin American exports to a primary status

ecame pronounced in the mid-20 0 0s. In the case of Brazil and

atin America as a whole, this deindustrialization process is very

lear. The exception is Mexico, but it is a false exception. After

he creation of the North American Free Trade Agreement (NAFTA),

exico’s production and export of manufactured goods increased

reatly, and the share of the exports of manufactured goods in-

reased substantially, but this did not involve the sophistication of

he Mexican because the manufacturing industry was reduced to

he status of "maquiladora", with low value added per capita, thus

erforming with manufactured goods the role that commodity pro-

uction does in the other Latin American countries. 

Deindustrialization and reprioritizing of commodities inverted

he transfer of labor, now from high- to low-value-added indus-
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Table 2 

Dependence on exports of primary commodities (% of total exports). 

1990–94 1995–99 20 0 0–04 2005–09 2010–14 2015–16 

Latin America 83.93 79.37 77.71 79.84 83.24 83.12 

Mexico 36.50 18.58 17.10 24.59 24.98 16.81 

Brazil 43.97 45.57 44.95 51.73 63.83 61.61 

Asia 39.04 29.37 27.29 33.64 38.80 33.38 

Korea 7.24 11.42 9.10 11.13 13.88 10.35 

China 19.35 14.24 10.29 7.18 6.29 5.99 

Source : Authors’ elaboration based on United Nations Statistics Division (2018) . Notes: Primary 

commodities refer to codes 0, 1, 2, 3, 4, 68, 667, 971; SITC Rev. 3. Latin America: Argentina, 

Chile, Colombia, Ecuador and Peru. Asia: India, Indonesia, Malaysia, Thailand and the Philip- 

pines. 

Fig. 6. Real GDP per capita growth: (A) manufacturing and (B) commodity exports (1992–2016, five-year average) 3 . 

Source: Source: Authors’ elaboration based on United Nations Statistics Division (2018) and World Development Indicators (2018). Notes: Logarithmic scale data. Countries: 

Argentina, Brazil, Chile, Colombia, Ecuador, Mexico, Peru, China, India, Indonesia, Korea, Malaysia, Thailand and the Philippines. 
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5 Bresser-Pereira (2011) . 
tries and is certainly associated with the low growth rates of

Latin America. In the context of the market-oriented reforms, Latin

America gave up the previously established development strategies

of the manufacturing sector, which is a sector relevant to driv-

ing/sustaining growth for a number of reasons: 

(i) the ability to generate and propagate technological progress;

(ii) the greatest potential for productivity growth relative to

other sectors; 

(iii) the generation of positive externalities and synergies; and 

(iv) contribution to the sustainability of the balance of payments

and trade gains. 

Fig. 6 shows clear positive correlations between the manufac-

turing sector and real per capita GDP growth in the period 1992–

2016, and a negative association with the growth in the exports

of primary commodities. The coefficients and the level of signifi-

cance of all estimated correlations are presented in Table A1 in the
ppendix. Also, the Appendix, Fig. A2 shows a positive relation-

hip between the exports of more complex products and the eco-

omic growth, as well as between the size of the manufacturing

ector and the complexity of exports. Thus, Figs. 6 and A2 point to

he importance of the development of the manufacturing sector to

upport a faster pace of per capita GDP growth. 

These data confirm our argument that the quasi-stagnation of

atin America since the 1980s happened essentially in the man-

facturing industry, which saw its share of GDP fall and its pro-

uctive sophistication also fall. Why did this happen? Essentially

ecause the macroeconomic environment became unfavorable to

nvestment and industrial development mostly due to the behavior

f exchange rates and interest rates in those economies. As one of

he authors of this paper have been arguing for long, these coun-

ries have fall in an interest rate-exchange rate trap. 5 This behav-
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6 The two basic models on the disease are Gabler and Neary (1981) and Bresser- 

Pereira (2008). 
7 If the import tariffs on manufactured goods were very high, as was the case 

of many Latin American countries, if they were higher than what was required to 

neutralize the Dutch disease, they would be also protectionist. 
8 Suppose that in a country the current equilibrium exchange rate is # 3.30 per 

dollar and the industrial equilibrium is # 4.00 per dollar. The Dutch disease will 

be # 0.70. An import duty corresponding to that amount will neutralize the Dutch 

disease for the purposes of the internal market. An export tax on commodities that 

give rise to the Dutch disease of $ 0.70 per dollar will neutralize the Dutch disease 

both in relation to the domestic and foreign markets. 
or seems to be largely associated with the process of international

pening of these economies from the 1980s, as seen in Figs. 3 and

 . Financial liberalization in Latin America was more abrupt and

rofound than in Asia, and, as we will see in the next section,

rade liberalization dismantled the mechanism that neutralized the

utch disease. 

. Why have liberalizing reforms caused the middle-income 

rap? 

So far, we have shown that explanations for the middle-income

rap are insufficient because they work with a too large income in-

erval and don’t identify new changes that caused countries to fall

nto it. We have also shown the correlation between liberalization

f markets (that results in a fall in manufacturing and a rise in

ommodity exports) and a fall in the yearly rate of growth of GDP

er capita. Now we move on to the next question. Namely, why

ould liberalizing reforms cause countries to fall into the trap – a

iberalization trap? 

Trade and financial openings have occurred in Latin America

ince the 1980s and more intensely than in East Asia. But why

ould this new historical fact be a significant cause for the low

rowth observed in Latin America? The answer is, essentially, that

hese reforms have caused directly an increase in interest rates and

he dismantling of the high import tariffs on manufactured goods

hat neutralized the Dutch disease – the two causes of a chronic

ppreciation of the exchange rate appreciation, which made the

anufacturing industry in Latin America non-competitive. 

In the economic literature, it is well established that the cur-

encies of the economies specialized in commodities tend to be

ppreciated in the long run because they face the Dutch disease.

n the other hand, central banks in the region tend to define a

igh interest rate around which they organize their monetary pol-

cy so as to attract foreign capital and “grow with external sav-

ngs” – this representing a second major cause of overvaluation

f the national currencies of Latin American countries. The ex-

hange rate in these countries is not just volatile but tends to

ove cyclically from currency crisis to currency crisis, remaining

vervalued for several years between the crises. This is a competi-

ive disadvantage that discourages the companies – even the ones

sing the best technology available – to invest. They will make

heir investment calculations considering the overvalued currency

nd will not invest. This was what happened to the Latin Ameri-

an countries. They were subject to the trap of high interest rates

nd exchange rates that appreciated in the long-term that make

ven the best companies that produce tradable manufactured non-

ommodity goods non-competitive. This is the main reason why

atin American economies are lagging Asian economies, especially

ast Asian countries since the 1980s. While the East Asian coun-

ries do not have the Dutch disease problem, the Latin American

ountries suffer from it. Before trade liberalization and financial

iberalization, they intuitively neutralized it: in relation to the do-

estic market they did it through high import tariffs; and in rela-

ion to the foreign market, it was done by subsidizing exports of

anufactured goods. On the other hand, Latin American countries

enerally incur current-account deficits and say that their “strat-

gy” is to grow with foreign indebtedness, while Asian countries

ave always been more conservative in this regard: they grow with

omestic savings. 

Thus, the main cause of the quasi-stagnation trap in Latin

merica are the neoliberal reforms adopted since 1980s – the

rade reforms that dismantled the mechanism neutralizing the

utch disease, and the financial reforms that facilitated the in-

rease in the interest rate. According to the arguments of New-

evelopmentalist theory, especially those of Bresser-Pereira (2014,

016 ) and Bresser-Pereira et al. (2016) , the growth of developing
ountries is severely hampered by the macroeconomic trap of high

nterest rates and overvalued exchange rates: they discourage in-

estment and stimulate only consumption. We can summarize this

ynamic in the following points: 

(1) In developing countries there is a tendency for cyclical

and chronic (long-term) overvaluation of the exchange rate

which appreciates it in the long run, only depreciating it in

times of financial crisis; 

(2) A long-term appreciated exchange rate creates a strong com-

petitive disadvantage because companies start to factor this

rate into their investment calculations and decline to invest

or invest as little as possible; 

(3) The main causes of this exchange rate appreciation are two

common policies in developing countries – the policy of

growth through “foreign savings” (in other words, the policy

of attempting growth with current account deficits), and the

policy of implementing an anchor exchange rate to control

inflation, both implemented through a high interest rate; 

(4) Current account deficits, besides leading countries to a

balance-of-payment crisis, are associated with a currency

appreciation that, by making the companies that produce

tradable non-commodity goods and services uncompetitive, 

using the best available technology, discourage investment

and stimulate consumption; these deficits correspond to

a long-term appreciated exchange rate because countries

now require an additional foreign currency inflow to fi-

nance them, which increases their supply and appreciates

the country’s currency; 

(5) In commodity-exporting countries, such as Latin American

countries, this appreciation is more serious because they

face the problem of Dutch disease – a long-term exchange

overvaluation in commodity-exporting countries that, thanks 

to the Ricardian rents or price booms, can be exported at

a substantially more appreciated exchange rate than that of

industrial equilibrium—an equilibrium that would otherwise

make the industrial companies using cutting-edge technol-

ogy more competitive. 

Awareness of the Dutch disease is relatively recent in the eco-

omic literature, 6 but this did not prevent policymakers in many

ountries, intuitively or pragmatically, from neutralizing it with re-

ard to the domestic market. The instrument were high import tar-

ffs on manufactured goods, which, to the extent that they were

ust neutralizing the Dutch disease, were not protectionist – they

ere just giving the local manufacturing industry equal conditions

f competition with the companies of other countries. 7 They in-

reased the cost of importers’ non-commodity goods, thus mak-

ng those businesses in the country that produced tradable non-

ommodity goods competitive. 8 

Given these facts, it is clear why liberal reforms represent the

ajor new fact that explains the middle-income trap in Latin

merican countries. Consider the two liberalizations. First, there

s financial liberalization. Prior to the 1980s, interest rates were

ery low, and the financial system was centralized within the

tate. With financial liberalization, legitimized by Shaw (1973) and
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Fig. 7. External balance – Current account and net foreign liabilities (1990–2016). 

Source: Source: Authors’ elaboration based on Lane and Milesi-Ferretti (2011), International Financial Statistics and World Economic Outlook (2018) . Note: Latin America 

(LA): Argentina, Chile, Colombia, Ecuador and Peru. Asia: India, Indonesia, Malaysia, Thailand and the Philippines. 
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McKinnon’s (1973) thesis of “financial repression”, interest rates

could increase freely. 

Second, we have trade liberalization. Although Dutch disease

was not understood, it was, nevertheless, clear to policymakers that

industrialization had to be the main goal. Import tariffs on manu-

factured goods neutralized the exchange rate overvaluation in an

intuitive and pragmatic way. It was a partial neutralization, be-

cause it acted only on the domestic market. It should not have

been derided as “protectionism” because it simply gave companies

in the country equal conditions in competing with the companies

from other countries. 9 When countries opened their economies,

this implied the dismantling of the mechanism that neutralized

the Dutch disease, and represented a huge competitive disadvan-

tage which was the main cause of the deindustrialization that fol-

lowed. Within the industrialization policy that these countries had

adopted, there was certainly an element of protectionism, but also

an element of legitimately leveling the playing field of competi-

tiveness. 

The new-developmentalism theory predicts that when a coun-

try carries out financial liberalization and trade liberalization, five

things happen: 

(1) Its interest rate increases; 

(2) Its system for neutralizing the Dutch disease (which was

embedded in its trade system) is dismantled; 

(3) Which causes its current accounts deficit to increase; 

(4) And its exchange rate to appreciate in the long run; 

(5) And the country de-industrializes. 

This is what happened. Although part of the overvaluation –

the part caused by Dutch disease – is not clear in the statistics

the numbers in Fig. 7 are very clear regarding the first point. 10 

We can observe the evolution of the current account balance and

the net foreign liabilities (NFL) for Latin America and Asia be-

tween 1990 and 2016, both proportionate to GDP. Fig. 7 shows a

clear deterioration in the current accounts for Latin America, espe-

cially for Brazil, from the beginning of the 1990s, which was tem-
9 Between 1967 and 1990, Brazil added export subsidies for manufactured that 

neutralized the Dutch disease in relation to the foreign market. In 25 years, exports 

of manufactured goods in the country’s total exports increased from 6 to 62%. 
10 The part of the Dutch disease is not clear because the Dutch disease does not 

really appreciate the national currency. What it does is to distinguish the exchange 

rate that balances the current account and is satisfying for the exports of commodi- 

ties (“the current equilibrium”) from the “industrial equilibrium” - the exchange 

rate that companies producing manufactured goods that use the best technology in 

the world require to be competitive. 

t  

f

 

F  

b  

i  

(  

r  

e  
orarily reversed during the commodity price boom from 2002 to

008 but resumed the deficits expansion in the period of crisis and

lobal recession that followed. In contrast, there is a strong growth

n the current account balance proportionate to GDP in the East

sian economies in the late 1990s, and the maintenance of surplus

alances over the ensuing period, including during the post-2008

lobal recession. 

The changes in the International Investment Position of these

conomies reflected the changes in the current account and in the

xchange rate just discussed, since this position basically reflects

he net result of the current account plus the valuation/devaluation

ffects related to the exchange rate and the price of the assets.

hus, the Asian economies showed a significant reduction of their

FL from the 20 0 0s, which even became negative in China and

orea. In the case of the Latin American average and its individ-

al representatives, in addition to the larger NFL vis-à-vis Asia, the

oint analysis of Figs. 7 a and 7 b points to a lower correlation be-

ween current account balances and the evolution of the NFL, in-

icating a greater relevance of the valuation/devaluation effects in

ts determination. 

Given that the Latin American economies have, on average, a

reater external imbalance in both flow and stocks, balance sheet

djustments tend to reflect the periodic need for recessive adjust-

ents of domestic economic activity and changes in international

reditor confidence, which are manifested, on the one hand, in

igher interest rates (turned necessary to encourage the interna-

ional financial inflows as well as to guarantee the permanence of

hese capitals) and, on the other hand, in periods of continuous

xchange appreciation. The negative implications of periods of ex-

hange rate appreciation include the overheating of the economy

nd the formation of bubbles in the credit and asset markets, large

urrency mismatches and maturities in the private sector balance

heets, allocative distortions between sectors and deterioration in

he competitiveness of exports and the balance of current trans-

ctions, which are usually accompanied by an acceleration of GDP

rowth and then by a crisis, disruption of external financing, capi-

al flight, and a deep depreciation of the currency and a significant

all in output. 

The behavior of the exchange rate confirmed this prediction.

ig. 8 compares the behavior of exchange rates and interest rates

etween Latin America and Asia. As expected, there is a high real

nterest rate differential, and a more appreciated real exchange rate

right axis) in Latin America compared to Asia throughout the pe-

iod. Thus, considering the level of these key prices for regional av-

rages, the macroeconomic environment in the period 1990–2016
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Fig. 8. Difference between the exchange and the interest rates in Latin America and Asia (1990–2016). 

Source: Source: Author’s elaboration based on International Financial Statistics and World Development Indicators (2018) . Notes: The differentials are simply the subtraction 

of the rates in Latin America by the Asian rates. Latin America: Argentina, Brazil, Chile, Colombia, Ecuador, Mexico and Peru. Asia: China, India, Indonesia, Korea, Malaysia, 

Thailand and the Philippines. 

Fig. 9. Financial openness, (a) real exchange and (b) interest rates (1992–2016, five-year average). 

Source: Source: Authors’ elaboration based on Fernández et al., (2015) , International Financial Statistics and World Development Indicators (2018) . Notes: Logarithmic scale 

data. Countries: Argentina, Brazil, Chile, Colombia, Ecuador, Mexico, Peru, China, India, Indonesia, Korea, Malaysia, Thailand and the Philippines. 
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eemed to be more favorable towards gross physical capital forma-

ion and exports in Asia than in Latin America. 

Fig. 9 shows the correlation between the financial openness ra-

io and real exchange and interest rates for 1992–2016 8 . 

Graph 9a points to a positive association between greater re-

trictions on free capital mobility and more depreciated exchange

ates. In turn, chart b suggests that greater financial flows regula-

ions are associated to lower real interest rates. In the Appendix,

ig. A1 , the same relationships are observed with respect to the de

acto measure of financial integration (IFI-FT). 

Fig. 10 shows the relationship between real exchange rates and

nterest rates and the share of the manufacturing sector in the

roduct, as well as real per capita GDP growth. The graphs demon-
trate associations in line with our general hypothesis. Graph a

llustrates a positive relationship between the exchange rate and

he share of the manufacturing sector in the product, while graph

 shows a negative relationship between the share of the manu-

acturing sector and the real interest rate. Also, as expected, the

raphs c and d suggest a non-linear U-shaped relationship between

xchange rates, interest rates, and economic growth. 

Returning to the issue of external imbalances and the financing

f growth with external savings, as shown in Chart a of Fig. 11 ,

etween the Asian and Latin American economies, those that are

ore financially open had a larger deficit in current transactions

etween 1992 and 2016, which were associated with more appre-

iated exchange rates and slower growth rates of real GDP per
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Fig. 10. Exchange and interest rates, real GDP per capita growth and manufacturing (1992–2016, five-year average). 

Source: Source: Authors’ elaboration based on United Nations Statistics Division, International Financial Statistics and World Development Indicators (2018) . Notes: 

Logarithmic scale data. Countries: Argentina, Brazil, Chile, Colombia, Ecuador, Mexico, Peru, China, India, Indonesia, Korea, Malaysia, Thailand and the Philippines. 
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capita during the period (Chart b ). This result can be interpreted

as reflecting the greater dependence on financing that accompa-

nies these imbalances and, therefore, greater vulnerability to exter-

nal shocks from the international financial system. Fig. A1 , in the

Appendix, reinforces these arguments based on the association be-

tween de facto financial integration, economic growth, investment

rate, and the current account. Fig. A2 also shows that higher net

foreign liabilities are associated with lower per capita GDP growth

rates in the long run. 

Another fundamental element in this relationship is the vulner-

ability of trade revenues for those economies where exports are

too concentrated in primary commodities and are natural-resource

intensive, which suffer from lower income elasticity of demand

and higher price volatility vis-à-vis more sophisticated manufactur-

ing goods. As we have already seen in Fig. 6 , export patterns con-

centrated in primary commodities are associated with lower GDP

growth per capita in the long run. Taking this into account, from

the relationship between external shocks and economic growth in

Latin America and Asia between 1990 and 2016, Fig. 12 highlights

the importance of the balance of the external account for the sus-

tainability of growth. It is clear that the association between ex-

ternal shocks and reductions in per capita GDP growth is signif-

icantly higher in Latin America than in Asia, and that growth is

more volatile in the former region than it is in the latter. This

higher volatility can be worrisome. The correlation coefficients

in Table A1 show that more volatile economies have diminished

growth in the long run. 

The recovery and improvement of a country’s productive struc-

ture, which is essential to growth, depends on the process of

overcoming external imbalances and the high instability that goes
long with it. This allows for a greater diversification of exports

owards more sophisticated goods, with greater income elasticity

emand and lower price volatility. Fig. A2 also shows robust neg-

tive associations between the share of the manufacturing sector

nd the complexity of exports with respect to the current account

eficit and net foreign liabilities in the period 1992–2016. 

Therefore, the evidence contained in this section can be sum-

arized as follows. Over the period analyzed, in relation to Asian

conomies, Latin American countries presented, on average: 

(i) The most appreciated exchange rates and higher interest

rates; thus, 

(ii) Greater imbalances in external accounts and greater vulner-

ability of economic growth to external shocks; and, so 

(iii) Unlike the Asian ones, a tendency to deindustrialize or to

reduce the participation of the manufacturing sector in the

total added value, 

(iv) In addition, the consolidation and even expansion of depen-

dence on exports of primary commodities in Latin America. 

The behavior of these variables shows a strong relationship to

he indicators of commercial and financial liberalization, creating

 feedback loop. That is, the greater financial openness seems to

ave engendered a framework in which capital movements act on

he behavior of interest and exchange rates in ways that reinforce

he difficulties that were already present historically in the Latin

merican economies regarding the balance of external accounts

nd the high dependence of economic growth on international liq-

idity cycles and commodity prices. This dependency is manifested

n the maintenance of high interest rates and long cycles of ex-

hange appreciation and abrupt depreciations that are incompati-
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Fig. 11. Financial openness, current account deficit and real GDP per capita growth (1992–2016, five-year average). 

Source: Source: Authors’ elaboration based on Fernández et al., (2015) and World Development Indicators (2018). Notes: Logarithmic scale data. Countries: Argentina, Brazil, 

Chile, Colombia, Ecuador, Mexico, Peru, China, India, Indonesia, Korea, Malaysia, Thailand and the Philippines. 

Fig. 12. External shocks and growth of real GDP per capita (1990–2016). 

Source: Source: Authors’ elaboration based on International Financial Statistics, World Development Indicators and UNCTADstat (2018) . Notes: External shock is the sum of 

the percentage change in the terms of trade and net financial flows (in proportion to GDP). Latin America: Argentina, Brazil, Chile, Colombia, Ecuador, Mexico and Peru. 

Asia: China, India, Indonesia, Korea, Malaysia, Thailand and the Philippines. 
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le with the adoption of investments in the productive sector, par-

icularly complex tradable goods. This, in turn, reinforces the ex-

ernal constraints on the long-term growth of these economies. 

. An empirical study on the determinants of economic growth

nd deindustrialization 

The data analyzed thus far already contribute to at least par-

ial acceptance of this study’s central hypothesis that the low

rowth of Latin America observed in recent decades is especially
ttributable to the liberalizing reforms of the late 1980s and early

990s, the implementation of which produced great competitive

isadvantages for the manufacturing industries of these countries,

ith important ramifications for domestic production and foreign

rade. However, due to the limitations of this type of analysis, a

ore formal test is needed that identifies causal effects rather than

erely correlations between the examined variables, considering

ll correlations and cross-effects and controlling for other poten-

ially relevant factors. 
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With this objective, a dynamic panel data model was consid-

ered using the generalized method of moments (GMM) proposed

by Arellano and Bond (1991), which is appropriate in cases involv-

ing a) a linear functional relationship; b) a lagged dependent vari-

able, which means a dependent variable influenced by prior val-

ues; c) potentially endogenous explanatory variables; d) individ-

ual fixed effects; e) heteroscedasticity and autocorrelation within

groups of individuals; and f) the possibility of "internal" instru-

ments based on their own lagged variables. 

The choice of the right-hand side variables in the basic model

of the manufacturing sector and the growth equation is based

on both the argument developed throughout this paper as the

theoretical and empirical literature on the topics. From the per-

spective of the manufacturing sector, it could be highlighted ele-

ments as the natural process of economic growth and development

(Rowthorn and Ramaswamy, 1999; Rodrik, 2016), as well as the be-

havior of variables linked to policies and macroeconomic stability,

such as interest rates and exchange rates, which may contribute to

the performance of the manufacturing sector, especially in devel-

oping countries, being their effects exacerbated by the degree of

financial e trade openness of the economies ( Palma, 20 05 , 20 08 ,

2010 ; UNCTAD, 2016). 

Likewise, the basic empirical growth model combines a set of

variables identified in the literature as robust determinants of eco-

nomic growth, such as human capital and inflation in the neoclas-

sical approach ( Barro, 1998 ; Barro and Sala-i-Martin, 2004 ), and

other determinants more aligned to our arguments, as the size

of the manufacturing sector ( Szirmai, 2012 ; Szirmai and Verspa-

gen, 2015 ; Rodrik, 2009 ), and the interest rate and real exchange

rate behavior (Easterly, 2001; Razmi et al., 2012 ; Rodrik, 2008 ). 11 

That said, the relationship between liberalizing reforms and the

performance of the manufacturing sector and GDP per capita is an-

alyzed using the following regression models: 

v ama n i,t = v ama n i,t−1 + gdpp c i,t + in f l a i,t + h c i,t + re r i,t 

+ ri r i,t + z i,t + μi,t (1)

gdpp c i,t = gdpp c i,t−1 + v ama n i,t + in f l a i,t + h c i,t + re r i,t 

+ ri r i,t + z i,t + μi,t (2)

where vaman is value added of the manufacturing sector in pro-

portion to total value added, gdppc is GDP growth per capita, infla

is the inflation rate, hc is an index of human capital, rer is the real

exchange rate, rir is the real interest rate and z represents a set of

indicators to assess the impacts of deregulatory reforms, which are

added one by one to the basic regression equation. The term μ in-

corporates the specific fixed effects not observed for each country

and an error term. 

The representative variables for the liberalizing reforms are IFI-

FT, IFI-SGDP, KAOPEN and kaFernandez . The first two variables re-

flect the degree of integration or de facto financial liberalization of

the sample countries, and the last two variables reflect the degree

of de jure financial liberalization. An increase in KAOPEN implies

greater financial liberalization, whereas an increase in kaFernandez

indicates an increase in legal restrictions on the free mobility of

capital. The impacts of trade reforms are approximated by tman ,

the average tariff on imports of manufactured goods, and open , the

traditional proxy for the trade openness, given by the sum of ex-

ports and imports in proportion to GDP. A detailed description of

the series is shown in Table A2 in the Appendix. 

Tables 3 and 4 summarize how liberalization reforms relate to

the performance of the manufacturing sector and per capita GDP.
11 Real Exchange rate is the average nominal rate adjusted by purchasing power 

parity, and the real interest rate is the average nominal lending rate adjusted by 

GDP deflator. 

r  

c  

i  

a  
ll variables are in order so that the coefficients can be interpreted

s elasticities. 

With respect to the effects of trade liberalization on value

dded of manufacturing ( Table 3 ), it can be observed that on av-

rage, the variable of tariffs on manufactured imports was posi-

ive and significant for explaining value added of the industry, and

he variable used as a proxy for the degree of trade liberalization

as not statistically significant.. These results reinforce the argu-

ent advocated in the previous sections that the abrupt reduction

n the mechanisms that protect industry in Latin America was one

f the factors that led to worse performance of this sector in the

egion, especially in comparison to Asian nations where the pro-

ess of trade liberalization occurred more slowly. 

Regarding financial openness, the variable IFI-FT was negative

nd significant, indicating that the degree of integration negatively

ffected value added of manufacturing. Additionally, the variable

AOPEN had a negative sign and was statistically significant; since

his variable represents the degree of de jure financial liberaliza-

ion, greater financial liberalization led to reduction in the value

dded of the industry. These results support the arguments advo-

ated in the prior sections, which showed both in theoretical terms

nd based on the presentation of data that Latin America’s more

ntense openness to foreign capital increased the levels of interest

ates and appreciated exchange rates and brought great losses to

he industrial sector and the performance of the region. The op-

osite results were observed for Asian economies that remained

ore closed and protected in relation to external capital flows. 

In all of the estimated models, the exchange rate was posi-

ive and significant in terms of its effects on industry value added.

owever, significant results were not obtained for the real interest

ate, which can be explained by the fact that not all countries had

ata for this variable in all analyzed years. 

Regarding the other variables included in the model, as ex-

ected, human capital and GDP growth were positive and sig-

ificant for explaining the performance of the industrial sector,

hereas inflation had a significant negative relationship with in-

ustry value added. It is noteworthy that all models were robust

nd that Sargan’s test, which is used to identify whether the con-

traints of a model are valid, confirmed the validity of the instru-

ents used in the models. 

Because the focus of this article is to investigate and discuss

ther determinants of the average income trap, in addition to esti-

ating the models from Table 3 with value added of the industry

s a dependent variable, the models of Table 4 , which have growth

er capita as a dependent variable, were also presented. 

The results of the models presented in Table 4 also confirm the

rticle’s central thesis that the aforementioned liberalizing, trade

nd financial reforms were detrimental to economic growth and

re the explanatory factors of the worse performance of Latin

merican economies compared with Asian economies. In the es-

imated models, indicators of greater trade and financial liber-

lization negatively affected economic growth during the exam-

ned period. Moreover, higher interest rates also hindered eco-

omic growth during this period, whereas higher exchange rates

nd greater participation of the industry in value added to the

conomy contributed positively to stimulating economic growth in

he analyzed countries. 

Thus, we have offered an explanation why Latin American

conomies are among those that stopped growing in the 1980s,

hile certain East Asian economies have continued to grow. In

dopting the liberal reforms the Latin American countries disman-

led the mechanisms that neutralized the Dutch disease; in incur-

ing in current account deficits and searching to finance them with

apital inflows, they harmed twice the private investment rate: by

ncreasing the interest rate to attract the foreign capitals, and by

ppreciating the national currency and making the manufacturing
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Table 3 

Liberalizing reforms and the performance of the manufacturing sector. 

(1) (2) (3) (4) (5) (6) (7) 

VARIABLES logvaman logvaman logvaman logvaman logvaman logvaman logvaman 

L.logvaman 0.894 ∗∗∗ 0.796 ∗∗∗ 0.876 ∗∗∗ 0.894 ∗∗∗ 0.911 ∗∗∗ 0.921 ∗∗∗ 0.836 ∗∗∗

(0.027) (0.040) (0.030) (0.027) (0.027) (0.029) (0.041) 

gdppcgrowth 0.004 ∗∗∗ 0.006 ∗∗∗ 0.004 ∗∗∗ 0.004 ∗∗∗ 0.004 ∗∗∗ 0.004 ∗∗∗ 0.004 ∗∗∗

(0.000) (0.001) (0.001) (0.001) (0.000) (0.000) (0.001) 

L.loginflation -0.003 -0.005 ∗ -0.003 -0.003 -0.003 -0.004 ∗ -0.007 ∗∗∗

(0.002) (0.003) (0.002) (0.002) (0.002) (0.002) (0.003) 

loghc 0.091 ∗∗ -0.071 0.072 ∗∗ 0.084 ∗∗ 0.055 0.102 ∗∗ 0.057 

(0.038) (0.066) (0.035) (0.038) (0.034) (0.045) (0.054) 

L2.logrir -0.001 -0.000 -0.002 -0.001 -0.002 -0.001 -0.002 

(0.003) (0.003) (0.003) (0.003) (0.003) (0.003) (0.003) 

L.logrer 0.064 ∗∗∗ 0.057 ∗∗∗ 0.057 ∗∗∗ 0.061 ∗∗∗ 0.056 ∗∗∗ 0.059 ∗∗∗ 0.071 ∗∗∗

(0.012) (0.015) (0.011) (0.012) (0.011) (0.011) (0.014) 

L2D.logtman 0.012 ∗∗

(0.006) 

L.logkaopen -0.011 ∗∗

(0.005) 

D.logifi- 

sgdp 

-0.012 

(0.013) 

L2D.logifi- 

ft 

-0.006 ∗

(0.003) 

L3.logopenc -0.017 

(0.012) 

logkafernandez -0.000 

(0.007) 

Constant 0.170 ∗∗ 0.612 ∗∗∗ 0.241 ∗∗∗ 0.178 ∗∗ 0.162 ∗∗ 0.158 ∗∗ 0.378 ∗∗∗

(0.073) (0.145) (0.077) (0.073) (0.071) (0.072) (0.135) 

Observations 245 119 221 245 238 238 153 

Number of countries 13 13 13 13 13 13 13 

Estat Sargan 253.0584 126.0658 230.4475 254.3368 258.7718 253.9516 164.0312 

prob 0.1871 0.1718 0.2097 0.1724 0.1312 0.1434 0.1461 

Note: Standard errors in parentheses. 
∗∗∗ p < 0.01. 
∗∗ p < 0.05. 
∗ p < 0.1. 

Table 4 

Relationship between liberalizing reforms and GDP per capita. 

(1) (2) (3) (4) (5) (6) (7) 

VARIABLES gdppc gdppc gdppc gdppc gdppc gdppc gdppc 

L.gdppcgrowth 0.297 ∗∗∗ 0.134 ∗∗ 0.281 ∗∗∗ 0.231 ∗∗∗ 0.275 ∗∗∗ 0.329 ∗∗∗ 0.264 ∗∗∗

(0.055) (0.068) (0.059) (0.049) (0.054) (0.055) (0.075) 

D.logvaman 48.290 ∗∗∗ 57.611 ∗∗∗ 50.499 ∗∗∗ 33.232 ∗∗∗ 47.009 ∗∗∗ 45.676 ∗∗∗ 63.278 ∗∗∗

(5.693) (7.006) (6.044) (5.256) (5.586) (5.665) (7.449) 

loginflation -0.444 ∗∗ 0.351 -0.392 ∗ -0.408 ∗∗ -0.378 ∗ -0.440 ∗∗ -0.834 ∗∗∗

(0.215) (0.273) (0.231) (0.196) (0.213) (0.222) (0.299) 

L.loghc 7.144 16.163 ∗∗∗ 1.369 -1.343 1.761 8.099 4.275 

(38.793) (5.326) (38.567) (2.863) (2.909) (5.129) (5.882) 

L.logrir -0.739 ∗∗∗ -0.416 -0.776 ∗∗∗ -0.395 -0.724 ∗∗∗ -0.740 ∗∗∗ -0.731 ∗∗

(0.267) (0.290) (0.298) (0.249) (0.267) (0.274) (0.335) 

L.logrer 2.506 ∗∗ 2.859 ∗∗ 2.532 ∗∗ 0.886 2.348 ∗∗ 4.143 ∗∗∗ 2.246 

(1.083) (1.403) (1.110) (1.092) (1.185) (1.346) (1.687) 

L2D.logtman -0.301 

(0.521) 

L2.logkaopen 0.438 

(0.493) 

D.logifi- 

sgdp 

-9.865 ∗∗∗

(1.055) 

L2D.logifi- 

ft 

-1.148 ∗∗∗

(0.390) 

logopenc -2.727 ∗∗

(1.374) 

logkafernandez 0.754 

(0.919) 

Constant 2.006 ∗ -13.850 ∗∗ 2.421 ∗∗ 4.741 3.737 4.578 -0.395 

(1.160) (5.919) (1.208) (3.227) (3.574) (3.870) (6.462) 

Observations 259 133 230 266 259 266 165 

Number of countries 13 13 13 13 13 13 13 

Note: Standard errors in parentheses. 
∗∗∗ p < 0.01. 
∗∗ p < 0.05. 
∗ p < 0.1. 
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12 A comprehensive analysis for potential control variables for economic growth 

literature can be found in Bhalla (2012) and Easterly (2001). 
13 There is an English (2014) version of this book (Developmental Macroeco- 

nomics, from Routledge), but as new developmentalism is a work in progress, the 

2016 Portuguese version reflects this progress. 
14 ECI is the Economic Complexity Index developed by Hausmann and Hidalgo 

et al. (2011) , where complexity is measured by the concepts of diversification (com- 

plexity of the country) and ubiquity (product complexity). Basically, diversification 

refers to the number of products a country exports with revealed comparative ad- 

vantage, and ubiquity refers to the number of countries exporting products with a 
companies non-competitive. The consequence was a severe process

of deindustrialization and a significant reduction in the economic

growth rates of these economies. 

7. Final considerations 

This article highlighted the difference in the growth trajecto-

ries of the Asian and Latin American economies, emphasizing the

importance of the processes of integration or financial and com-

mercial liberalization, as well as their relationships with the key

macroeconomic prices and the productive-commercial structure in

this process. 

With regard to trade liberalization, the evidence indicated that

the Latin American countries have achieved a liberalization that is

apparently similar to that of the Asian countries; in 2016 the aver-

age import tariff was 7.57% in Latin America and 6.37% in Asia. In

fact, the gap was much wider in Latin America because, with the

dismantling of the mechanism that neutralized the Dutch disease,

the cost of importers of industrial goods fell in proportion to the

severity of the Dutch disease, and therefore the loss of competi-

tiveness was greater than that expressed through the reduction of

tariffs. This se verity varies according to the price of commodities,

but assuming that in 2016 it was 15%, the Latin American tariff that

would be the equivalent to Asia’s would not be 6.37% (from above)

but 21.37%. On the other hand, although there was a higher tar-

iff protection for the average Asian economy vis-à-vis Latin Amer-

ican country until the 20 0 0s, trade liberalization did not affect its

export capacity for manufactured goods, which increased signifi-

cantly, while exports of manufactured goods from Latin America

declined in so far that to neutralize the Dutch disease in relation

to the foreign markets there was an export subsidy which was fully

eliminated with the trade liberalization, and once again the Latin

American countries became commodity exporters. The fact that in

a country like Brazil the trade openness ratio is small means that

the effect of stopping neutralizing the Dutch disease on its econ-

omy was smaller than in a country with higher trade ratio but has

a powerful effect in causing deindustrialization. 

As for financial liberalization, evidence has shown that Latin

American economies have rapidly reduced capital controls since
r

990, becoming more financially open at the end of the decade

han the Asian average. In addition, with regard to the Asian

conomies, the movement towards intensifying Latin American

ntegration into international markets occurred predominantly

hrough financial channels, with the intensification of capital flows,

ather than through the real economy, with trade flows. 

This configuration implied for Latin America the maintenance

f interest rates and exchange rates at higher and appreciated lev-

ls, respectively, which put the manufacturing industry at a great

ompetitive disadvantage. This reinforced the external constraints

mposed on long-term economic growth, which tends to be overly

ensitive to global financial cycles and commodity prices. 

That said, the main conclusion of this study is that, in the 1990–

016 period, the Latin American countries didn’t fall into a middle-

ncome but a liberalization trap. While the East Asian countries al-

eady exported manufactured goods and were relatively open, the

atin American countries adopted trade liberalization that disman-

led the pragmatic mechanisms that neutralized the Dutch disease

hich were imbedded in they trade system, and financial liberal-

zation that limited their ability to control the capital flows while

acilitating the increase in the interest rates. In a context of strong

ompetition between nation-states, the maintenance of a more fa-

orable environment for productive investment requires overcom-

ng the interest rate-exchange rate trap; it requires the rejection of

rowth using foreign savings and the policy of using the exchange

ate to control inflation; it requires also that the current and the

scal accounts are kept balanced, the latter being expansive only

ountercyclically. In other words, it involves offering to the com-

anies in the country (national or multinational companies) equal

onditions of competition in relation to companies abroad. 12 , 13 , 14 
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Fig. A1. International financial integration and macroeconomic variables (1992–2016, five-year average). 

Source: Source: Authors’ elaboration based on United Nations Statistics Division, International Financial Statistics and World Development Indicators (2018) . Notes: 

Logarithmic scale data. Investment is the Gross Fixed Capital Formation as% of GDP. Countries: Argentina, Brazil, Chile, Colombia, Ecuador, Mexico, Peru, China, India, 

Indonesia, Korea, Malaysia, Thailand and the Philippines. 
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Fig. A2. Manufacturing, exports complexity, external balance and real GDP per capita growth (1992–2016, five-year average). 

Source: Source: Authors’ elaboration based on United Nations Statistics Division, World Development Indicators, International Financial Statistics (2018) , Hausmann et al. 

(2011) and Lane and Milesi-Ferretti (2011). Notes: Logarithmic scale data except for net foreign liabilities. Countries: Argentina, Brazil, Chile, Colombia, Ecuador, Mexico, 

Peru, China, India, Indonesia, Korea, Malaysia, Thailand and the Philippines. 
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Table A1 

Matrix of correlation coefficients between selected variables (1992–2016, five-year average). 

Variables �GDPpc IFI-FT Fernández 

et al. Index 

Manufacturing 

share 

ECI Primary 

Comm. Exp. 

Current 

account 

deficit 

Net foreign 

liabilities 

Investment RIR (ln) RER (ln) Trade ratios Investment 

volatility 

�GDPpc 

volatility 

�GDPpc 1 

IFI-FT -0.16 1 

Fernández et al. Index 0.31 ¹ -0.33 ¹ 1 

Manufacturing share 0.33 ¹ -0.44 ¹ 0.24 ² 1 

ECI 0.15 -0.21 ³ 0.29 ² 0.59 ¹ 1 

Prim. Comm. Exp. -0.29 ² 0.48 ¹ -0.54 ¹ -0.73 ¹ -0.80 ¹ 1 

Current account deficit -0.10 0.34 ¹ -0.22 ³ -0.56 ¹ -0.42 ¹ 0.41 ¹ 1 

Net foreign liabilities -0.46 ¹ -0.09 -0.30 ² -0.27 ² -0.42 ¹ 0.29 ² 0.37 ¹ 1 

Investment 0.72 ¹ -0.32 ¹ 0.33 ¹ 0.53 ¹ 0.33 ¹ -0.49 ¹ -0.11 -0.38 ¹ 1 

RIR (ln) -0.19 0.27 ² -0.33 ¹ -0.30 ² -0.20 ³ 0.29 ² 0.38 ¹ 0.34 ¹ -0.19 1 

RER (ln) 0.13 -0.49 ¹ 0.41 ¹ 0.13 -0.30 ² -0.10 -0.18 0.38 ¹ 0.04 -0.07 1 

Trade ratios -0.001 -0.48 ¹ 0.14 0.54 ¹ 0.32 ¹ -0.39 ¹ -0.60 ¹ -0.04 0.21 ³ -0.21 ³ 0.17 1 

Investment volatility -0.09 -0.11 0.13 0.08 -0.09 -0.02 -0.16 0.20 ³ 0.07 -0.04 0.34 ¹ 0.23 ³ 1 

�GDPpc volatility -0.39 ¹ 0.22 ³ -0.15 -0.08 -0.06 0.14 -0.18 0.21 ³ -0.34 ¹ -0.14 -0.04 0.01 0.48 ¹ 1 

Source: Authors’ elaboration based on the research data. Note: ¹, ², ³; Significant at 1%, 5% and 10%, respectively. 

Table A.2 

Description of variables used in estimations. 

Variables Description Source 

vaman Value added of manufacturing sector (ISIC D), as% of total value added. UNSD (2018) 

gdppc Real GDP per capita growth rate. GDP per capita is PPP, constant 2011 international $. WDI (2018) 

hc Human Capital Index based on years of schooling and returns to education. PWT 9.0 

open Trade ratio: sum of value of exports and imports of goods and services as% of GDP. WDI (2018) 

tman Tariff protection on manufactured goods, applied, simple mean (%). WITS (2018) 

IFI-FT Sum of total inflows and outflows of capital as% of trade. IFS (2018) 

IFI-SGDP Sum of total stock of external assets and liabilities as% of GDP. Lane and Milesi-Ferretti (2011) 

dataset; IFS (2018) 

KAOPEN Chinn-Ito Index. Report the existence or absence of legal restrictions on capital flows and enforcement intensity. Higher values indicate higher level of 

financial liberalization. 

Chinn-Ito (2006) dataset 

kaFernandez Fernández et al., (2015) Capital Control Index. Higher values indicate lower level of financial liberalization. Fernández et al., (2015) dataset 

infla Annual change in GDP deflator. WDI (2018) 

rer Annual average nominal exchange rate, adjusted by PPP. An increase corresponds to a real depreciation of the domestic currency against the $. IFS-WEO (2018) 

rir Annual average interest rate charged by commercial banks on short and medium term loans in local currency, adjusted by GDP deflator. IFS and WDI (2018) 
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