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Abstract
We use the Michigan Model of World Production and Trade to assess the economic effects of
the Free Trade Area of the Americas (FTAA). The model covers 18 economic sectors in each of 22
countries/regions and is based on Version 5.4 of the GTAP database for 1997, together with specially
constructed estimates of services barriers and other data on sectoral employment and numbers of firms.
The distinguishing feature of the model is that it incorporates some aspects of trade with imperfect
competition in the manufacturing and services sectors. The modeling focus is on the effects of the
bilateral removal of tariffs on agriculture and manufactures and of services barriers. The computational
results indicate that the FTAA would increase the economic welfare of member countries by $118.8
billion, with the largest increases accruing to the United States, $67.6 billion, and to South America,
$27.6 billion. The FTAA is trade-diverting for most of the rest of the world, with a welfare reduction
of $9.3 billion. In comparison, if the FTAA countries were to adopt unilateral free trade, total member
welfare would increase by $476.8 billion and global welfare by $812.7 billion. If multilateral free
trade were adopted by all countries/regions in the global trading system, the welfare effects would be
considerably larger, $751.2 billion for the FTAA members and $2.4 trillion globally.
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1. Introduction
This paper presents a computational analysis of the economic effects of the Free Trade
Area of the Americas (FTAA) that is currently being negotiated by the 34 countries in the
region. The initiative for the FTAA was first announced in December 1994 at the Summit of
the Americas in Miami and is supposed to be completed in 2005. This analysis of the FTAA
is based on the Michigan Model of World Production and Trade, a multi-country/multisectoral computable general equilibrium (CGE) model of the global trading system that has
been used for over three decades to analyze the economic effects of multilateral, regional,
and bilateral trade negotiations and a variety of other changes in trade and related policies.
In Section 2, we present a brief description of the main features and data of the Michigan
Model. In Section 3, we summarize background information on the FTAA and U.S. FTAA
negotiating proposals, together with our findings of the potential economic effects of the
FTAA on economic welfare, trade, output, and employment for the United States, Canada,
Chile, Mexico, and aggregates of 19 countries in Central America and the Caribbean (excluding Cuba) and 11 countries in South America (excluding Chile). In Section 4, we
provide a broader perspective on the FTAA that takes into account the effects of the unilateral removal of trade barriers in the region and the effects of global free trade in which all
countries/regions covered in the model are assumed to remove their existing trade barriers
on a multilateral basis. Section 5 contains a summary and concluding remarks.

2. The Michigan Model of World Production and Trade
2.1. Overview of the Michigan Model
The version of the Michigan Model used in this paper covers each of 22 countries/regions
and 18 economic sectors, including agriculture, manufactures, and services. The distinguishing feature of the Michigan Model is that it incorporates some aspects of trade with
imperfect competition, including monopolistic competition, increasing returns to scale, and
product variety. A more complete description of the formal structure and equations of the
model can be found on-line at http://www.fordschool.umich.edu/rsie/model/.1
2.2. Interpreting the modeling results
To help the reader interpret the results, it is useful to review the features of the model
that serve to identify the various economic effects to be reflected in the different applications of the model. Although the model includes the aforementioned features of imperfect
competition, it remains the case that markets respond to trade liberalization in much the
same way that they would with perfect competition. That is, when tariffs or other trade
barriers are reduced in a sector, domestic buyers (both final and intermediate) substitute
towards imports and the domestic competing industry contracts production while foreign
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See also Deardorff and Stern (1990, esp. pp. 9–46), Brown and Stern (1989a, 1989b), and Brown, Kiyota, and
Stern (2005a, 2005b).

