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Abstract

The approval of the Free Trade Agreement between the U.S. and Colombia means the final entry of the
Colombian economy to the economic model of globalized markets. The application of this economic
paradigm aims to extend the frontier of consumption of individuals involved in the process of trade, which
results in an increase in Gross Domestic Product (GDP), a reduction in the prices of goods and services and
a rise in the living standards of the population. This view only takes into account GDP growth as an
indicator of the increase in wealth of an economy. This indicator and its derivative GDPpercapitado not
ensure an adequate distribution of wealth. Thus, these bilateral trade agreements are justified as a strategy for
long-term economic growth. Consistent with the above and using the results from eighteen years of the
North American Free Trade Agreement, we will evaluate the impact of Mexican GDP growth and if this is
sufficient to fulfill the principles of a neoclassical convergence growth model.

Keywords: Free Trade Agreements, Economic Growth, Convergence, Steady State, Final Aggregate
Demand

1. Proposed Model of Economic Growth

Within 'The Economic Environment of Organizations' research group at EAN University, a growth
model is being developed.

Starting with the review of concepts and theoretical advances and then the collection of available
statistics on the variables mentioned above. This will then begin to show the key determinants of growth. It
is considered that GDP per Capitais used to assess almost every economy in the world and that it is a good,
available approximation for the development of different economies. This, however, depends on synthesis,
the competitiveness of economies including the management of the macroeconomic variables and
organizations, the general living conditions of the population, which in turn depend on the level of income
and its distribution (Gini) and the proper functioning of institutions.
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Under these conditions the basic equation of the model is defined as follows:
(1)GDP per Capita = f (Com, Level, Inst)

Where:
Com = Economic Competitiveness
Level = General Living Conditions of the Population
Inst = Operation of Institutions

From a theoretical standpoint, the competitiveness of economies, should in fact, be measured by the
fraction of the market that each possesses. However, there is no real measure of what market share each
economy holds, which would require being able to build a proxy variable with the value of each country's
exports being divided by the value of world trade. This index is statistically flawed within the variable, as are
the changes it intends to explain. For this reason, it is better to use the Global Competitiveness Index(GCl)
which has been continually displayed as an independent, composite indicator of GDP per Capita, and which
measures the competitiveness of economies reasonably well.

The living conditions of a population can be measured by the Human Development Index, which
also includes within its components GDP per Capita. Therefore, we decided to use Life Expectancy at Birth
(LEAB)as a variable to measure Human Development as it explains quite well, the general living conditions
of the population and because it complements the UN Education Index. Education levels are an excellent
complement to theLEAB and the GCI, making three conceptually strong packages explaining not only
human development, but also the development of macroeconomic management and organization of various
countries.

Finally, as a proxy variable for the functioning of institutions and the associated transaction costs,
the Corruption Perceptions Index (CPI), developed by Transparency International was included. Thus, the
basic equation is transformed into statistical terms, as:

(2) GDP per Capita = f (GCI, LEAB, EDU, CPI)
(3) = o + B0 GDP per Capita GCI + LEAB + 31 32 + g3 CPI EDU
where:

GDP per Capita: GDP per Capita

GCI: Global Competitiveness Index

LEAB: Life Expectancy at Birth

EDU: Education Index of United Nations

CPI: Corruption Perceptions Index

a, 80: The Respective Coefficients

An explanation of the meaning of each variable is included:

1. The Global Competitiveness Index (GCI) - An additional index of GDP per Capita used in the analysis of
comparative development is the index developed by the World Economic Forum (WEF). It takes into
account five variables that measure the economic environment, the management of macro variables as
well as a country's management of their organizations. This index contains elements such as inflation, the
level of higher education and training, business competitiveness, the sophistication of corporate
operations and their strategic direction and the quality of the national business environment.

2. To avoid statistical problems, correlation with the variable GDP per Capita index was used to dis-
aggregate the Human Development Index (HDI), taking the life expectancy and education index
independently and excluding GDP per Capita

3. The functioning of institutions and associated transaction costs - Regarding the functioning of
institutions; quantitative indicators that directly measure the functioning of institutions and the associated
costs related to the efficiency or inefficiency of the functioning of the organization do not exist.
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The Corruption Perceptions Index, developed by Transparency International ismeasuredby the subjective
assessment of respondents in representative samples of the society about the perceived extent of
corruption by public institutionsand the fulfilment of contracts in the respective economy. This indicator
is a proxy variable in the effect that transaction costs can have on economic growth.

Based on the above assumption, we made a regression from a double-log model to represent the
relevant elasticities, leaving the equation as follows[1]:

(4)° Log (GDP per Capita) = -5.639 + 2.159 GCI + 2.184 LEAB + 0.557 EDU + 1.586 CPI
It should be noted that the coefficients are expressed in terms of elasticity.
2. Evolution of the Determinants of growth in Mexico 1994 - 2011

According to the above and based on the work done in the 'Economic Environment' research group
at EAN University, we evaluated the evolution of determinants during the period in which Mexico became a
part of NAFTA. For this purpose we constructed a sample group of countries, representing 69.3%[2]of the
population of Latin America. The selected countries include Brazil, Chile, Colombia, Peru and Mexico.
According to ECLAC at June 2011 the total population of Latin America was 583.6 million. The five
countries which make up part of the sample group represent 404.4 million people. Figure 1 shows the
population distribution by country in the region.

Diagram 1: Latin America: Participation of the Population
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To assess each of the six determinants we took the total population of the five countries used in the
sample group and estimated their participation. On top of this value we weighted in the contribution of each
factor and estimated the average of the five countries. This value was then compared to Mexico's indicator.

2.1Evolution of GDP per Capita

In the 15 years since 1994, from the first year of NAFTA until 2009, which relates to the most
recent available information in the World Bank's data base, the annualized rate of change in GDP per capita
for the five countries was 1.49 %, from $8,129 USD in 1994 to about $10,152 USD in 2009. In the same
period the GDP of Mexico had a variation of 1.48% per year, from $9,968 USD to $12,429 USD, deflated
by the Purchasing Power Parity (PPP) base in 2005.

5 This model is significant at any level indicating that, overall, the four indices explain very well the GDP per Capita for 135
countries, with an R2 of 0.717, an F of 82.16 and the appropriate standard errors.
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Diagram 2: Change in GDP per Capita 1994 — 2009
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It should be noted that in 1994, Chilehad a lower per capita income of $828 USD compared to
Mexico. By 2009 they exceededthe average income of every Mexican by nearly $600 USD. The only other
country for the period that shows an annualized change in GDP per capita is Peru which grew by 2.65%.

While not conclusive, it may be noted that the growth figures in GDP per capita at purchasing
power parity show that three countries with FTAs in force with the United States have a higher annualized
change in GDP per capita than countries like Brazil and Colombia who do not have an FTA with the
USA.This is especially true for Peru. The country with the lowest income in 1994 and in 2009 was equal
with Colombia.

2.2Years of Education
According to the United Nations definition, years of education is the time that people over 25
remain in the education system

As shown in Figure No. 3, the average years of education received improved in the five countries in
the sample group analyzed. From an average of 5.6 years in 1994 to about 7.8 years in 2011, i.e. a change of
1.92% annualized.

Diagram 3: Effective Years of Education
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This determinant also contains countries without an FTA with the USA, those which fall behind. In
2011, Brazilians over 25 stayed in the education system an average of 7.2 years compared to 7.3 years for
Colombians. The average of the five countries was 7.8 years in 2011.
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For the final years of the period analyzed, Chile had 9.7 years of education compared to Peru and
Mexico who have an average of 8.7 and 8.5 years respectively. Mexico has the second highest growth in
years of education as it recorded a growth rate of 1.68% annualized.

2.3Expected Years of Education
Diagram 4: Expected Years of Education 1995 - 2011
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UNESCO defines this factor as the number of years of education that a child of five expects to
receive when they enter the school system.

Figure no. 4 shows education expectancy measured in years in the five countries surveyed. The
average for the sample improved in the 17 years analyzed at an annual rate of 0.53%, from 12.6 years to 13.8
years. Mexico registered an annualized rate of change of 1.33%, being the best country after Colombia of
the sample group of countries.

2.4Corruption Perceptions Index
Diagram 5: Corruption Perceptions Index

500 216% o 3.50%
8.00 :

FiH

2.00%

L2E% | 1.50%
]

5.00
4.1

100 1

Corruption Peroe ptions Index

210

L
B
Annualived Change 1995 - 2010

LK
g

Braxl Chile.  CodomBia  Peru Mexico  Avdrap

=105 2010  e—ae=CHANGE
Source: Transperancyinternational

Transparency International measures the extent of public corruption according to business people
and country analysts. The index ranges from 0 to 10, where 0 is highly corrupt and 10 not
corrupt.According to the above, the perception of corruption improved in the region between 1995 and
2010, going from 2.95 to 3.64, this is a variation of 1.26% annualized.
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Meanwhile the perception of corruption in Mexico worsened, going from a score of 3.18 in 1995 to
3.0 in 2010; this is an annualized deterioration of -0.36%.You'll notice deterioration in Chile from 7.94 to
7.20 in 2010.

Overall, the sample countries in the Corruption Perceptions Index of Transparency International
deteriorated except for Brazil which showed an improvement of 2.16% annualized in the analyzed period.
This positively affected the average of the five countries.

2.5Global Competitiveness Index

Each year, the World Economic Forum publishes its Global Competitiveness Index. This includes a
number of variables to measure the business environment on a seven-point scale with 7 having the
maximum competitiveness.

Diagram 6: Global Competitiveness Index
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The average competitiveness of our sample of selected countries went from 4.35 in 2001 to 4.31 in
2011, mainly due to the decline in the competitiveness of Brazil and Mexico.

In the 11 years analyzed, Mexico had a loss of competitiveness going from a 4.7 on the GCI in 2001
to 4.3 in 2011. This result is puzzling because one would expect that one of the most important benefits of a
trade agreement is to improve the competitiveness of a country as a result of the expansion of trade.

2.6Life Expectancy at Birth
Diagram 7: Life Expectancy at Birth
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This indicator is the best performing alongside GDP that was registered in the sample countries. For
the period 1995-2011 this indicator grew at a rate of 0.39% per year, registering permanent improvement in
all sample countries. For the year 1995 Mexico recorded a Life Expectancy at Birth of 72.8 years while in
2011 the UN reported that every Mexican can expect to live an average of 77 years. This is an annual
improvement of 0.33% in the period analyzed.

3. Concluding Remarks

The growth problems that are hindering the development of some countries could possibly derive
from more than just transaction costs, the systematic failure of contracts and corruption, the inefficiency of
the factories or the failure of production. This statement is based on the issues raised by the theory of "neo-
institutionalism™, on the relationship between the proper functioning of institutions and economic
development and the fact that "the political, legal and cultural institutions relate to markets through
transaction costs". If the specialized agencies of the executive, legislative and judicial, do not work
adequately and efficiently "many exchanges are impossible or involve a huge cost to individuals" (Cuevas,
2004).

Associated with the performance of the CPI is the Global Competitiveness Index (GCI) which also
does not indicate a favourable trend in the region. It is important to look at this point, particularly when
Mexico, after 17 years of the FTA with the United States and Canada indicates an average decline of 0.83%
annually. This is going against all odds that would suggest that the strengthening of international trade
would stimulate the flow of capital necessary to modernize a country's productive infrastructure.
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