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In their numerical example Francois/McDonald/Nordström (1996) show that the second 

steady-state closure generates higher changes in real GDP and welfare than the first option 

for most countries. In addition, the inclusion of monopolistic competition and therefore in-

creasing returns to scale play a role in lifting up model results. In the case of the Fran-

cois/Pindyuk (2013) study for Austria, the second steady-state closure with endogenous 

savings rates and sectors with monopolistic competition is applied. This implies that the 

authors assume “an interaction of investment and variety/specialization gains” (Dee et al. 

2011, p.41) in the long-run which is able to boost results by a factor of five compared to the 

outcomes in the static version. Crucial factors for the magnitude of dynamic effects are the 

assumptions on the rate of preferences and the rate of depreciation that determine the price 

of capital. The smaller one assumes these rates, the stronger is the capital accumulation 

effect. However, values of these rates are usually not published in the study. In addition, 

Francois/Pindyuk (2013) also include a long-run labor market closure based on Dee et al. 

(2011) which allows for an expansion in labor supply if wages go up. Therefore, Fran-

cois/Pindyuk (2013) are able to report growth in real wages and employment. However, the 

changes in capital stock of 0.481% due to CETA are higher than changes in employment 

(0.065% for less skilled labor and 0.064% in more skilled labor) which indicates a clear cap-

ital-friendly effect of a CETA trade liberalization. There is no detailed model description 

available for the Joint Study (2008), only a short technical background on the modelling 

framework is provided (pp.50-51). 

In summary: the ‘basic Ramsey structure’ compounds the problematic assumptions made 

in the baseline static neoclassical CGE model. Recall that the static model calculates effi-

ciency gains from trade liberalization under the assumption of price-clearing markets. Es-

pecially (but not only) in labor markets, this assumption is deeply flawed, and renders mod-

el results irrelevant for the most pressing questions policy makers have. Further, the size of 

calculated gains depends on the size of trade barriers removed and the magnitude of elas-

ticities applied. As discussed elsewhere, assumed (and removed) NTM barriers as well as 

elasticities are likely vast overestimates. Last but not least, models do not calculate costs 

versus benefits – as the implicit assumption always is that regulations that underlie NTMs 

represent only costs to society. For all of these reasons, calculated gains are an extremely 

optimistic upper bound of the likely effects of “new trade agreements.”  

The ‘basic Ramsey structure’ further exaggerates these highly optimistic results. It does so 

based on the assumption that base year as well as post-liberalization equilibria represent 

inter-temporal steady states. In such steady states, all factors are in full employment, and 

the economy experiences balanced growth. These assumptions are obviously not satisfied 

in reality, but it provides an operational route to multiply static gains. 

3.3. Potential Adjustment Costs  

Trade agreements have effects on the structure of an economy as well as the well-being 

and behavior of all actors in the public and private sectors. The economic effects of trade 

liberalization are commonly assumed to be positive in the aggregate. However, two crucial 

aspects are often neglected in the discussion: (1) Long-run outcomes can be unevenly dis-

tributed among countries/regions and social groups within a country; (2) There can be tran-

sitory adjustment costs involved until effects are achieved in the long run. While we concen-

trate on the latter aspect here, we also want to point towards the discussion on social costs 

of regulatory changes associated with the ‘deep integration’ approach in the new generation 

of free trade agreements (see for more details: Raza et al. 2014 and Raza et al. 2016a).  

 


