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 increasing returns to scale play a role in lifting up model results. In the case of the Francois/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, Francois/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 capital-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 efficiency gains from trade liberalization under the assumption of price-clearing markets. Especially (but not only) in labor markets, this assumption is deeply flawed, and renders model 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 elasticities 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 distributed among countries/regions and social groups within a country; (2) There can be transitory adjustment costs involved until effects are achieved in the long run. While we concentrate 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).
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Labor Market Adjustment Costs
Conventional theory postulates gains from trade due to comparative advantage, as countries specialize and accumulate production factors in specific sectors while labor and capital
is withdrawn in less competitive sectors. These specialization effects typically show up in
the results of standard CGE models as changes in employment by sector. Given fixed labor
supply as an assumption of standard CGE models, a certain number of jobs switch from
less productive to more productive sectors, leading to a more efficient distribution of labor
and production. Based on these insights it is possible to calculate a replacement index that
indicates how many workers have to change jobs due to trade liberalization, following the
approach by CEPR (2013, p.77). Based on this index, we provide a rough estimation of
costs stemming from potential unemployment in the transition process and foregone public
income from taxes and social contributions for Austria and the EU similar to the calculation
in Raza et al. (2014, pp.17-19).
For Austria, Francois/Pindyuk (2013, Tables 11 and 12) report changes in employment by
sector due to CETA. According to their results, employment in 14 out of 21 sectors increases, led by motor vehicle (+0.48%) and electric machinery (+0.33%). However, in seven sectors employment is falling, with the sectors other goods (-0.23%) and transport (-0.15%)
being most affected.12 Overall this results in a displacement index of approximately 0.12,
meaning that 12 workers out of 10,000 have to find jobs in other sectors. Given a number of
3.6 million full-time equivalents (2011, Statistik Austria), this implies that roughly 4,300 jobs
are affected by labor displacement due to CETA in Austria. For the EU, SIA (2011) provides
estimates changes in employment by sector in their Appendix. Based on these data an EU
displacement index of 0.069 is calculated, meaning that roughly 7 jobs out of 10,000 switch
sectors. Given that in 2011, 242 million people were employed in the EU, almost 167,000
jobs would be affected.
Given the difficult labor market situation in many EU countries and in Austria, we assume
that 10% of displaced persons will not find another (full-time) job and will thus become longterm unemployed. We assume that the average length of their unemployment is five years
during the ten year implementation period of CETA. In accordance with most national unemployment benefit schemes, we further assume that during the first year workers will receive a higher net replacement rate (66% in Austria and 65% in the EU) than for the following four years (57% in Austria and 43% in the EU). For annual wages and replacement
rates we use averages derived from OECD statistics. We assume that 90% of displaced
workers will become re-employed after six months on average, without a loss compared to
their pre-CETA wage level – again we are on the optimistic side. We also consider the foregone public income from taxes and social security contributions from unemployment. Upon
that basis, we calculate cumulative adjustment costs of CETA during the ten year implementation period.
Our rough calculations show that even these small displacement effects based on the optimistic outcomes by Francois/Pindyuk (2013) could cause adjustment costs on the Austrian
labor market of more than EUR 127 million (see Table 10 Part I). In relation to the reported
economic gains of USD 684 million, (or around EUR 600 million), these costs amount to
around 20% of total benefits expected for Austria. For the whole EU, labor market adjustment costs cumulate to more than EUR 2.4 billion which would be a large offset of proclaimed static benefits of 0.03% of GDP (or around EUR 4 billion) according to SIA (2011).
Even if these amounts are only an approximation, the omission of these costs in economic
12

Francois/Pindyuk (2013) report changes in employment by sector according to skill level. The percentage changes are
very similar, however.
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impact analyses can lead to simplified and overly optimistic assessments of benefits from
free trade agreements.
Table 10: Potential Adjustment Costs, in EUR

Part I Austria

Cumulative 10 year period

a. Unemployment Benefits
430 long-term unemployed post-CETA (Year 1)

8,542,120

430 long-term unemployed post-CETA (Year 2 - 5)

29,518,599

3,870 short term unemployed (6 months)

38,439,540

Sub-Total

76,500,259

b. Foregone Public Income from Taxes and Social Contributions
430 long-term unemployed post-CETA (Year 2 - 5)

26,830,092

3,870 short term unemployed (6 months)

24,147,083

Sub-Total

50,977,176

Cumulative Adjustment Costs – TOTAL (EUR)

Part II EU

127,477,435

Cumulative 10 year period

a. Unemployment Benefits
16.698 long-term unemployed post-CETA (Year 1)

266,700,914

16.698 long-term unemployed post-CETA (Year 2 - 5)

712,928,286

150.282 short term unemployed (6 months)

30,905,873

Sub-Total

1,010,535,073

b. Foregone Public Income from Taxes and Social Contributions
16.698 long-term unemployed post-CETA (Year 2 - 5)

737,608,253

150.282 short term unemployed (6 months)

663,847,428

Sub-Total

1,401,455,682

Cumulative Adjustment Costs – TOTAL (EUR)

2,411,990,754

Sources: OECD Employment Statistics, Benefits and wages statistics, http://www.oecd.org/els/benefits-and-wagesstatistics.htm (02/06/2016); Eurostat Labour Market Statistics
Assumptions: Average duration of long-term unemployment during TTIP implementation phase: 5 years; Average
duration of short-term unemployment during TTIP implementation phase: 0.5 years; Number of displaced persons
post-CETA ratification: in Austria 4,300 (based on displacement index calculated based on Francois/Pindyuk, 2013)
and in the EU 167,000 (SIA, 2011) – 90% of unemployment is short-term, 10% long-term; Average annual net income
per worker (simple average 4 family types, 100% Average Wage, 2014): 30,070 EUR (AUT), 24,473 EUR (EU); Net
Replacement Rate (60 month unemployed, simple average 6 family types and 100% Average Wage): 57% (AUT),
44% (EU); Net Replacement Rate (initial unemployment phase, simple average 6 family types and 100% Average
Wage): 66% (AUT), 65%(EU); Implicit tax rate on labor (2012): 41.5% (AUT), 36.1% (EU).
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Foregone tariff revenues
As 75% of all customs duties collected from the member states are transferred to the EU
revenue for customs duties amounts to more than 10% of the EU budget. In 2014, total
customs duties in the EU summed up to around EUR 21.9 billion of which EUR 16.5 billion
became part of the EU Budget.13 In the case of CETA, the EU Commission (2016) estimates that foregone tariff revenues from Canadian imports into the EU are EUR 158 million
per year from industrial goods alone. When tariffs on other goods (agricultural and food
products) are added, the foregone revenue for the EU would increase to around EUR 330
million per year or EUR 3.3 billion over a implementation period of 10 years (UNCTADTRAINS data, average 2010-2014).
Even though these results are only a rough calculation, data on potential adjustment costs
and foregone public revenue are lacking in CETA assessments. These potential downsides
are even more relevant in the case of marginal benefits as reported for CETA. Again, potential gains range from EUR 4 billion (SIA, 2011) to EUR 12 billion (Joint Study, 2008) after
an implementation period of up to 10 years. In contrast, adjustment costs on EU labor markets and foregone tariff revenues would sum up to more than EUR 5.5 billion during the
same time period.

4.

ALTERNATIVE SIMULATION RESULTS WITH THE ÖFSE GLOBAL
TRADE MODEL

In this part, a new assessment of the economic costs and benefits to Canada and the EU
based on the ÖFSE Global Trade Model, a structuralist CGE Model, is provided. The distinct difference of our model to standard CGE models is the macroeconomic causality we
apply. In our model, output and income are determined by aggregate demand. Another central feature of the model is that labor market clearance is not required. Therefore, the labor
market features unemployment. The pricing power of firms is included as output prices are
mark-ups on nominal unit labor costs. Also distributional aspects are considered by way of
including a wage bargaining process. However, changes in imports and exports are functions of relative prices and demand, in standard fashion. Thus, as in standard CGE models,
imports react to changes in trade costs via tariff reductions and NTM alignments (see Raza
et al. (2016b) for details).
In the following, we briefly discuss the database, model calibration and policy scenarios. In
subsequent sections, we present simulation results for four scenarios, discuss the possibility of economic adjustment costs in the transition to the post-liberalization equilibrium, and
document various exercises on sensitivity analysis, so as to contextualize results.

4.1. Aggregation, calibration and scenarios
The database is disaggregated into eleven countries and regions, and twenty sectors. The
eleven regions are five EU countries – Germany, France, Italy, Austria and UK – and two
sub-regions, Northern Europe (NE) and Southern & Eastern Europe (SEE). Canada and the
US are two further individual countries. Remaining countries are disaggregated into “other
OECD” and the rest of the world (ROW). In total, 20 sectors per country/region are included
with sectoral breakdowns defined by GTAP (all details included in Table A in the Annex).

13

Source: http://ec.europa.eu/taxation_customs/customs/policy_issues/facts_and_figures/customs_mean_revenue_en.htm
(01/06/2016)

Research

26

