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EXECUTIVE SUMMARY

For the past decade, Canada has been steadily consolidating its international trade policy.
Canada has aggressively pursued trade agreements with countries around the world and, once
agreements with the European Union and the member countries of the Trans-Pacific
Partnership (TPP) are in force, Canada’s network of free trade agreements (FTASs) will be one of
the most comprehensive in the world. If the federal government moves forward on negotiations
with China, Canada would have free trade with its top 13 bilateral merchandise goods trading
partners, a significant accomplishment.

This begs the question — what is next for Canadian trade policy?

Negotiating increasingly complex trade agreements is exhausting and expensive: the Canada-
European Union Comprehensive Economic and Trade Agreement (CETA) took nearly seven
years to conclude and still awaits implementation. Years of negotiations — including
consultations, legal scrubs, translation and implementation plans — requires significant
resources.

Now that Canada has successfully completed agreements with major trading partners, the pool
of potential future partners has shrunk to smaller economies. Meanwhile, individual trade
agreements can result in sub-optimal policy choices, especially as Canada continues to defend
protected industries while introducing distortions through trade preferences.

Once negotiations with major economies are concluded, Canada will see limited gains from
continuing to strike deals while the cost of conducting and enforcing agreements will creep
upwards.

A new vision for Canadian trade policy - tabula rasa

Basic economic trade policy is premised on the understanding that a tariff on imports is
equivalent to a tax on exports. Unilateral free trade — dismantling all barriers to trade without
asking foreign governments to do the same — effectively removes this tax on exports.

Removing tariffs on goods entering the country lowers the cost of production inputs, increases
the competitive pressure on Canadian producers and expands the number of Canadian firms
participating in international trade. This increased integration within the global economy also
boosts productivity through the knowledge gained from interaction with foreign clients and
suppliers.

This study explores a world in which all of Canada’s trade policy counters are reset to zero.
Under this tabula rasa policy, the slate of Canadian trade preferences would be wiped clean:
tariff-free, preference-free, and free of administrative burdens. This unilateral free trade strategy
not only removes barriers to imports, but also adopts an open policy for services and foreign
direct investment (FDI).

The results are striking. The free trade version of the Canadian economy would be considerably
more efficient and more prosperous than our current reality. Canadian Gross Domestic Product



(GDP) would be higher in real terms by almost 1.7% and Canadian households would be better
off by an amount equal to C$47 billion in income.

Change in 2035, CAD millions % Change
Economic Welfare 47,081 1.62
GDP 60,996 1.67
Imports from World 35,935 3.94
Exports to World 33,688 4.08
Trade Balance -2,221
Terms of Trade -0.56
CPI -1.51

Further, the simulations suggest that the current tangled web of legacy protections and
preferences granted under bilateral and regional trade agreements has promoted a de-
industrialization of the economy. Unilateral free trade removes this unintended bias.

The major industrial sectors all make major gains in shipments. Metal products, automotive, and
the chemicals/rubber/plastics sectors lead the way. Machinery and equipment, electronic
equipment, transport equipment, and wood products also make sizeable gains in both exports
and total shipments.

Looking to the services sector, unilateral liberalization would primarily benefit the financial
services sector, though the main benefit would flow through to the industrial economy through
lower cost imports.

Elimination of the complex and arbitrary investment preferences extended under Canada’s FDI
policy would position the country as a destination of choice for foreign investment from all
sources, helping win significant export mandates for foreign subsidiaries operating in Canada,
and making Canada a preferred platform for global production.

Canada’s policy of serial preferential trade agreements is rapidly reaching its natural limits.
With multilateral liberalization likely off the table for the foreseeable future following the
internment of the Doha Round at the Nairobi WTO Ministerial in December 2015, the unilateral
option stands out as the best way forward. Canada would remain bound by rules that it has
negotiated and Canadian exporters would continue to benefit from the market opening obtained
by Canada’s trade negotiators for goods, services and investment.

This study shows that adopting a policy of unilateral trade would generate significant benefits for
Canada, especially if services are included. This slate can be wiped clean — and the Canadian
economy would be the stronger for it.

1 INTRODUCTION

Canada is pulling out all the stops on trade policy, with major new trade initiatives at the
multilateral, regional and bilateral levels, plus intensified trade promotion and international
economic diplomacy efforts (Box 1). While the full effect of these initiatives has yet to be felt,



Canadian export performance has remained flat since the initial rebound from the global
recession of 2008-2009.

Figure 1: Canadian Goods Exports in US$ billions, Current and Constant Prices, 2006-2015
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Source: International Trade Centre (2015); calculations by the authors. The constant price series are in
US$, deflated by the US GDP deflator indexed such that 2015 = 1. The “ex oil” series excludes minerals
fuels (HS27).

Canada’s services exports did marginally better, growing at a 1.4% in constant US$ terms since
2008. But given their relatively small scale in Canada’s trade picture, their growth does not
make a significant impact on the overall trend.

There are two possible explanations:

1. Canada’s trade policy strategy (outlined in Box 1) is not working; or
2. The headwinds facing Canadian exports, even excluding the recent declines in
commodity prices, have been stronger than efforts to generate export growth.

The headwinds have indeed been strong. First, the global economy’s tepid recovery from the
2008-2009 recession has left it mired in stag-deflation. Japan’s announcement in January 2016
that it was adopting negative nominal interest rates, the European Central Bank’s cut of its
refinancing rate to zero in March 2016, and the Bank of Canada’s out-loud musing about the
possibility of negative nominal interest rates all tell us that, understood in conventional terms,
most of the G7 is still going south — and not for a winter holiday.

Box 1: Canada’s Multi-pronged Trade Policy Strategy — Boxed-In

At the multilateral level, Canada has signed (although it has not yet ratified) the 2013 World
Trade Organization (WTO) Trade Facilitation Agreement (TFA) and the 2014 WTO Government
Procurement Agreement (GPA). Canada is also engaged in the Trade In Services Agreement
(TiSA) negotiations that are being held in Geneva; this negotiation has the eventual goal of
becoming a WTO plurilateral agreement.




At the bilateral/regional level, Canada has brought into force seven FTAs since 2009* and
concluded negotiation on three others, including the second largest bilateral agreement that it
has ever signed, the Comprehensive Economic and Trade Agreement (CETA) with the
European Union, and the largest regional trade agreement it has ever signed, the TPP with 11
parties circling the Pacific Rim. Canada has several other negotiations underway, including with
India and the Caribbean community. Furthermore, interest in an FTA with China has been
expressed at the highest levels in both countries.

The pace of signing new foreign investment protection agreements (FIPAs) has been even
faster with some 11 entering into force since 2009, including the high-profile agreement with
China that came into force in 2014 and 7 others signed since March 2014.

Canada’s Global Commerce Strategy, rebranded as the Global Markets Action Plan, targets
priority markets for trade and investment promotion, pulling together the combined resources of
the Trade Commissioner Service, the Export Development Corporation, the Canadian
Commercial Corporation, and the Business Development Corporation.

Trade promotion resources have been expanded, increasing Canada’s global footprint in terms
of trade commissioners posted in consulates and embassies abroad.

High-level visits and trade promotion missions (22 at the federal level alone since 2009, most to
multiple destinations) complement on-going trade promotion work by opening doors for
Canadian business, familiarizing them with Canadian services abroad and serving as training
grounds for these businesses in exporting.

Canada also has an active agenda of trade-facilitating initiatives, including improved border
arrangements with the United States and through the World Customs Organization; agreements
on double taxation, science and technology, air transport, nuclear co-operation (which enabled
a sale of uranium to China), mutual recognition, and visas; and strategic dialogues.

Second, the formation of global value chains has slowed. Prior to the global recession, trade
grew substantially faster than global GDP, reflecting a strong dynamic of increased trade in
intermediate inputs, which was in turn driven by the formation of global value chains. Since the
global recession, supply chain consolidation has been in vogue, as the risks embedded in
extended supply chains have made themselves felt. Border thickening due to security concerns
has also undoubtedly been a factor.

Third, preferential trade liberalization is a competitive game and Canada has generally found
itself in a catch-up position, trying to claw back eroded preferences. In the key NAFTA market,
new FTAs entered into by the United States and Mexico (which will include the TPP) continually
erode Canada’s trade preferences in the key North American market.

What's left inside the box?

The WTO remains the cornerstone of the global trading system; but, moving forward, it must be
seen as primarily providing established infrastructure for trade. The Doha Development Agenda,
the first round of multilateral trade negotiations under the aegis of the WTO, effectively expired
at the WTO Ministerial Conference in Nairobi in December 2015. While Ministers reaffirmed the

! These are agreements with the European Free Trade Association (EFTA), which entered into force in
2009, Peru (2009), Colombia (2011), Jordan (2012), Panama (2013), Honduras (2014), and Korea
(2015).




centrality of the WTO to trade negotiations and global trade rule-making, the communiqué had
the following telling statement:

“We recognize that many Members reaffirm the Doha Development Agenda, and the
Declarations and Decisions adopted at Doha and at the Ministerial Conferences held
since then, and reaffirm their full commitment to conclude the DDA on that basis. Other
Members do not reaffirm the Doha mandates, as they believe new approaches are
necessary to achieve meaningful outcomes in multilateral negotiations. Members have
different views on how to address the negotiations.”?

Such ruptures are usually papered over in Ministerial Declarations with “constructive ambiguity”.
This was not the case at Nairobi, which means the multilateral option for liberalization is off the
table for the foreseeable future.

Canada should move quickly to ratify the WTO TFA since it commits other parties to
implementing modern border practices that Canada already employs. This should work to
reduce trade costs for Canadian exporters — or at least to counter the general border thickening
trend from enhanced border security measures.

The TiSA negotiations are an unknown quantity in terms of global trade potential. Estimates
suggest that non-tariff barriers (NTBs) to services trade are high. However, if the TPP is any
indication, the TiSA will have limited traction in reducing them.® From a Canadian perspective,
the TiSA plays to the strength of the European Union and the United States, not to Canada’s.

On the regional front, the major events in trade contain negatives for Canada. The Transatlantic
Trade and Investment Partnership (TTIP) between the United States and the European Union
will erode preferences that Canada enjoys under NAFTA and will shortly enjoy under CETA, the
harmonization agenda between the European Union and the United States might reduce trade
costs for Canada, but it will similarly do so for other third parties.*

Similarly, Canada stands to be side-swiped by the Regional Comprehensive Economic
Partnership Agreement (RCEP) linking the 10 members of the Association of Southeast Asian
Nations (ASEAN) and its bilateral partners (Australia, China, India, Japan, Korea, and New
Zealand). Securing an FTA with China would go a long way to mitigating the negative impacts of
RCEP on Canada. This should also be an important element of Canada’s inside-the-box
response to the changing global environment. Agreements with ASEAN and with India would
round out the response to RCEP.

2WTO (19 December 2015: paragraph 30).

® See Ciuriak et al. (2016) assessment of the TPP as negotiated; this study codes the services chapters
against the TPP parties’ scores under the OECD’s Services Trade Restrictiveness Index and the GATS
Trade Restrictiveness Index. It finds that the TPP has only a small effect in liberalizing market access
conditions; its main effect is to reduce uncertainty for trading firms by improving upon the bound
commitments that its parties had previously made under the GATS.

* See Ciuriak et al. (2015a) for TTIP scenarios under various assumptions in a study of the potential trade
impacts of the United Kingdom exiting the European Union. The effects are consistently negative, even in
the case where there are positive spillovers from EU-US regulatory harmonization.



Bilateral trade agreements are problematic in that the rules of origin (ROOSs) are tailored to each
agreement. Firms that source internationally to gain a competitive advantage and align their
sourcing to meet the ROOs for one agreement might not meet them for the ensuing agreements
— there is thus a limitation to the effectiveness of serial bilateral agreements. From this
perspective, obtaining cross-cumulation under TTIP ROOs would be a major imperative for
Canadian trade policy going forward to enable Canadian traders that source inputs from either
party (European Union or United States) to have those inputs qualify for “originating” status
when embedded in products sold to the other. Similarly, if Canada is able to round out its
agreements with Asian economies, accession to the RCEP would also facilitate use of the
bilateral preferences due to the regionalization of ROOs that RCEP would provide.

This is clearly a long and difficult agenda of negotiations. The complications and administrative
costs of utilizing preferences, especially between countries with language barriers and complex
supply chain logistics, can raise the cost of ROO compliance. The available data suggests that
preference utilization in Asia-Pacific FTAs tends to be relatively low.

Canada’s trade policy and negotiation challenges here include:

e Competition for scarce budget resources

e Branding and other general marketing of Canada abroad; and

e The nature of trade promotion as time- and labour-intensive work, with relationships built
often one company, one market and one product at a time.

There is some potential to boost Canadian exports through traditional mechanisms, but what's
in the box does appear to be boxed-in.

The unilateral option

Canada’s trade policy has not only focussed on exports: important steps were taken in Budget
2010 to eliminate tariffs on imported production inputs. The realization that competitiveness
depends on having access to low-cost inputs has led many countries to slash import tariffs in
order to enhance their own competitiveness. Indeed, the move to unilaterally remove tariffs has
been the single greatest source of global trade liberalization since the 1980s (Hoekman et al.,
2006).

To briefly explain how unilateral liberalization can boost exports, we return to the fundamental
economic principle that a tariff on imports is equivalent to a tax on exports.® While removal of a
tax on imports boosts imports in the first instance, a range of effects percolate through the
economy to boost exports. These include:

¢ The lowering of the cost of production inputs;

e The competitive pressure of new import entry on Canadian producers;

o The expansion of the number of Canadian firms participating in international trade either
as exporters or as importers of intermediate goods and services (or both); and

® See Lerner (1936) for the original statement.



¢ Exchange rate adjustments, which also work to restore trade equilibrium.

The concept of “unilateral free trade” — unilaterally dismantling all barriers to trade without
seeking reciprocal action on the part of foreign governments — takes this concept to the limit.
This is not new: Hong Kong has long functioned as a free port and Singapore’s tariff is
effectively zero across the board. These two city-states are ranked best in the world by the
World Bank at facilitating trade and both perform exceedingly well in global economic rankings.

The scope to adopt unilateral liberalization in a Canadian context, and the benefits of doing so,
were explored by Ciuriak and Xiao (2014) in a study for the Business Council of Canada, then
the Canadian Council of Chief Executives. The study found that eliminating all tariffs would cost
the federal government roughly C$4 billion a year in revenue. Offsetting that, there would be
some savings for government on the C$75 million currently budgeted for collection of border
taxes and FTA management (as well as saving on teams sent to lengthily negotiate future
FTAs). More importantly, the study concluded that Canada would make output gains on the
order of 1% of GDP - this is approximately C$20 billion a year, based on Canada’s 2015 GDP.
These gains compared well with estimates of gains under various agreements then under
negotiation, including the TPP and CETA.

To a significant degree, the gains came not only from tariff removal, but also from the lapsing of
the burdens of meeting Canada’s ROOs requirements under its existing FTAs. This amplified
the liberalizing impact since it applied to Canada’s largest trading arrangements, namely those
with the United States and Mexico under NAFTA. Unilateral liberalization was accordingly a
partial re-doing of NAFTA.

Motivation for the present study

A limitation of the 2014 study was that it was conducted in a static context and did not take into
account the potentially galvanizing impact of a unilateral free trade policy on business dynamics
— including on foreign direct investment (FDI) which might be motivated by the increased
attraction that Canada would have to globally-mobile industrial capital. Even though there has
been significant movement in the direction of unilateral tariff reduction — consider, for example,
Shanghai's expanding free trade zone — Canada would stand to capture some “first mover”
advantages from a fully-committed adoption of such a policy with the intent of becoming a global
production hub.

The trade policy context has also changed. The Canada-Korea FTA has now been implemented
and both the CETA and TPP have been signed and are now awaiting Parliament’s ratification.
Accordingly, the additional gains from unilateral liberalization have been shaved in terms of tariff
reduction; however, the cost savings on accessing the preferences under those agreements
would now come into play. Further, Canada removed preferences under its General Preferential
Tariff (GPT) for 72 more advanced developing countries,® which raised the potential gains from
unilateral liberalization.

® These economies are Algeria, American Samoa, Antigua and Barbuda, Antilles (Netherlands),

Argentina, Azerbaijan, Bahamas, Bahrain, Barbados, Bermuda, Bosnia and Herzegovina, Botswana,



The present study builds on and updates the 2014 study by re-simulating a Canadian policy of
unilateral liberalization using a dynamic model that incorporates FDI, on an updated dataset,
and an updated trade policy context that takes into account the new FTAs that Canada has
negotiated and the increase in GPT for developing countries. In addition to tariff elimination, it
also includes liberalization of services and investment policy designed to improve Canada’s
attractiveness as a global production hub. This policy package is available to Canada now and
does not depend on further developments on the FTA front. Future FTAs, such as Canada-
China and/or the Trade in Services Agreement (TiSA), would take some liberalization potential
off the table. However, for current policy purposes, these remain speculative and are not
included.

The remainder of the study is organized as follows. Section 2 describes the modelling
framework used for the present analysis in non-technical terms and a description of the policy
shock that captures the effect of unilateral liberalization. Section 3 sets out the results. Section 4
provides a discussion and draws policy conclusions. Appendix 1 and 2 elaborate on the
technical framework and the calculation of the policy shocks.

2 MODELING UNILATERAL LIBERALIZATION

The standard tool to analyze complex trade policies is a multi-sector, multi-region computable
general equilibrium (CGE) model. We employ a dynamic version of the widely used Global
Trade Analysis Project (GTAP) model modified to directly represent foreign-owned firms in each
services sector of the economy to capture the impact on services trade conducted through
foreign affiliates. The dataset is based on the recently updated GTAP Version 9 dataset, with a
base year of 2011.

Applied to the issue of unilateral liberalization, the model allows us to take into account tariff
reductions and the trade cost reductions due to the elimination of ROO compliance costs. The
trade impacts from these simulations capture the linkages across sectors through national input-
output tables (i.e., an increase in demand for automobiles drives fixed production requirements
of steel, which in turn are met by a combination of domestic and imported steel). In addition to trade
impacts, the model generates estimates for the standard national economic accounts including
GDP and it components and for demand for labour and capital.

To simulate the impact of unilateral liberalization, we establish a baseline projection to 2035,
drawing on available long-term economic projections for guidance. Policy shocks are then
implemented to capture the effect of the major trade agreements that Canada has negotiated
and the increase in the GPT for those developing countries listed previously. The model is

Brazil, Brunei, Cayman Islands, Chile, China, Colombia, Costa Rica, Croatia, Cuba, Dominica, Dominican
Republic, Ecuador, Equatorial Guinea, French Polynesia, Gabon, Gibraltar, Grenada, Guam, Hong Kong,
India, Indonesia, Iran, Israel, Jamaica, Jordan, Kazakhstan, Kuwait, Lebanon, Macao, Macedonia,
Malaysia, Maldives, Mariana Islands, Mauritius, Mexico, Namibia, New Caledonia and Dependencies,
Oman, Palau, Panama, Peru, Qatar, Russia, Saint Kitts and Nevis, Saint Lucia, Saint Vincent and the
Grenadines, Seychelles, Singapore, South Africa, South Korea, Suriname, Thailand, Trinidad and
Tobago, Tunisia, Turkey, Turks and Caicos Islands, United Arab Emirates, Uruguay, Venezuela, and the
US Virgin Islands.
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simulated forward in a dynamic process, whereby changes generated by these agreements in
the rate of return (ROR) on capital induce investment and changes in wage rates induce
increased labour force participation. This revised baseline depicts the Canadian and global
economy as it would be with the aforementioned trade agreements in place.

Unilateral liberalization is then implemented as a separate policy shock. To simplify the
exposition, we implement the unilateral policy in 2018, which we assume to be the year in which
the TPP enters into force. Unilateral liberalization, as we model it, can thus be characterized as
a policy that caps the FTA program that Canada already has in the pipeline and shows the net
additional gain that is available to Canada from this approach after the impacts of the FTA
program have been realized. The impacts in 2035 may be interpreted as the permanent change
in the level of economic output, once full equilibrium has been restored following the policy
shocks, including the reallocation of capital and labour across sectors in response to the
changed opportunities in the liberalized economy, relative to the economy as it would have been
in the baseline.

We assume that a policy of unilateral free trade for Canada would be based on enhancing
Canada’s position in the global economy as a production platform; accordingly, we complement
the tariff elimination with a set of services market liberalizing measures aimed at enhancing the
value of FDI locating in Canada to serve Canada’s new FTA partners, Canada’s traditional FTA
partners, and, indeed, the world.

The tariff shock

Under unilateral liberalization, we eliminate the residual protection that Canada has facing the
world, as documented in the GTAP V9 database, but only following the adjustments for
Canada’s FTA program and the GPT changes.

The supply-managed sectors pose special problems because of the high level of initial
protection. Solving the supply management issue is beyond the scope of the present
undertaking. However, countries similar to Canada — most notably Australia and New Zealand —
have transited from supply management to export-oriented industrial structures and a number of
proposals have been put forward suggesting ways in which Canada could accomplish the
same.” We assume it is economically and politically manageable, but would require a gradual
phase-out. Thus, whereas for all other sectors we assume immediate tariff elimination in order
to underpin the claim for an “announcement effect” that would impact on business decision-
making, we provide for a 10-year phase-out of the Canadian supply-managed tariff protection.

As an important corollary, we assume that the policy change on supply management would also
remove restraints on Canada’s dairy products exports to the United States. Canada obtained
significant on-paper concessions on these that cannot be used while Canada remains
constrained by the classification of its dairy exports as “subsidized” pursuant to WTO dispute
settlement findings. The US concessions are, on paper, even more generous than those that
Canada provides the United States.® Under a supply management reform consistent with a

" For example, Robson and Busby (2010); Grant et al. (2014); and Hall Findlay and Mintz (2015).
® See, USDA Foreign Agricultural Services (20 October 2015).
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unilateral free trade policy, the constraint on accessing this new market opportunity would be
removed. Accordingly, while the TPP scenario that applies in the baseline zeros-out US
liberalization vis-a-vis Canada in dairy, under the unilateral liberalization scenario, the US tariff
eliminations under the TPP would bite and generate dairy sector exports.

The ROOs shock

A number of empirical investigations into the benefits of preferential trade have concluded that
the plausible range for ROO costs is 1% to 7% — this takes into account both the administrative
costs of compliance and the costs of sourcing from higher-cost suppliers to meet regional value
content requirements.® A number of studies have concluded that, for tariffs below 5%, the costs
of compliance (including time, out-of-pocket costs, and the more general hassle factor) are
sufficient to compromise the value of preferences.

For Canada’s FTA partners, and the remaining GPT beneficiaries, we make the simplifying
assumption that 25% of Canada’s imports from these partners utilize preferences.® We further
assume that the welfare cost of using preferences is equal to the mid-point of the established
range, or 4%. This implies a 1% cost reduction for accessing Canada’s market for these major
FTA partners, including GPT beneficiaries.

The services shocks

Canada provides a comparatively liberal market access regime for services and provides little in
the way of liberalization under even progressive FTAs, such as the CETA or TPP. However, in
particular areas, countries with comparable social and political structures are more liberal. For
the purposes of this exercise, we compare Canada’s ranking under the OECD’s Services Trade
Restrictiveness Index (STRI) (Geloso Grosso et al., 2015) to those of Australia, New Zealand,
and the United Kingdom. We assume that Canada adopts the least restrictive policy amongst
these four countries (Canada included) for cross-border services provisions and for commercial
presence provisions.

The degree of liberalization takes into account Canada’s commitments under the TPP (which
cover the NAFTA and other economies in the Americas), CETA, and the Canada-Korea FTA.

Further, we assume that Canada goes one step further and not only adopts these policies on an
applied basis, but also binds them under its GATS commitments — in effect, jumping the gun on
the TiSA negotiations with an offer that is likely beyond what Canada has currently tabled.
Such unilateral binding would provide the “kicker” to the reforms, signalling that Canada is
committed to its reforms by squeezing the “water” out of its GATS bindings, as quantified under
the GATS Trade Restrictiveness Index (GTRI) developed by Miroudot and Pertel (2015), and/or
its bilateral FTAs, such as the CETA and TPP.

The STRI/GTRI combines the various regulatory measures that restrict services market access
in one composite index of restrictiveness. The scores on these indexes take values between

% See Ciuriak and Xiao (2014) for a detailed review of the various estimates.
9 See Ciuriak and Xiao (2014: Table 2), which reports that 25.9% of Canada’s imports from all FTA
partners utilized preferences.
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zero and one, where one represents a totally closed (unbound) sector and zero a fully open
(bound) sector.

We create a template based on the most liberal conditions provided by Australia, Canada, New
Zealand, and the United Kingdom. We compare these scores to Canada’s actual scores and
calculate the implied percentage reduction in the STRI and GTRI, respectively.

This methodology covers both horizontal and sector-specific commitments. The horizontal
commitments stipulate conditions and restrictions that apply to all sectors of the economy.
These measures include investment screening, limitations on board members and managers of
firms, impediments on acquiring land and real estate, and so forth.

The specific commitments apply to a specific sector, as indicated in the schedule. For instance,
interest rate regulations pertain only to financial services. Some restrictions tend to impact some
sectors more than others; for example, restrictions in public procurement have a particularly
large impact on the construction sector in light of the importance of government demand for
these services.

To implement the unilateral liberalization policy shock for services, we proceed as follows:

= We assume that measures of the height of Canada’s NTBs in ad valorem equivalent
(AVE) terms implicitly reflect both the effect of actual restrictions and of “water”, as
measured by the difference between the GTRI and the STRI (that is, the difference
between bound commitments and applied practice).

= On the basis of a regression analysis of the effect of bindings (Ciuriak and Lysenko,
2016), we assume that actual market restrictions, as measured by the STRI, have twice
the restrictive power as an equivalent amount of “water”.

= Accordingly, we adopt the following simple formula: Total NTB = a(STRI + 0.5*"Water),
where a is a coefficient that scales the change in the STRI/GTRI-based calculation to
measures of the AVE of Canada’s sector-specific NTBs developed for the World Bank
by Jafari and Tarr (2014).

*= The percentage reduction in the STRI and the GTRI for Canada from moving to the least
restrictive posture currently practiced by the four countries mentioned then generates the
effective liberalization shock.

The FDI shock

For FDI, we proceed analogously to the method used for determining the services shock. In this
case, we apply the method to an index of FDI restrictiveness based on the OECD’s FDI
Restrictiveness (FDIR) index for Canada.

In the case of FDI, we do not include a binding effect. Given Canada’s pre-existing bilateral
investment agreements, the marginal impact of new bindings attributable to a policy of unilateral
liberalization is not likely to be of major significance. The FDI impacts would thus come from the
additional liberalization under services market access and the growth impact of the combined
package.
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3 RESULTS

Tables 1 and 2 set out the trade impacts of the unilateral liberalization package by region. As
can be seen, a policy of dismantling a country’s own trade barriers leads, in a general
equilibrium setting, to a rise in exports commensurate with the rise in imports.

The main beneficiaries of the C$36 billion in additional exports to Canada would be China and
India, with the United States and the other TPP parties also benefiting from reduced trade costs
in Canada over and above what Canada conceded in the TPP. The bonus would also be spread
worldwide, with only the European Union experiencing a small negative impact through the
erosion of the CETA preferences, which are reflected in the baseline.

Table 1: Trade Impacts: Canada’s Imports by Region

Accumulated change over Accumulated % change over
baseline, baseline,
CAD millions at 2016 prices real terms
2018 2025 2035 2018 2025 2035
United States 2,249 2,789 3,224 0.51 0.59 0.64
Mexico -82 51 116 -0.25 0.24 0.36
Other TPP 730 1,959 2,931 1.61 3.78 481
EU28 776 -628 -296 0.63 -0.55 -0.24
China 9,307 12,200 13,625 14.15 15.13 13.88
India 960 5,155 6,641 12.71 55.91 54.70
Korea -54 24 50 -0.41 0.26 0.41
Taiwan 262 617 623 3.59 8.86 9.05
TFTA 341 1,805 2,877 4.27 18.75 21.05
Rest of World -346 3,863 6,145 -0.38 4.01 5.34
(residual)
World Total 14,143 27,835 35,935 1.79 3.30 3.94

Source: Calculations by the authors.

The main region where Canada would make export gains would be the United States. This is
intuitively plausible: a policy of unilateral liberalization, once equilibrium has been restored
creates a lower-cost economy that is more competitive. Canada’s main export market is the
United States. Unilateral liberalization gives Canada a leg up in that key market. However, as
with imports, Canada’s export gains would come from global markets in general, reflecting the
non-discriminatory nature of the new policy setting and the dismantling of trade-distorting
preferences.

Table 2: Trade Impacts: Canada’s Exports by Region

Accumulated change over Accumulated % change over
baseline, baseline,
CAD millions at 2016 prices real terms

2018 2025 2035 2018 2025 2035
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United States 6,848 12,412 15,700 1.77 3.10 3.66
Mexico 262 569 833 2.37 4.43 5.26
Other TPP 612 2,049 2,790 1.81 5.21 6.13
EU28 1,577 3,472 4,502 1.77 3.66 4.30
China 626 1,625 2,714 1.55 3.01 3.54
India 80 260 413 1.21 3.10 3.49
Korea 236 1,065 1,693 1.77 6.13 7.58
Taiwan 65 149 195 1.81 3.79 4.45
TFTA 76 289 456 1.63 4.82 5.44
Rest of World 1,115 3,168 4,391 1.74 4,18 4.86
(residual)

World Total 11,498 25,057 33,688 1.73 3.45 4.08

Source: Calculations by the authors.

Table 3 sets out the macroeconomic impacts of a unilateral free trade policy designed to make
Canada a preferred destination as a global production platform.** In current Canadian dollar
terms, this policy generates about C$47 billion for Canadian households and GDP gains of
C$61 billion in the fullness of time. The increase in openness of the Canadian economy is
significant, as two-way trade increases by about 4%; the percentage gain in real GDP is about
one-third of that, which is in a reasonable range for GDP gains leveraged by increased
openness.

Note that the cost reduction not only goes into supporting Canadian exports, but also in cutting
the costs of Canadian production for domestic consumption, thus expanding supply capacity
throughout the economy. Further, the cost reductions increase value-added growth throughout
the economy as resource utilization improves. The trade balance does decline; however, this
reflects to a significant extent the increased demand in Canada for imports from increased
growth and investment, which boosts capital inflows and thus expands the surplus on Canada’s
capital account.

Table 3: Macroeconomic Impacts on Canada, % or CAD at 2016 prices

2018 2020 2025 2030 2035

Economic Welfare (CAD millions) 15,805 23,178 37,436 42,984 47,081
Economic Welfare (% change over baseline) 0.607 0.880 1.375 1.531 1.624
GDP Change (CAD millions) 18,126 26,907 45,131 54,064 60,996
GDP Volume (% change over baseline) 0.614 0.889 1.398 1571 1.670
Consumption 0.731 1.040 1.607 1.774 1.858
Government Expenditure 0.298 0.493 0.853 0.991 1.091
Investment 0.651 0.812 1.094 1.213 1.300
Total Exports of Goods and Services 1.733 2.280 3.450 3.915 4.079
Total Imports of Goods and Services 1.791 2.263 3.304 3.751 3.942
Trade Balance (CAD millions) -2,634 -2,743 -2,759 -2,535 -2,221
Capital Stock 0.000 0.093 0.357 0.592 0.782
Unskilled Labour 0.486 0.630 0.911 1.012 1.058

1 we report the value data in Canadian dollars at estimated 2016 prices. The conversion factor from
2011 USD to 2016 CAD is 1.53, which reflects the estimated 7.5% inflation in USD prices between 2011
and 2016 and an exchange rate of approximately 72 cents.
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Skilled Labour 0.466 0.607 0.900 1.006 1.055
Terms of Trade -0.320 -0.417 -0.575 -0.590 -0.560
Consumer Price Index -0.644 -0.891 -1.360 -1.483 -1.506

Source: Calculations by the authors. All figures are percentage change unless otherwise indicated.

In terms of the sources of the gain, the impacts for Canada stem from tariff reductions, the
lapsing of ROOs costs, and services market liberalization, where the main contribution comes
from the binding of services market access.

The contribution of FDI liberalization per se is modest. This result reflects the already-highly-
open Canadian investment regime. However, the strong export response in the simulation may
be interpreted as Canada receiving new export mandates for the large number of foreign
subsidiaries already established in Canada.

Figure 2: Canada — Sources of Welfare Gains Under Unilateral Liberalization, CAD Millions
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Figure 3: Canada — Sources of GDP Gains Under Unilateral Liberalization, CAD Millions
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The sectoral impacts for Canada are reported in Table 4. Note that the impacts are reported in
terms of the value of sales and, thus, on the same gross value basis as imports and exports.
This provides an insight into the market-share impacts that industry participants will experience
in terms of total shipments.

The most striking feature of this policy impact is the increase in openness of the economy: the
value of domestic shipments falls, while both imports and exports rise steeply. In most sectors,
both imports and exports increase. This is consistent with expectations based on modern
heterogeneous firms trade theory, which predicts a reallocation of market share from lower-
productivity domestically-oriented firms to higher-productivity firms that already export or that
newly enter export markets as a result of the competitive effects of a liberalization policy shock.

A second striking structural feature is the general boost to industrial production over primary
production. Trade policy is industrial policy — it is a choice about which products a country
decides it wants to produce itself and which it prefers to purchase on global markets with the
receipts earned on its exports. Unilateral liberalization effectively sets the trade policy dials back
to zero — a tabula rasa. These results thus demonstrate that Canada, through its tangled web of
remaining legacy protection and new preferences, has adopted a policy that creates a bias
towards de-industrialization.

In the agricultural sector, predictably, the model interprets the policy shock as implying a steep
reduction in dairy production. This is probably overstated, because unilateral liberalization would
imply removal of the impediments to dairy exports that Canada currently confronts. We phase in
the shock over ten years, a period that would allow as significant a degree of consolidation of
dairy production into Canada’s most productive dairy regions as was seen over the past two
decades, during which the number of Canadian dairy farms was reduced by half to about
12,500 today. A Conference Board of Canada study suggests that with some further
consolidation, the Canadian dairy sector would begin to approximate the efficiency of leading
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dairy producers and attain export volumes half that of New Zealand’s.” The export gains

reflected in our simulation fall well short of that.

Table 4: Sectoral Impacts of Unilateral Liberalization on Canada

Domestic Total Total Total Domestic Total Total Total
Shipment Export Import ~ Shipment  Shipment Export Import  Shipment
S S S S S S S S
CAD millions in 2016 prices Percent change in real term
Rice -5 1 -4 -4 11 10.9 -0.6 13
Wheat and Cereals -102 253 5 151 -0.7 2.1 0.5 1.0
Fruit and Vegetables -6 71 -56 65 -0.8 1.3 -0.6 11
Oilseeds and Vegetable -303 586 303 283 -1.5 3.2 9.3 14
Oils
Sugar -28 31 -7 4 0.5 7.0 -0.4 14
Other Agriculture -568 255 107 -313 -1.5 5.3 2.4 -0.1
Dairy -6,664 730 3,984 -5,933 -19.5 63.4 46.9 -15.3
Forestry 419 -40 31 380 1.1 -1.6 3.8 0.8
Fishing -14 8 -2 -6 -0.1 0.5 -0.2 0.1
Fossil Fuels -105 821 1,234 716 0.0 0.7 2.0 0.3
Mineral Products 654 324 451 977 14 1.3 1.8 14
Beef -122 420 63 298 12 7.8 2.6 2.3
Pork and Poultry -8,494 4,147 4,849 -4,347 -42.3 66.4 125.5 -10.1
Food Products -3,302 1,179 3,338 -2,123 -2.8 6.9 13.2 -0.3
Beverages and Tobacco -38 27 246 -11 0.8 18 2.6 0.9
Textiles and Apparel -3,342 690 3,276 -2,652 -10.2 18.7 12.3 -6.2
Leather Products -272 63 461 -209 -12.5 23.2 10.0 -7.2
Wood Products -209 1,895 1,017 1,686 0.5 34 29 1.4
Chemicals, Rubber, 123 3,910 1,687 4,033 0.8 4.2 1.5 2.3
Plastics
Metal Products 1,654 4,166 2,089 5,820 17 4.2 23 2.8
Automotive 483 4,132 1,928 4,616 15 4.5 15 3.2
Transport Equipment -295 1,717 628 1,422 -1.1 5.2 3.0 3.2
Electronic Equipment 154 834 469 988 14 7.6 11 3.3
Machinery and Equipment -259 3,291 1,765 3,033 0.4 5.3 1.2 2.7
Other Manufacturing 426 448 639 874 0.9 3.7 5.4 1.2
Other Services 6,981 228 17 7,208 1.1 2.5 0.1 1.1
Construction 2,248 24 279 2,272 1.1 29 22.0 1.1
Trade 2,291 281 219 2,573 13 3.8 1.8 13
Transportation Services -2,122 520 1,233 -1,602 -0.5 18 4.0 -0.2
Communications -5,091 229 2,227 -4,862 -2.1 5.7 44.7 -1.8
Financial Services 1,743 439 -36 2,182 1.3 2.7 -0.1 14
Business Services -4,800 1,424 2,619 -3,376 0.1 3.4 6.4 0.4
Recreation Services -2,077 582 877 -1,495 -0.7 4.7 6.6 0.0
Total Goods -20,213 29,961 28,501 9,748 -0.6 4.4 3.6 1.3
Total Services -825 3,727 7,434 2,901 0.8 3.2 5.4 0.9
Total Shipments -21,039 33,688 35,935 12,649 0.4 4.2 3.9 1.0

Source: Calculations by the authors.

The poultry sector, similarly, would be predicted to shrink under a policy of unilateral
liberalization. Again, this simplistic result does not take into account the potential for structural
adjustment. Just as Canada became a quality wine producer after trade liberalization, so it could

2 Grant et al. (2014).
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become a quality poultry producer, exploiting natural advantages in agricultural production to
tap into rapidly growing markets.

Such adjustments in dairy and poultry would reduce the implied “re-industrialization” effect of
unilateral liberalization, but would not likely remove it.

Canada’s other primary sectors would be little affected. Unilateral liberalization thus promises
these sectors neither boom nor bane. That is not surprising: basic commodities are production
inputs and for the most part face low trade barriers.

Canada’s services sector would, like the goods sector, become more open, but the simulation
suggest there would be less of an overall gain — the main benefits from unilateral liberalization
would be the revival of industrial production in Canada.

4 DISCUSSION AND CONCLUSIONS

This study examines the implications of setting a blank slate — a tabula rasa — for Canadian
trade policy, erasing the distortions that have accumulated by default or design under Canada’s
trade strategy. By resetting the trade counters to zero, we create a system free of tariffs, tariff
preferences, and the complex administrative burdens to access those preferences. Compared
to the current tangled web of Canadian trade agreements, this modeled economy is more
efficient and more prosperous than the one we have now — by a considerable amount.

The numbers illustrate the well-established theoretical proposition that reducing trade costs
makes an economy more open — liberalizing imports effectively removes a tax on exports. The
numbers also illustrate that a more open economy is likely to be more efficient and realize
greater welfare outcomes.

For Canada, the simulations indicate that the current tangled web of legacy protection and
preferences granted and received under bilateral and regional trade agreements has promoted
a de-industrialization of the economy. As we have noted, trade policy is industrial policy and this
is not likely an intended outcome of Canada’s overall industrial policy.

The structural adjustments the model predicts under unilateral liberalization do not take into
account likely structural adjustment within the highly-protected dairy and poultry sectors and,
thus, likely overstate the reduction of activity in those sectors and the re-industrializing impulse.
However, on balance, a Canadian economy unencumbered by its current trade policy would
experience a boost to industry. This would be a desirable outcome given what is known about
the dynamic effects of industrial activity, which features positive knowledge spillovers and
scalability that land-based production does not.

While we designed the policy shock to make Canada as attractive a destination for FDI as
possible, the simulations suggest there would be little direct gain from such policies. This
reflects the fact that Canada already is highly-open to foreign investment and indeed is one of
the most heavily foreign-invested countries in the world. Our simulations suggest there is little
further gain from pursuing FDI. However, the strong export response can be interpreted as
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Canada winning significant new export mandates for the foreign subsidiaries that are
established there. This would be an important aspect of a unilateral policy aimed at making
Canada a preferred platform for global production.

The services sector liberalization shock that we build in — making Canada as open to services
imports as the most liberal regime per sector currently applied by the United Kingdom, Australia,
New Zealand, or Canada — does not make Canada a services export powerhouse. Financial
services do well, but the main benefit flows through to the industrial economy through lower cost
inputs.

For services, we assume that Canada not only liberalizes on an applied basis, but also
unilaterally binds this enhanced market access under its GATS commitments. Binding should
reduce uncertainty and reduced uncertainty should have an impact on trade. We do not build
such a binding into the tariff shock. However, we note that recent analysis suggests that
“sgueezing the water” out of the tariff, as we do with the services commitments, has a further
powerful stimulating effect in terms of promoting goods trade.

Several caveats and cautions are in order about the present analysis.

First, this study should not be interpreted as a call for laissez faire economic policy in general. It
makes the case that the current trade policy, as it stands following the negotiation of Canada’s
current portfolio of FTAs (which have gained Canadian exporters preferential access in most of
Canada’s major markets) is, nonetheless, a less effective policy than none at all, as defined by
the tabula rasa we simulate. The study does not, however, comment on the positive agenda for
industrial policy, including in such critical areas as innovation.

Second, it is silent on the path to reaching the better outcome. An analogous situation faced
Canada at the time of the signing of the Canada-United States FTA. In that historical episode,
Canada went through a painful initial decline before gradually recovering. Armed with an
understanding of that experience, hopefully a more effective policy implementation could be
crafted — especially in view of the fact that Canada would not be constrained by international
commitments, but would be making choices on its own.

In terms of conclusions, we would emphasize the following main points.

Canada’s policy of serial preferential trade agreements is rapidly reaching its natural limits.
Under preferential agreements, ROOs constrain firms to sourcing within a preferential zone to
take advantage of that zone's preferences. For smaller businesses, in particular, taking
advantage of international sourcing to boost competitiveness, while also accessing multiple
preferential agreements, may be difficult. With major trade agreements with the United States,
the European Union, and the TPP Pacific partners already signed (if not all implemented), only
China stands out as having the potential to generate significant additional trade.

With multilateral liberalization likely off the table for the foreseeable future following the
internment of the Doha Round at the Nairobi WTO Ministerial in December 2015, the unilateral
option looms large as a potential option. Building on Ciuriak and Xiao (2014), this study shows
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that even with the CETA and the TPP in the fold, there remains significant potential from a
policy of unilateral liberalization, especially if services are included.

The slate can be wiped clean.
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Appendix 1: Description of the Model and Modelling Assumptions
The CGE model

To model the impact of unilateral liberalization, we use a recursive dynamic version of the
standard GTAP CGE model, adapted to incorporate FDI (Ciuriak and Xiao, 2014, provide a
description of the way FDI is incorporated in the model).

CGE models integrate a number of accounts to provide a complete description of an economy:

»= The standard national income and expenditure accounts;

= A breakdown of industry by sector that reflects inter-sectoral input-output links, which
take into account internationally-sourced intermediate goods and services (in all, the
GTAP dataset allows for the representation of up to 57 sectors, 43 of which are goods);

= A production function for each sector that combines sector-specific inputs of capital,
skilled and unskilled labour, and intermediate inputs; and

= A trade account that models the international linkages for each sector of the economy.

The model generates results for national account aggregates, industry output and prices, factor
inputs and prices, and trade flows. For a technical description of the GTAP model, see Hertel
(1997); for a discussion of the degree of confidence in CGE estimates, see Hertel et al. (2003).
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On the production side, the model evaluates efficiency gains from reallocation of factors of
production across sectors. In the first stage, land, labour (skilled and unskilled), and capital
substitute for one another to generate domestic value-added by sector; intermediate inputs,
which include imported intermediates, substitute for domestic value-added in a second stage.

Given that we use a dynamic model, both labour and capital respond to changes in factor
returns. Labour responds to changes in the wage rate according to an estimated long-run
elasticity equal to one. Capital supply responds to changes in the ROR on capital; the
investment response is based on the Monash capital model (Dixon and Rimmer, 1998). Both
labour and capital are mobile across all sectors within a country. Capital is also mobile
internationally.

On the demand side, an aggregate Cobb-Douglas utility function allocates expenditures to
private consumption, government spending, and savings so as to maximize per capita
aggregate utility. Following a shock, such as unilateral liberalization, the changes in
consumption are allocated across these three aggregates based on their income shares in each
region.

Private household demand responds to changes in prices and income. This latter effect reflects
the fact that consumption of particular types of goods, such as luxury goods, increases more
with higher income than does consumption of other goods, such as staple food products.
Notably, changes in trade protection not only result in changes in the prices of intermediate
production goods, but also in the prices of consumer goods, which induces demand responses.

The trade module assumes imperfect substitution based on product differentiation across
regions. The key parameter determining the scale of impacts on trade from a tariff shock is the
elasticity of substitution — a high substitution elasticity generates relatively large trade impacts
for a given size of tariff shock. Note that the GTAP sectors reflect relatively large aggregates of
individual products; accordingly, substitution elasticities are lower than they would be for product
categories that are defined more narrowly and, thus, are more substitutable for each other.

Economic welfare is based on equivalent variation, the lump sum payment at pre-shock prices
without the shock that leaves households as well off as in the post-shock economy.

We use a perfect competition specification of the GTAP model. Some models incorporate
imperfect competition for industrial goods sectors, introducing price mark-ups that represent
monopolistic pure profits in equilibrium. These price mark-ups are reduced by intensified
competition under trade liberalization, generating additional welfare gains.*® Several recent
models incorporate heterogeneous firms features, which generate productivity gains from the
reallocation of market shares to more productive firms under trade liberalization.** As it is
problematic to combine all these features in one model while retaining a reasonable degree of
product and regional disaggregation, no single modelling exercise can be considered definitive;
a suite of studies is required to hone in on the likely impacts (see, e.g., Narayanan et al., 2015).

Implementation

'3 See Roson, 2006, for a review of the issues raised by this methodology.
* These include Zhai (2008); Dixon et al. (2013); Balistreri and Rutherford (2013); Oyamada (2013); and
Itakura and Oyamada (2013). See Roson and Oyamada (2014) for a review.



24

We use the recently-updated GTAP V9 database with a base year of 2011. We adopt a 33-
product group aggregation (Table Al), featuring 11 agricultural and food sectors, 4 other
primary sectors, 10 industrial sectors, and 8 services sector. We model 40 regions (Table A2).

We first simulate the GTAP database forward to 2035, using GTAP dynamic database tools,
and drawing on available data (IMF World Economic Outlook, October 2015, for the near term
and projections from Fouré et al., 2012, for the out years). The policy shocks are implemented
on this projected base in a dynamic process, whereby changes in the ROR on capital induce
investment changes and changes in wage rates induce labour force participation changes.

The policy shocks — tariff reductions, the effect of ROOs on preference utilization, NTBs on
services, and NTBs on investment — are simulated sequentially, allowing us to decompose the
impacts by policy measure. The results reported are changes relative to the baseline at 2018,
2025, and 2035. The reported gains in 2035 may be interpreted as a permanent increase in the
level of trade and economic output, once full equilibrium has been restored following the policy
shocks, including the reallocation of capital and labour across sectors and regions in response
to the changed opportunities flowing from the TPP policy shock.

Table Al: Sectors

Agriculture and Food Forestry, Fishing, Industry and Services
Mining Manufacturing
Rice Forestry Textiles and Apparel Construction
Wheat and Cereals Fishing Leather Products Trade
Fruit and Vegetables Fossil Fuels Wood Products Transport
Oil Seeds and Vegetable Oils Mineral Products Chemicals, Rubber, and Communication
Plastics
Sugar Metals and Metal Financial Services
Products
Dairy Automotive Business Services
Beef Transport Equipment Recreation
Pork and Poultry Electronic Equipment Other Services
Other Agriculture Machinery and Equipment
Food Products Other Manufactures

Beverages and Tobacco
Source: Compiled by the authors.

Table A2: Regions

TPP Other RCEP TTIP/other TISA TFTA and ROW
Australia Indonesia EU28 Ethiopia
Canada Philippines Norway Kenya

Chile Thailand Switzerland Mozambique
Japan Rest of Southeast Asia Other EFTA (Iceland & Liechtenstein) Tanzania
Malaysia China Israel Uganda

Mexico Korea Pakistan Rwanda

New Zealand India Turkey Rest of East Africa
Peru Hong Kong SACU
Singapore Taiwan Other TFTA
United Colombia ROW

States
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Vietham Central America (Costa Rica and Panama)

Other South America (Paraguay and
Uruguay)
Source: Compiled by the authors. Note: Brunei is part of Rest of Southeast Asia.

Closures

In CGE simulations, the number of endogenous variables is limited; the others must be set
exogenously by assumption and the modeller decides which are which, thus defining the
“closure” of the model. CGE models can be simulated with various alternative closures; the
choice influences the results significantly.

Under the GTAP model's default microeconomic closure, the factor endowments (i.e., the total
supply of labour, both skilled and unskilled, as well as of capital and land) are fixed; factor prices
(i.e., wages and returns to capital and land) adjust to restore full employment of the factors of
production in the post-shock equilibrium.*® Under alternative microeconomic closures that are
sometimes used, the returns to capital or to labour can be fixed and the supply of capital and/or
labour then adjusts to restore equilibrium.'” Each of these closure rules makes an extreme
assumption about the supply of labour and/or capital: it is either perfectly elastic or perfectly
inelastic. The reality is likely to be somewhere in between.

In the GTAP-FDI model, investment adjusts to changes in the ROR; similarly, we allow labour
supply to adjust to changes in wages. As a result, unilateral liberalization generates
“endowment” effects: that is, the supply of labour and capital (i.e., the initial endowments of
labour and capital) changes based on changes in returns to labour and capital. For both labour
and capital, the supply elasticity is set at one; for labour supply, this assumption is based on
estimates of long-run labour supply from the literature'®; for capital supply, the assumption is
based on regressions of the investment response to a change in ROR using firm-level data.

As regards the GTAP’s macroeconomic closures, two approaches are available. First, the current
account can be fixed, which assumes that the external balance is determined entirely by domestic
investment-savings dynamics. When trade policy shocks result in unbalanced changes in imports
and exports, the original trade balance is restored by implicit exchange rate adjustments.
Alternatively, the current account can be allowed to adjust to the trade shock. The change in the
current account must then be offset by equivalent changes in capital flows. In reality, unbalanced
trade impacts are likely to have both effects: induce subsequent exchange rate adjustments and

' For example, Ciuriak and Chen (2008), modeling the Canada-Korea FTA, find GDP impacts vary from
0.064%, when labour and capital supply both fixed, to 0.268%, where both capital and labour supply are
flexible.

'® This is sometimes described as reflecting a medium-term horizon in which labour supply is relatively
“sticky”.

" The closure rule in which the ROR to capital is fixed is sometimes described as reflecting longer-run
“steady-state” growth conditions. For an example of the use of the labour market closure rule under which
the wage rate is fixed, see Francois and Baughman (2005).

® See Evers et al. (2008) for a meta-analysis of the labour supply elasticity literature; this study
concludes the elasticity is about 0.1 for men and 0.6 for women, or about 0.3 on average. Ham and Reilly
(2013) find statistically-significant inter-temporal labour supply elasticities of 0.89 with the Panel Study of
Income Dynamics dataset and of 1.0 with the Consumer Expenditure Survey dataset.
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offset capital flows. The choice of macroeconomic closure can have significant implications for the
model outcomes. " Given the active role of FDI in our model, we necessarily adopt the closure
where the current account adjusts.

Appendix 2: Description of the Policy Shocks

Pre-simulations

To update the trade policy context, we first simulate the impact on Canada of the trade
agreements that have been implemented or signed since 2011. Specifically:

Canada-Korea FTA: the policy shock draws on the Ciuriak et al. (2015b) study for the
C.D. Howe Institute of the CKFTA as negotiated.

CETA: the policy shock draws on work being developed for a study for the C.D. Howe
Institute of the CETA as negotiated.

TPP: the policy shock draws on the Ciuriak et al. (2016) study of the TPP as negotiated.

Other FTAs: we eliminate tariffs between Canada and the following regions: Colombia;
“Other Central America”, which includes Panama and Costa Rica, and represents a
good proxy for Panama and Honduras; and the EFTA countries (Norway, Switzerland,
and Other EFTA in our regional model). These countries/regions are red-lined in Table
A3.

We also raise the tariff protection in the GTAP database for major recipients of Canada’s
GPT preferences, which lapsed with the GPT reform in 2015. These countries/regions
are blue-lined in Table A3. The GPT tariff break of 3% applies only to about 1,000 items
and, thus, does not cover all imports. We assume that 25% of the imports into Canada
benefit from the GPT, which implies a 0.75% tariff increase facing the countries losing
GPT preferences. We apply this increase across the board.

Within the Rest of the World (ROW) category, there are some countries that have FTAs
with Canada (e.g., Jordan) and some that have lapsing GPT preferences (e.g., Russia).
As any adjustments to the ROW would be minor and problematic to incorporate, we
leave the GTAP trade protection facing this region in the Canadian market unchanged.

Table A3: Pre-simulation of Tariff Elimination Under Canada’s Existing FTAs

TPP Other RCEP TTIP/Other TISA TFTA and ROW
Australia Indonesia EU28 Ethiopia
Canada Philippines Norway Kenya

Chile Thailand Switzerland Mozambique
Japan Rest of Southeast Asia Other EFTA (Iceland and Liechtenstein) Tanzania
Malaysia China Israel Uganda
Mexico Korea Pakistan Rwanda

New India Turkey Rest of East
Zealand Africa

Peru Hong Kong SACU

¥ For example, Gilbert (2004), modelling the Korea-US FTA, finds that the fixed current account
simulation reduces welfare gains for Korea to 3/5 the level of the simulation with a flexible current account
and marginally (by 5%) for the United States.
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Singapore Taiwan Other TFTA
United Colombia ROW
States
Vietham Central America (Costa Rica and

Panama)

Other South America (Paraguay and

Uruguay)

Source: Calculations by the authors.
The tariff shock

The tariff shock is simple: full elimination of remaining tariff protection for all regions (including
residual protection facing Canada’'s FTA partners post-the-various-FTAs). The dairy, pork, and
poultry tariffs are phased out in a straight line over 10 years.

The ROOs shock

The 1% ROOs shock applies to imports from the recipients of Canada’s preferences, namely
the red-lined FTA partners and the green-lined GPT recipients.

The services shock

The OECD STRI project was launched by the Trade Committee in June 2007 as a tool for
quantifying barriers to trade in services at the sector level (OECD, 2007).

The STRI database contains information on market access, national treatment, relevant
domestic regulation, and administrative procedures in all the OECD member countries and key
partners (Brazil, China, India, Indonesia, Russian Federation, Colombia, Latvia, and South
Africa). The database records measures applied on a most-favoured-nation basis, and does not
consider preferential treatment entailed in regional trade agreements. The sources of
information for the database are laws and regulations in each OECD member country.

The STRI transforms the qualitative information contained in the database into numerical values
that can be used for quantitative policy analysis, including impact assessment of policy reforms.
The STRI scores are broken down into five policy areas: restrictions on market entry conditions,
restrictions on the movement of people, other discriminatory measures, barriers to competition,
and regulatory transparency.

In order to develop a cross-border services shock, we create a sub-index of the STRI, which
only takes into account the cross-border measures. We refer to this as the Cross-Border
Services Restrictiveness Index (CBS-RI). Also, a similar index is developed to capture the commitments
made in GATS to calculate the bound level (G-CBS-RI). The difference between CBS-RI and G-CBS-Rl is
called “water in the GATS".

In order to develop the services shock, a template based on the applied and bound level of commitments
is made and applied to Canada’s STRI and GTRI scores. The template is constructed based on the
most liberal regime for a particular sector in Canada, the United Kingdom, New Zealand, and
Australia. Table A4 shows the scores for Canada, if it adopted the most liberal framework in
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each sector of any of the four countries surveyed. The reported figures are based on the
combined best scores across different service sectors in cross-border services:

Table A4: Constructing the Unilateral Services Shock

Current Most Liberal Policy Shock (%
change)

CBS-RI  G-CBS-RI CBS-RI G-CBS-RI % change % change
CBS-RI G-CBS-RI

Accounting 0.070 0.113 0.016 0.075 77.3 33.9
Architecture 0.096 0.216 0.012 0.162 87.5 25.0
Broadcasting 0.011 0.011 0.000 0.000 100.0 100.0
Computer 0.017 0.035 0.000 0.017 100.0 50.0
Construction 0.043 0.073 0.000 0.017 100.0 76.7
Courier 0.086 0.095 0.014 0.026 83.4 72.9
Distribution 0.052 0.057 0.000 0.009 100.0 83.6
Engineering 0.058 0.189 0.000 0.131 100.0 30.7
Legal 0.029 0.239 0.009 0.144 68.4 39.8
Maritime 0.091 0.151 0.036 0.053 61.0 64.6
Motion Pictures 0.026 0.114 0.000 0.013 100.0 88.7
Rail Freight Transport 0.000 0.010 0.000 0.010 0.0 0.0
Road Freight Transport 0.018 0.035 0.000 0.000 100.0 100.0
Sound Recording 0.060 0.116 0.000 0.040 100.0 65.7
Telecommunication 0.028 0.028 0.000 0.000 100.0 100.0

Source: Calculation by the authors.

As can be seen from this table, most of Canada’s scores in cross-border services move to zero,
which represents no further restrictions in the respective service sector. In other words, at least
one of Canada’s peer groups — which comprise countries with highly-similar governance
frameworks, levels of income, etc. — has found it feasible to adopt similarly liberal market access
conditions for services. On average, Canada liberalizes the applied level (current level of
practice) by 85% and improves upon its GATS bindings by 62%.

In our methodology, to avoid double counting, we take into account the liberalization Canada
has made that can be attributed to the previously negotiated FTAs for Canada (NAFTA,
Canada-Korea FTA, CETA, and TPP), for which separate shocks were developed.

The FDI shock

A similar approach as for cross-border services is taken to construct a highly-liberal policy shock
for FDI. Based on the OECD STRI and FDIR indexes, we construct a template comprised of
regulatory measures affecting FDI (FDI-RI), using the weights developed by the OECD. A
similar index is developed to reflect the bound level (G-CBS-RI).

Table A5 shows the implications if Canada adopted the most liberal regime per sector, based on
the combined best scores across different service sectors in FDIs of the four comparator
countries.
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Table A5: Constructing the Unilateral FDI Policy Shock

Current Most Liberal Policy Shock (%
change)
FDI-RI G-FDI-RI FDI-RI G-FDI-RI % % change
change G-FDI-RI
FDI-RI

Accounting 0.107 0.178 0.000 0.000 100.0 100.0
Architecture 0.090 0.168 0.013 0.013 85.5 92.2
Broadcasting 0.360 0.732 0.095 0.098 73.7 86.7
Computer 0.069 0.120 0.000 0.000 100.0 100.0
Construction 0.067 0.168 0.000 0.034 100.0 80.0
Courier 0.209 0.259 0.048 0.242 77.3 6.3
Distribution 0.175 0.250 0.012 0.012 93.1 95.2
Engineering 0.040 0.107 0.000 0.000 100.0 100.0
Legal 0.096 0.387 0.000 0.110 100.0 71.6
Maritime 0.071 0.490 0.000 0.107 100.0 78.2
Motion Pictures 0.173 0.502 0.027 0.055 84.3 89.1
Rail Freight Transport 0.145 0.207 0.000 0.046 100.0 77.7
Road Freight Transport 0.099 0.271 0.000 0.025 100.0 90.9
Sound Recording 0.052 0.301 0.000 0.301 100.0 0.0
Telecommunication 0.247 0.349 0.000 0.005 100.0 98.7

Source: Calculation by the authors.

As can be seen from this table, most of Canada’'s scores on FDI restrictions move to zero,
which represents no further restrictions in the respective service sector. On average, Canada
liberalizes the applied level (current level of practice) by 94% and improves on its GATS
bindings by 77%. While these figures seem large, it must be borne in mind that that the level of
restrictiveness is very low. For FDI, the liberalization amounts to elimination of nuisance tariffs
and the effect is not large.

Applying the shock in the CGE model

For the simulations, these sectors are aggregated to the sectors in the model. We then apply
the percentage changes for the indexes as aggregated to the model sectors to estimates of the
AVE levels of protection applicable in each of the model sectors.

For services we draw on estimates for such services protection from Jafari and Tarr (2014), a
World Bank study that estimated these barriers for eleven services sectors in 103 countries.

For FDI, the shock is to the “phantom tax” that is part of the GTAP-FDI model database, which
explains the gap in the observed ROR on domestic capital and the ROR on FDI (implicitly, this
gap exists because of restrictions on FDI). This shock is then applied in the CGE model
simulation.

As can be seen from Table A6, moving to a “most liberal” standard implies in some sectors a
very large percentage cut in implied barriers to services trade, implying substantial reductions in
the cost of services used by Canadian business across the spectrum of industries.
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Table A6: The Services and FDI Shocks in AVE Terms for the Model Sectors

Model Sector Services AVE STRI % change FDI Phantom Tax % Change
Construction 16.6% 85.3% 37.9% 84.7%
Trade 2.2% 91.4% 61.1% 93.4%
Transport 21.9% 28.7% 63.9% 66.2%
Communication 7.0% 100.0% 25.5% 99.2%
Financial 6.8% 0.0% 50.5% 0.0%
Services

Business 19.2% 46.3% 44.4% 92.1%
Services

Recreation 9.4% 86.0% 66.3% 53.2%
Other Services 0.0% 0.0% 57.8% 0.0%

Source: Calculation by the authors.
Implied policy changes in Canada

The highly-granular method applied in constructing the policy shock generates a rich information
base concerning the policy measures in Canada that would have to be amended to take it to the
liberal trade regime described by the policy shock. Table A7 details the various measures that
would have to be amended by Canada to achieve these scores.

We identify some 38 sector-specific measures on which Canada is less open than either the
United Kingdom or Australia. New Zealand did not make the cut. Of these measures 10 relate to
public procurement restrictions; another 12 relate to licensing of professionals (architects,
lawyers, engineers, etc.); the remaining measures cover a range of issues.

Table A7: The Services and FDI Policies that Are Assumed to be Liberalized

CBS-RI Measures Most
Liberal

Accounting Foreign accountants and auditors are required to take local examinations | AUS
to qualify for full membership in the profession
Foreign accountants and auditors are required to practice locally for at | AUS
least 1 year in order to become a full member of the profession
Foreign suppliers treated less favourably regarding taxes and eligibility for | AUS
subsidies
Only locally-licensed accountants and auditors may use the nameftitle | AUS
"Accountant" or "Auditor

Architecture Prior or permanent residency required for license to practice UK
Domicile required for license to practice UK

Foreign architects are required to take local examinations to qualify for full | UK
membership in the profession

License or authorisation is required to practice as an architect UK
There are limitations on foreign participation in public procurement UK
Broadcasting There are limitations on foreign participation in public procurement AUS
Computer There are limitations on foreign participation in public procurement AUS
Construction Foreign engineers are required to take local examinations to qualify for full | AUS
membership in the profession
Foreign engineers are required to practice locally for at least 1 year in | AUS
order to become a full member of the profession
Explicit access discrimination favours local firms in public procurement AUS
Distribution Foreign suppliers treated less favourably regarding taxes and eligibility for | AUS
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subsidies
There are limitations on foreign participation in public procurement AUS
Foreign firms are discriminated against on trademark protection AUS
The prepackaging of products is subject to mandatory nominal quantities | AUS
Price regulation: minimum prices AUS
Courier Explicit access discrimination favours local firms in public procurement UK
A de minimis regime is in place (in USD) UK
Engineering Foreign engineers are required to take local examinations to qualify for full | AUS
membership in the profession
Foreign engineers are required to practice locally for at least 1 year in | AUS
order to become a full member of the profession
There are limitations on foreign participation in public procurement AUS
Legal Foreign lawyers are required to take local examinations to qualify for full | AUS
membership in law the profession
There are limitations on foreign participation in public procurement AUS
Maritime Transport | Feedering is allowed UK
Explicit discrimination in favour of local firms for domestic traffic UK
Explicit discrimination in favour of local firms for international traffic UK
Motion Pictures Foreign suppliers treated less favourably regarding taxes and eligibility for | AUS
subsidies
There are limitations on foreign participation in public procurement AUS
Sound Recording | Foreign suppliers treated less favourably regarding taxes and eligibility for | AUS
subsidies
There are limitations on foreign participation in public procurement AUS
Local content: subsidies for film or television program making are | AUS
conditioned on local content requirements for music
Telecommunication | There are limitations on foreign participation in public procurement UK
The government can overrule the decision of the regulator UK

Source: Calculation by the authors.
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