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Abstract

Preferential trade liberalization is often perceived as credible compared to unilateral trade liberalization. In contrast to the net effect of trade creation and trade diversion on welfare, The welfare effect of credibility has not be assessed quantitatively. This paper attempts to assess quantitatively the impact of credibility of preferential trade agreements on welfare. The paper also shows that the adjustment costs to an incredible trade reform are higher than that of credible one which serves to increases that attractiveness of preferential trade reform since they are perceived as credible.  

1.Introduction
Within dynamic economic systems,  current decisions of economic agents depends in part on expectations of future economic policy.  For example, the effect of an investment tax credit depends not only on its level now, but also on expectations of its future level.  Were expectations matter,  policy makers must follow policy rules rather than discretion since the latter implies that the policy selected is best given the current situation while its impact in the future is largely ignored. (Kydland and Prescott, 1977)

Policy uncertainty has been historically one of the main reasons underlying  the sluggish response of consumers, firms, farmers etc to reform in underdeveloped countries rendering these reforms ineffective in achieving high and sustained rates of economic growth. One area  where policy uncertainty is particularly damaging is related to the response of private investment. Because there can be costs to the reallocation of resources, and because  investment can be irreversible,  investors will be reluctant to commit resources if they expect policy reversals in the future. More crucially perhaps, reforms can be reversed just because agents expected they be reversed even if the subjective probability of reversal is small.  (Rodrik, 1989)

That being said,  it is clear that discretion will result in suboptimal planning  or economic instability. Suboptimal planning can arise since  there is no mechanism to induce future policy makers  to take into account the effect of future policies on  the current decisions of economic agents through the expectations mechanism. Therefore, rules must not only be simple for economic agents to understand them, but an institutional mechanism must be put in place so as to deter policy makers from deviating away from them in the future.  (Kydland and Prescott, 1977)

One such popular institutional mechanism lies in   preferential trade agreements. In fact, one of the most important non traditional gains from preferential trade   agreements arises when such agreements allow member countries to undertake policies that - though enhances welfare - are rendered time inconsistent in their absence. This is especially true in the case of trade reform. (Fernandez, 1997). In the presence of pressure from political groups to maintain or increase protection of inefficient industries or reduce the speed of exit of resources from declining sectors, a small country government that lacks enough bargaining power to extract rent from these pressure groups to compensate it for the distortions created by protection, may wish to commit to free trade via a free trade agreement.  (Maggi, and Rodriguez-Claire. 1998.)
A small open economy may also face a commitment problem in liberalizing  trade due to the presence of sunk costs in the import competing sector which increase pressure on governments to maintain protectionist policies. Under such circumstances, though free trade is optimal ex-ante in the long run it is not optimal ex-post in the short run and hence a time inconsistency   problem arises. Consequently, the country continues to be trapped in a vicious circle of inefficient protection which leads to an inefficient allocation of investment.  Reciprocal trade liberalization helps the country overcome its commitment problem because it reduces the gains from defecting from free trade since defecting means that the  country will no longer have free access to the other member country's markets. (Conconi, and  Perroni. 2012)
Few studies, however, attempted to empirically test the above predictions. Arcand et al, 2010 provide empirical evidence supporting the contention that preferential trade agreements are mainly signed to promote credibility in the case of  a small developing country that lacks bargaining power vis a vis domestic pressure groups.  Agreements motivated by credibility tend to be trade creating. On the other hand, in a study of Asia's Reciprocal trade agreements Hicks and Kim, 2010 conclude that most of these agreements though credible have not been associated with increasing trade flows among member countries. 
These studies ,however, focus on the impact of credibility on trade flows and ignores it's impact on investment, growth and welfare. Concerning welfare, generally speaking, the bulk of empirical research on preferential trade agreements has been mainly occupied with estimating the welfare gains -arising due to trade creation- or welfare losses -arising from trade diversion-  as trade barriers between member countries fall, or the welfare gains arising as  investment flows and growth increase ( See Diao and ; Elshennawy 2013) with virtually no assessment of the welfare gains from credibility. There is no way then to judge the  importance of this latter channel relative to the more traditional trade creation or diversion in influencing how economists think about preferential trade  agreements and hence lies the main contribution of the current paper. 
It is important to note that the problem of policy reversals can be further compounded were there exists costs of adjustment to trade liberalization. A World Bank study (1991)  has revealed that these costs typically arise due to the existence of market imperfections in labor, capital etc markets and are manifested in falling output, rising unemployment and balance of payment problems along the transition to free trade.  In particular, it is not clear at all how would the magnitude of  these costs compare under credible versus incredible trade reform. If these costs turn to be higher under the latter compared to the former,  then the attractiveness of preferential trade agreements as an institutional mechanism that  fosters credibility can further increase.

Utilizing an intertemporal general equilibrium model calibrated to Egyptian data, this paper will explore the response of consumption, investment, economic growth and welfare to trade liberalization that is deemed credible - because it is implemented within the framework of the Egypt-EU Preferential trade agreement  - versus  unilateral trade liberalization that agents perceive as incredible in the sense that they envisage it is likely to be reversed in the future.  Towards this end, it is necessary that the research addresses two other related questions; Are economies likely to be worse off under an incredible trade reform compared to no reform at all as argued by Calvo 1989 ? How do adjustment costs compare under credible versus incredible trade reform.?  
The contribution of this research is mainly empirical. Model results indicate that  welfare falls by 0.5% under an incredible trade reform compared to no reform at all.  On the other hand, transitional unemployment is higher under incredible versus credible trade reform. So not only is the economy worse off under an incredible trade reform, but adjustments costs are even higher. Credibility is thus crucial for minimizing the transitional costs of trade reform and hence its sustainability. This is an issue that has been overlooked in the literature on adjustment costs.  These results serve to highlight the importance of credibility in general and  consequently as -mentioned above, serves to increase the attractiveness of preferential trade agreements as a device to lock in reform especially in the case of developing countries where market imperfections are rampant. Credibility of preferential trade agreement -in the case of Egypt- alone accounts for double the increase in welfare relative to that arising due to the net effect of trade creation and diversion. 
The remaining of this paper is organized as follows, section two briefly discuss the nature of adjustment costs to trade liberalization and describes the structure of the model, section three describes data and calibration, section four presents the simulation results, and finally section five concludes. 

2.The Model

Because credibility is essentially about expectations of future policies - as envisioned  by consumers and firms - and how these expectations affect current economic decisions,  it is an issue best addressed using a forward looking intertemporal general equilibrium model (IGEM). In particular, these models can provide valuable  insights as to the magnitude of the welfare gains arising from credible versus incredible trade reforms. Such insights can be especially helpful given the ongoing debate – that remains  largely theoretical - surrounding the attractiveness of preferential trade liberalization – that are usually perceived as credible versus unilateral trade liberations were the opposite holds true. 

As mentioned earlier, the mere presence of adjustment costs to trade liberalization adds a new and important dimension to credibility that warrants empirical investigation which is again an issue that is best tackled using IGEM.  Before outlining the structure of the model, it is helpful to briefly discuss a number of  points relevant to adjustment costs. 

Most of the studies addressing the gains from trade - both static and dynamic-  rest on a very important assumption and that is instantaneous adjustment to free trade and thus the absence of any distortions that might impede smooth and uncostly adjustment to a trade policy shock. In reality, however, and as empirical studies of trade liberalization reveal, (See, Elshennawy, 1998 for a survey) adjustment to trade liberalization often entails costs that can be much higher than those commonly occurring as a result of the normal working of a market economy. This is mainly due to the existence of distortions to the adjustment process. 


Among the most important distortions to the adjustment process are imperfections in  capital and labor markets (see Banks and Tumlir, 1986, Trebilock,  Chandler and  Howse, 1990 etc. ). In the case of capital markets, imperfections arising from credit rationing, high collateral requirement or high interest rate due to the exercise of oligopoly power by banks can deprive firms of funds needed to expand, restructure or modernize. Moreover,  imperfections in labour market that stem from rigid wages along with excessive social security obligations reduce the profitability of investment particularly in labour intensive project which are so vital to developing countries. Stringent and cumbersome hiring and firing procedures constraint the ability of firms to expand –or contract – if necessary in order to be able to compete with imports. 


More recently, new implications for the distortions outlined above as well as other types of distortions impeding adjustment to free trade were emphasized in the literature. For example, the credit constraint can be detrimental to export expansion in financially vulernable sectors where funds are needed for research and development, product development, market research and advertisement all of which are part of sunk costs and cannot be recovered except after the product has been sold. When the credit constraint is binding firms will typically export small quantities and thus will be unable to exploit economies of scale. (Manova, 2010 ).  The high cost of credit increases the cost of production and creates a comparative disadvantage in financially vulernable (credit intensive) sectors leading to contraction of these sectors following trade liberalization. (Krishna,2010 )

Labour markets can be also distorted where firms are unable or unwilling to differentiate between workers on the bases of their ability and so end up paying a flat wage to all workers. This is typically the case with state owned enterprises and will  basically inflate the cost of production,  again creating a comparative disadvantage in this sector and leading to contraction upon trade liberalization (Krishna,2010 ). Even if labour markets are not distorted, the experience of Brazil showed that unemployment may increase following liberalization if comparative advantage and export industries adjust by increasing productivity rather than employment. (Menezes-Filho and Muendler 2007)

Apart from falling output, increasing unemployment and balance of payment deficits, other types of adjustment costs include resources sacrificed to retrain workers, reorganize production and reorient the capital stock within the firm, intra-sectorally or inter- sectorally(Richardson, 1980) in addition to search costs by workers. etc. (Trebilock et al, 1990). 
A recent study by Davidson and Matusz 2010 reckons that the costs of adjustment - measured as the difference between welfare with no fall in output and training cost for labour ie, before liberalization and welfare with fall output and training costs-  can eat up to 80% of the Gross benefits of trade liberalization. Although all types of adjustment costs are important,  the emphasis in this paper will be on unemployment and falling output. 


Incorporating adjustment costs into the analysis highlights the need to minimize these costs side to side with maximizing the gains from trade.  The repercussions of underestimating adjustment costs can give rise to an inefficient adjustment path one -  where output falls following liberalization – as potentially efficient firms struggle to survive and sectors contract at rates faster than what is socially desirable. In fact, firms can become more competitive as they restructure, modernize, specialize or move down their learning curve all of which are strategies that have a dynamic nature and can take place only gradually within economies characterized by imperfect markets.

An inefficient adjustment path can also arise if adjustment is too slow since this implies that released resources are not used in their most productive use in a timely fashion. (Mussa, 1982) and implies that resources released from declining activities can stay idle impeding the process of efficient reallocation of resources. Put differently, an inefficient adjustment path is one that is characterized by asymmetrical contraction of some sectors and expansion of others. (Ffrench-Davis, 1986).

Asymmetrical adjustment can also lead to rising trade and current account deficits if the expansion of efficient import substituting and export industries processed at a slow rate while imports increase. Trade and current account deficits can also increase if the private perceived 

benefit of  rapid adjustment is higher than its social benefits and producers with access to world capital markets over borrow to finance a rapid adjustment. (Mussa, 1982).  It is imperative to note, that increasing pressure on the balance of payment during the course of adjustment to free trade is considered one of the most important factors responsible for the reversal of many trade liberalization attempts. (Mickaely et al, 1991). 

“The quest therefore, is for an adjustment path that is neither too slow nor too fast. More formally , the quest is for an adjustment path that is both efficient and sustainable.   Only when 

the adjustment of sectors of the economy in response to trade liberalization is proceeding at a speed sufficient to bring about a more efficient reallocation of resources would the path be considered efficient.   A more efficient reallocation occurs  when  any resources released from declining activities are absorbed by expanding activities so that transitional GDP is maximized 

An efficient adjustment path is precisely one that maximizes the gains from trade,  minimizes 

any transitional costs of adjustment and one  where GDP does not initially decline. On the other hand a sustainable adjustment path is one where efficient export  and import substituting industries are expanding at a rate sufficient to reduce any pressure on the balance of payment. That is a sustainable adjustment path would be   associated with a sustainable  path of debt to GDP ratio. “ (Elshennawy, 2011). Deviations from an efficient path implies that either economies will have to sacrifice a great deal of potential growth ( Ffrench-Davis et al, 1993) or that sustainability is sacrificed if costs rise to alarmingly high levels. 

In a recent study  (Elshennawy, 2011),  an intertemporal general equilibrium model was used to assess the costs and benefits of  trade liberalization for the Egyptian economy as well as the cost and benefits of implementing an array of adjustment policies to minimize on the costs of adjustment.  Within the context of imperfect labor markets and gradual adjustment of the capital stock, this study confirmed the findings of earlier theoretical and empirical studies; economies do incur costs along the adjustment path to free trade. Meanwhile,  in a separate study, Elshennawy, 2013) with the aid of an intertemporal general equilibrium model, showed that the adjustment costs to preferential trade liberalization are not necessarily lower than that of unilateral trade liberalization.  Next, we turn to the model.
The credibility of trade liberalization will be  studied in the context of this  research using a multi sector regional  intertemporal Computable General Equilibrium model (DCGE). These models have recently emerged as the leading tool implemented  in studies of trade liberalization and have been used extensively within the framework of the neoclassical theory of growth to analyze the impact of trade policy on short run growth rates.  The  model is designed with the primary objective of analyzing the impact the credibility of unilateral versus preferential trade liberalizaiton   on growth, investment, capital flows, consumer welfare and adjustment costs.

On line of the neoclassical theory of growth,   growth along the transition occurs  in the model as a  result of factor accumulation.  Assuming exogenous technical change and population growth to be zero,  both the growth of variables and per capita variables will be zero in the steady state. The model  draws upon the contributions to intertemporal General Equilibrium models by Mercenier and Sampaio de Souza (1993),Go (1991), Devarajan and Go, 1995, Diao and Somwaru 1997 and is composed  of two parts: a dynamic part - in which both households and firms decision to consume and invest is a result of dynamic optimization-  and a within period static CGE model. 

There are two institutions,  a representative households and the rest of the world.  The model differentiates between four sectors of economic activity; agriculture, oil, industry, and services.  At the same time, the model also differentiates between three regions, Egypt; the EU and Rest of the World.  Output is produced using intermediate inputs and primary factors of production which include  labor,  capital.  To better capture the impact of different policy scenarios on the labour market,  two skill categories of labour are differentiated,  production and nonproduction labour.  Both production labour and capital are sector specific in the short run while each of the two  categories of labour   and capital are  sectorally mobile in the long run. 

For simplicity, the role of government is ignored and is only confined to tax collection which  becomes part of household  income.  The representative household  is an aggregate domestic non government institution covering both households and enterprises.  Markets are perfectly competitive . What follows is a  description of the dynamic components of the model.  A detailed description of model equations will be provided in the appendix.

2.1
The consumer problem
The representative consumer  receives all labor,  land  and dividend income and  owns the firm,  however the decision to allocate  income between  consumption and savings is separate from the decision to borrow and invest as firms.  The representative household chooses the path of consumption that maximizes the discrete intertemporal utility function :
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Where  is positive rate of time preference, 
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The intertemporal budget constraint is 
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That is,   the consumer maximizes utility subject to the constraint that the discounted sum of total consumption is less than or equal to the discounted sum of after tax income  in addition to the household initial financial wealth . The household receives all income from Labor where 
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 stand for supply of production and non production labor , while  wlp and wlNP represent wages for the two skill categories respectively.  THG is a lumpsum transfer of government revenue from net indirect taxes (indirect taxes less subsidies) and custom duties., Ptc is the price of full consumption, R is the discount factor and r is the world interest rate
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Savings SAV in period t  is determined from the current period budget constraint as the 

difference between total income flows,  consumption and interest rate on debt D. 
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In each period total income flows consists of  labor income, the transfer of government revenue THG and income flows from financial wealth which in turn consists of income from dividends∑ DIV less interest payment on debt rtDt-1.

First order (Euler conditions) imply
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2.2
The Firm Problem
In each sector firms are aggregated into one representative firm which finances all of its investment through retained earnings and thus the number of equities issued remains constant.  Managers  seek to maximize the value of the firm. Assuming perfect capital markets,  asset market equilibrium requires equal rates of returns (adjusted for risk) on all assets. This implies that firm’s equity must earn an expected rate of return equal to that of a safe asset as reflected in  the following condition
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where  div is dividends, V is the value of the firm.  To rule out Ponzi schemes, the following  terminal condition is imposed
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Solving the above difference equation yields 
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The market value of the firm is defined as the sum of discounted stream of future dividends.  Dividends are defined as 
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where, f (.) is the production function, L is labor (aggregation of production and nonproduction labor), K is capital, PI(S) is the price of per unit quantity of investment, I is quantity of investment,  ADC is the adjustment cost of investment  PVA is value added price and  is a 

positive constant. 

The model incorporates the impact of a number of distortions that are conceived to  impede instantaneous and uncostly adjustment of the economy and its various sector to trade liberalization.  Firms incur costs due  to the installation of new capital.  These  costs arise because production is disrupted during installation,  labor has to be retained , or because of managerial diseconomies that often take  place as the firm expands etc., (Alvarez, 1993)  all of which constrains the ability of firms -especially small scale enterprises- to adjust the capital stock in the short run.  This mimics a distinctive characteristic of   the adjustment process in real economies where the  capital stock does not adjust instantaneously to its new level following  a policy shock and is basically captured through introducing adjustment costs to investment (ADC).  

Adjustment costs to investment (ADC) are assumed to be internal to the firm and separable.  According to this specification  adjustment costs are measured in terms of foregone output as resources are devoted to the capital installation process.  For any given level of the capital stock these costs are strictly increasing in investment and  decreasing in  the capital stock for any given level of investment.  As a result, firms will find optimal to increase the capital stock gradually over time in order to  reach the optimal long run capital intensity.  The larger the magnitude of the constant parameter the larger will be the change in the adjustment costs in response to any change in its arguments.  Finally,  the adjustment cost function is assumed to be linearly homogeneous in both investment and capital.  Along with the assumption of constant returns to scale in production,  the linear homogeneity of the adjustment cost function  allows us to equate marginal q with Tobin’s  q.  (Hayashi, 1982). In addition,  distortions due to Labor market imperfections will be incorporated through introducing wage rigidities – if the simulation results show declining real wages - .  Any transitional unemployment resulting from import penetration can thus be readily estimated.  

In each specific sector producers maximize the value of the firm subject to the capital accumulation constraint
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where 
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 is the rate of depreciation

The lagrangian for this problem is 
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Differentiating with respect to the control variable I yields
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which determines the shadow price of capital (Tobin q).

Differentiating with respect to the state variable K yields the no arbitrage condition
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which is the same as the asset equilibrium condition since 
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 and wk is the capital rental rate. 

For simplicity,  there is no differentiation between government and private investment in the model.  
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where 
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 is shift parameter in the investment function. This implies that the unit cost of producing a new capital good is determined by the composite prices of the final goods.  In equilibrium,  producing a positive quantity of the investment good requires that  the price of the investment good,  
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2.3
Current Account Dynamics
The pattern by which the dynamics of consumption - hence savings - and investment translate into a certain pattern of current account dynamics is anther important feature  of the model. In an open economy,  investment is not constrained by the availability of domestic savings and any discrepancy is financed through foreign borrowing.  Current account equilibrium is therefore described by 
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According to the  above equation,  the change in foreign debt between two consecutive periods  is equal to  the trade deficit TB(t) plus the interest payment on foreign debt.

2.4 Foreign sector
Embedded in this dynamic structure is a standard within period general equilibrium model. As is common to most static CGE models, the  Armington assumption  - according to which domestic and foreign goods are imperfect substitutes -  is employed. As a result,  the domestic price system becomes  independent of world prices despite the small country assumption. This specification is useful since it  allows for the analysis of two way trade. Similarly domestic goods sold  on the domestic market and exports are treated as imperfect subsitutes in production.

2.5
Equilibrium
Intra temporal equilibrium requires that for each time period, (i) demand for each factor of production equal supply, (ii) demand for each sectoral good equal its supply. In addition to these 

 within period equilibrium conditions, steady state equilibrium conditions must be satisfied
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Equation (19) states that investment in the steady state is equal to the depreciated capital and thus the stock of capital per labor is constant. Equation (20) is derived from the Euler condition evaluated in the steady state. Equation (21) implies that if debt is positive in the steady state then a country has to run a trade surplus to pay interest payment on debt i.e.  negative trade deficit TB. Finally, equation (22) is the same as equation (1) evaluated in the steady state and states that the average rate of return on capital is constant and equal to the interest rate in the steady state. 

3. Data and Calibration
The model is calibrated using the 2004/2005 Social Accounting Matrix for Egypt.  Assuming that the initial data represents an economy evolving along a steady state path,  parameters are calibrated so that the model generates a path that replicates the benchmark data.   Any policy shock will give rise  to a new path that reflects deviations from the benchmark steady state run. 

Calibration of all parameters of the   intra temporal part of the  model follow the methods used in static CGE models.  Following ( Diao, X.   and Agapi, S., 1997) the dynamic calibration proceeds  as follows:   Starting from the Euler equation for consumption,  the assumption of steady state equilibrium implies that the rate of time preference must be equal to the interest rate r,   the value of which can be chosen from outside data .  Total dividend payments are calculated as the difference between the value of capital flows and the value of total investment.  The aggregate value of the firm can be derived from the asset market equilibrium condition evaluated in the steady state upon which the value of Tobin’s q can be calculated using the condition that q = V/K.

By choosing the value of either  the rate of depreciation or  the coefficient   in the capital adjustment cost function from outside data,  the other can be calculated from the no arbitrage equation evaluated in the steady state.  That is, the  value of these parameters can be calculated 

using the following equation
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The capital accumulation equation in the steady state I(S) =  (S) K(S) can be used to determine the quantity of total investment after which both the capital adjustment cost ADC(S) and the price of investment PI(S) can be calculated. A final note with regards to elasticities. The elasticity of substitution between imports and domestically produced goods is taken to be equal to 3 while the elasticity of transformation between domestically produced goods and exports is taken to be equal to 5. 

4.  Simulation   Results
For a small open economy, unilateral trade liberalization is in general considered to be time  inconsistent  since governments might be forced to reverse course  for income distributional , political economy as well as terms to trade considerations. Compared to a mechanism like the GATT, preferential trade agreements are more successful in preventing time inconsistency, because the countries hurt from the re -erection of trade barriers are immediately well identified and so punishment is swift to come, whereas in the case of the GATT the incentive to retaliate is much smaller for individual countries and the whole process itself is not as fast. Moreover, the credibility of preferential trade agreements is particularly helpful in  stimulating  investment since unlike the GATT, such agreements provide preferential access to domestic markets which encourages foreign direct investment especially when accompanied by deeper forms of integration that involve harmonization of investment codes, competition law etc. (Fernandez, 1997).
The welfare implications of  credible preferential trade liberalization versus an incredible unilateral trade liberalization scheme has nonetheless not being assessed quantitatively. It is therefore hard to determine the extent to which credibility of these agreements is important especially against the net gains from trade creation and diversion. However, to assess the importance of the credibility of Preferential trade agreement several other important questions  must be tackled first. In particular, does an incredible unilateral trade liberalization scheme leaves the economy intact  - as agents seize to adjust in anticipation of policy reversals-  or in fact leaves the economy worse off as some theoretical studies conjecture.? This is an important question simply because if  incredible trade reform leaves the economy worse off,  then credibility becomes even more critical. 
A second question is related to adjustment costs. In a separate study by Elshennawy (2013),  and with the aid of an intertemporal General Equilibrim model,  it was shown that the preferential trade agreement concluded between Egypt and the EU  - as expected - results in welfare gains that are less than those realized under a full fledged unilateral trade liberalization scheme were tariffs on all imports regardless of country of origin were set to zero. Adjustment costs to trade liberalization incurred under preferential trade liberalization were not , however, in general less than those incurred under unilateral trade liberalization. In fact, real GDP in the first period of the transition falls by more under the former scenario compared to the latter while transitional unemployment in industry is lower under preferential trade liberalization. These two scenarios were implemented under the assumption that agents expect both to be credible in the sense that none is subject to policy reversals. Bringing the issue of incredibility to the forefront requires also a reassessment of  these results. 

To address these issues,  and utilizing an intertemporal general equilibrium model for Egypt described in section two, three simulation runs will be conducted. Simulation One (SIMU1) entails complete elimination of tariffs on all goods imported from  the world. In addition such a liberalization scheme is perceived credible, that is agents do not expect any policy reversals in the future. Simulation two (SIMU2) involves again complete tariff elimination on all imports over the first four periods of the transition, but in contrast to SIMU1, such unilateral trade liberalization is not perceived as credible. Under this scenario, agents expect that tariffs will be erected again in  period 5 to reach their initial levels. Simulation three (SIMU3), involves elimination of tariffs on all imports originating from the EU while retaining those on imports from the rest of the world and is perceived as credible. All three simulations were conducted under the assumption of rigid production labor wages in period one in industry since real wages declined under flexible wages following liberalization. Simulation results are displayed in table 1 in the appendix. 

As tariffs which initially stands at 0.02  % for agriculture and   6  %  for industry fall to zero under SIMU1, real GDP, aggregate investment and exports  increase by 0.07% , 7.67% and 2.77% over the base run, respectively,  in period one. A new steady state is reached after 130 periods where  real GDP increases by 4.06%, aggregate  investment by 3.21% and exports by 13.7%. The path of all three variables is higher than the base run along the transition. The trade deficit increases by 51.38% above the base run in period one compared to -83.34% in the steady state. On the other hand, debt to GDP increases by 1.46% in period one and by 20.58% in the steady state. The path of the trade deficit lies above the base run until roughly period 8 falling beneath it thereafter.  On the other hand,  debt to GDP increases over  the base run over the entire transition. Welfare increases by  0.7%. (Elshennawy, 2013)

How do these results change when unilateral trade liberalization is perceived as incredible. ? SIMU2 shows that real GDP increases by 0.12%, investment by 10.06% and exports by 1.2% in period one respectively over the base run. In the new steady state, real GDP increases by 0.04 over the base run. Investment however, falls by 0.07% while exports increase by 0.81%.  The path of both real GDP and exports are  higher than the base run over the entire transition while  the path of investment lies above that of the base run only over the first four periods and starting period five, the path falls below the base run. 

In period one, the trade deficit and debt to GDP increases by 87.5% and 2.47% respectively over the base run. In the new steady state the trade deficit falls by 16.41%  while Debt/GDP increases by 4.11%. The path of the trade deficit surpasses the base run until period 4 falling below it afterwards while the path of debt to GDP lies above the base run over the entire transition. Welfare falls by 0.51%. 

The above results show that even if the reform is perceived as incredible, agents still respond to trade liberalization, but in a way that leaves the economy – as reflected in the decline in welfare -  worse off. This supports the contention put forward by Rodrik 1992 that  no trade reform at all is definitely better than a trade reform that is incredible. Credibility of reform alone accounts for 1.2% [0.7-(-0.5)] increase in welfare.  According to Calvo 1989, an incredible trade liberalization will get current prices right at the expense of distorting  future prices and if consumers expect that reform will be reversed in the future,  this means that imports will be temporary cheap leading to intertemporal substitution of consumption towards the present. In turn this will mean less savings now at the expense of lower future consumption. 


The fact that investment responds even when reform is incredible comes in contrast with the study undertaken by  Mehlum, 2002 where credibility was examined using a recursive dynamic general equilibrium. In this study the author identified a credible trade reform as one where investment adjusts and an incredible trade reform as one where investment does not respond. Examining credibility using an intertemporal general equilibrium model as is the case here,  highlights an important shortcoming in this study. 


Comparing SIMU1 and SIMU2, we find that the path of real GDP and aggregate investment to be higher  under the former scenario versus the latter only over the first four periods, a situation that is reversed thereafter. Exports, on the other hand are lower under SIMU2 over the entire transition. As consumers and firms shift consumption and investment to the present to take advantage of the temporary  lower cost of imports, the path of the trade deficit under SIMU2 initially exceeds that under SIMU1 until period four, falling beneath afterwards until period 15 and surpassing it thereafter. The path of debt to GDP in the case of SIMU2 is higher than that of SIMU1 over the first four periods, falling below it later. 
Turning to SIMU3, preferential trade liberalization leads to growth over the transition with investment and exports increasing relative to the base run. The trade deficit increases over the base run until period 9 falling below it thereafter. The path of the debt/GDP lies above that of the base run all along the transition.   In the meantime, we find that the paths of real GDP, Investment, exports are all lower over the entire transition compared to SIMU1. Under a  credible unilateral trade liberalization scheme, the economy  performs much better , as expected , than a credible preferential trade liberalization scheme as reflected in a higher welfare which stands as mentioned before to 0.7% in contrast to 0.23% for SIMU3. Initially, the trade deficit is higher under SIMU1 compared to SIMU3, but is lower after period 9. The path of the debt to GDP is higher under SIMU1 over the whole transition.   (Elshennawy, 2013)

Very interesting results arise from comparing SIMU2 to SIMU3. SIMU2 generates higher real GDP and exports up until period 9 after which the situation is reversed.  Similarly investment is only higher up till period 4. Again because agents seek to take advantage of temporary cheaper imports, the path of trade deficit   under SIMU2 lies above that of SIMU3 up until period 4, falls below it until period 25 and increases above it afterwards. Debt/GDP is higher under SIMU2 up to period 18 then falls below that under SIMU3 afterwards. 

 As mentioned before, a credible Preferential trade liberalization scheme generates a welfare gain of 0.23% compared to a decline of 0.5% in the case of incredible unilateral trade liberalization. Then the welfare gains arising in the case of preferential trade liberalization compared to incredible unilateral liberalization – ie. due to credibility - are in the order of 0.73%. [0.23-(-0.5)]

Next we turn to the issue of adjustment costs. An incredible unilateral trade liberalization scheme is associated with higher adjustment costs as manifested in higher unemployment in industry standing at 1.28% versus 1.05% in the case of a credible unilateral trade liberalization and 0.44% in the case of preferential trade liberalization. It is important to note that output falls in period one under the latter scheme where as it increases for both credible and incredible unilateral trade liberalization. That is an incredible unilateral trade liberalization does not only leave the economy worse off in terms of lower welfare compared to both credible unilateral and preferential liberalization, but also ironically leaves it with higher adjustment costs. As consumers and firms take advantage of temporary cheaper imports, demand for domestic output in industry will decline further reducing demand for labor which in turn leads to unemployment. It follows that in order to minimize adjustment costs to trade reform, the reform must be perceived as credible. 
5. Conclusion and Policy Implications.
The credibility of policy reform - and of trade reform in particular -  is an issue of significant importance.  Many economist have argued for long that incredible policies not only can defeat their own objectives, but can leave an economy worse off compared to a situation of no reform. Utilizing an intertemporal general equilibrium model calibrated to Egyptian data, this paper has provided evidence in support of this contention. An incredible unilateral trade liberalization was not only found to leave an economy worse off, as welfare falls by 0.5% relative a situation of no reform,  but is also associated with higher adjustment costs as manifested in higher rates of unemployment in industry. 

Because unilateral trade liberalization is often perceived as incredible, many countries pursue trade liberalization within the framework of preferential trade agreements which provides an institutional mechanism to lock in reform preventing future reversals of reform. The welfare gains arising from trade liberalization within the framework of the association agreement concluded between Egypt and the EU that came into force in 2004 is in the order of 0.23% again relative to a decline of 0.5% in the case of incredible unilateral trade liberalization. In this case, the welfare gains from a credible preferential trade agreement is in the order of 0.73%. The welfare gains from the credibility of preferential trade agreements outweighs the net welfare gains from trade creation and diversion. 

In many respects, thus preferential trade liberalizations should not be deemed as inferior to unilateral trade liberalization, once credibility is taken into consideration. As argued in Elshennawy,2013 by reducing adjustment costs, preferential trade liberalization can pave the road for unilateral trade liberalization in the future. Finally, policy rules rather than discretion are warranted not only because they induce optimal planning and economic stability, but also because they reduce any transitional unemployment that might accompany trade liberalization in particular. 
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	Appendix : Simulation results

Table One
Simulation Results (Percent Change from Steady State Base Run)

	
	
	
	
	DEBT and RDEBT starts from period 2

                                Period one      Period one     Period one
	
	

	
	
	
	
	
	         SIMU1
	       SIMU2
	         SIMU3
	
	

	Gross Domestic Product (GDP)
	
	
	-1.54
	-1.14
	-0.65
	
	

	Real Gross Domestic Product(RGDP)
	
	0.07
	0.12
	-0.01
	
	

	Aggregate Investment
	
	
	7.67
	10.06
	2.90
	
	

	Aggregate Exports
	
	
	
	2.77
	1.20
	1.13
	
	

	Trade Deficit
	
	
	
	51.38
	87.50
	19.41
	
	

	Debt to GDP ratio (period 2)
	
	
	1.46
	2.47
	0.55
	
	

	Unemployment (Industry)
	
	
	1.05
	1.28
	0.44
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	S.S
	
	
	             S.S
	             S.S
	              S.S
	
	

	Gross Domestic Product (GDP)
	
	
	1.39
	-0.10
	0.42
	
	

	Real Gross Domestic Product(RGDP)
	
	4.06
	0.04
	1.45
	
	

	Aggregate Investment
	
	
	3.21
	-0.07
	1.15
	
	

	Aggregate Exports
	
	
	
	13.70
	0.81
	5.15
	
	

	Trade Deficit
	
	
	
	-83.34
	-16.41
	-30.56
	
	

	Debt to GDP ratio 
	
	
	
	20.58
	4.11
	7.62
	
	

	Welfare (Equivalent Variation)
	
	
	0.70
	-0.51
	0.23
	
	

	
	
	
	
	
	
	
	
	
	


SUM1=  credible Unilateral trade liberalization

SUM2= incredible Unilateral Trade Liberalization

SIMU3= credible Preferential Trade Liberalization accompanied by improved market access

              to agricultural products modelled as a 1% increase in the world price of these goods 

� This section draws heavily on , Elshennawy Abeer.  The Transitional Costs to Trade Liberalization ;An Intertemporal General Equilibrium Model for Egypt. Forthcoming in Econmodel.com





PAGE  
1

_1327156576.unknown

_1327218639.unknown

_1327998118

_1327998119

_1327233625.unknown

_1327997993.unknown

_1327218740.unknown

_1327218376.unknown

_1327218515.unknown

_1327218545.unknown

_1327218415.unknown

_1327218225.unknown

_1327218360.unknown

_1327218162.unknown

_1327218182.unknown

_1327218015.unknown

_1327157332

_1327156271.unknown

_1327156440

_1327156504

_1327156537.unknown

_1327156458

_1327156407.unknown

_1327156422

_1327156309.unknown

_1327156198

_1327156241

_1327156260

_1327156226

_1327156153

_1327156173

_1327156112

_1327156126.unknown

_1327155587

_1327156089

