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M 
ost trade economists have come to believe that the gains from trade liberalization go beyond lower prices for imported goods. 
Inspired by the ‘new’ trade models of Paul Krugman and Marc Melitz, they now usually add that there are also new import variety 
and domestic productivity gains. 

The basic idea is that consumers benefit from having access to a wider range of imported products and average productivity grows as 
competition forces the weakest firms to shut down. For example, trade liberalization allows consumers to enjoy an increasing variety of imported 
food items while at the same time shaking out unproductive domestic food firms. 

These ideas gave rise to an empirical trade literature that generally concludes there are large new gains from trade. 

In recent research, we reconsidered the Canada-US free trade agreement (CUSFTA) to carefully account for the new gains from trade. Our 
accounting is based on an exact decomposition of the gains from trade in a generalized model, which we can link to confidential microdata from 
Canada and the US. Our decomposition reveals that the prior empirical literature has only provided an incomplete and selective account of the 
new gains from trade. Our top line result is that the new gains from trade reaped by Canada were actually negative since Canadian consumers 
lost strongly from the exit of Canadian firms. 

To understand this, it is instructive to consider the effects of CUSFTA on the set of firms serving the Canadian market. On the one hand, 
additional US firms entered into exporting that tend to be less productive than incumbent US exporters since it became easier to export to 
Canada. On the other hand, some Canadian firms exit from production that tends to be less productive than surviving Canadian firms since they 
now face tougher import competition. Intuitively, selection into production and exporting follows the Darwinian principle of survival of the 
fittest. 

This means that to accurately measure the new gains from trade, we must account for both variety and productivity effects for both domestic 
firms and foreign firms. We must measure domestic variety losses and not just import variety gains. 

We estimate that in the eight years following CUSFTA, Canadian consumers experienced a welfare loss equivalent to 2.1 percent of real 
income due to the reduction of domestic varieties available to consumers. The increase in choice due to entry of new foreign varieties was only 
worth a 0.4 percent increase in Canadian real income. The fact that exiting domestic firms tended to be smaller and less valuable to consumers 
raised average productivity among domestic firms, but this was only worth 0.3 percent of real income during this period. Likewise, the new 
foreign entrants were less productive, which lowered their contribution to Canadian welfare by 0.2 percent. Combining all of these effects, the 
new welfare effects of CUSFTA amounted to a 1.5 percent reduction in Canada’s real income eight years after CUSFTA came into effect. 

The fact that the reduction in domestic variety far outweighed the increase in foreign variety does not mean that Canada lost from 
CUSFTA overall. On the contrary, we find that Canada’s welfare actually rose substantially as a result of this trade liberalization with the overall 
gains amounting to 4.4 percent of real income. That means that the traditional effect of trade – cheaper imports due to tariff cuts – far 
outweighed the negative net variety and net productivity effects we document, largely because tariffs on manufacturing imports from the US fell 
from over 8 percent to below 2 percent.  

Our findings do not challenge the common belief among economists that trade liberalization brings about welfare gains. However, they do 
challenge the notion that these gains arise because of an increase in the variety of available products or the average productivity of firms. 
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