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Abstract This paper assesses the economic implications of the United Kingdom
(UK) leaving the European Union (EU). The basic data on trade in goods and
services and investment between the two parties suggest that the cost of
“Brexit” could be substantial. Trade between the UK and the EU-27 is large
and of a similar order of magnitude as transatlantic trade (between the EU and
the U.S.). The precise nature of the (hopefully free) trade agreement UK-EU-27
is still being negotiated. All available studies concur that a significant disrup-
tion of trade links will impose economic costs on both sides. However, the EU-
27 would bear only a disproportionally small share of the total cost, not just
because it is about five times larger than the UK in economic terms, but also
for fundamental reasons such as greater market power of its enterprises. Other
studies on different free trade arrangements confirm the general proposition that
the smaller party has more to gain from eliminating trade barriers (and more to
lose from imposing them). This implies that the EU will have a stronger
negotiating position.
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Introduction

On June 23, 2016, the UK voted narrowly (52:48) to leave the European Union (EU). The
UK government then officially notified the EU on March 29, 2017, of its intention to
leave, thus triggering Article 50 of the EU Treaty, which specifies that within two years
the UK will cease to be a member. The date for Brexit is thus clear, but the nature of the
economic relationship between the UK and the remaining EU-27 is still to be defined.

Principles of economics suggest that Brexit will have an economic cost for both
sides as trade in both goods and services between the UK and EU-27 will no longer be
(nearly) frictionless, as it is at present. The size of these economic costs is uncertain, but
they are likely to be substantial since, at present, trade across the Channel is very large:
€306 billion of exports of goods by the EU-27 to the UK, versus €184 billion of
imports. In terms of percent shares of gross domestic product (GDP), the EU-27’s
exports to the UK amount to 2.5% of GDP, whereas the UK’s exports to the EU-27
amount to 7.5% of its GDP. For comparison, transatlantic trade of goods is only about
20% larger than trade across the channel.'

For services, the amounts are also large: €94 billion of exports by the EU-27 to the
UK, versus €122 billion of imports, and thus a surplus in this case for the UK (although
here the statistics are not so reliable, with big differences seen in the mirror data for the
same items as measured by the EU-27).

Foreign direct investments (FDI) flows and stocks are also very large on both sides.
The EU-27’s stock of FDI in the UK is estimated at €985 billion, or 8.3% of its GDP,
while the UK’s investment in the EU-27 totals a little less in value at €683 billion, but
this is much bigger in relation to its GDP (26.6%). However, there are indications that a
significant proportion, maybe more than one half, of this FDI represents financial
operations whose purpose is to optimise tax liabilities of multinational corporations.

Leaving the EU will not only affect trade, but also the legal status of the large
number of EU-27 citizens living in the UK (estimated at 3.35 million as of end 2016).
The largest number are workers (2,002,000), compared to pensioners (223,000) and the
unemployed (102,000). The number of UK citizens living in EU-27 countries is
substantially less: 1,217,000, of which 400,000 are pensioners, with the remainder
being workers and their dependent families, and students.

Another economic impact of Brexit is that the UK will no longer contribute to the
EU budget, which would thus no longer count towards the €9 billion annual net
contribution of the UK. This might be offset to some extent by a continuing contribu-
tion by the UK, if it were agreed upon by all parties, in order to secure a high degree of
market access, or from tariff revenues if the relationship would be based just on World
Trade Organization (WTO) membership terms. There is a question also of other legacy
costs, which as of now, however, are neither defined nor quantified beyond speculative
remarks in the range of approximately €20—40 billion.

The focus of this contribution will be on trade relations and how the expected costs
of leaving the EU’s internal market would be distributed across the two parties, which,
in turn, should affect their negotiating positions. In principle there are two alternative
extreme scenarios: (1) the UK would accede to the European Economic Area (EEA) as
a non-member state like Norway, or (2) the UK would have no preferential trade

! In terms of data preparation and exposition, this paper heavily relies on Emerson et al. (2017).
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relationship with the EU, which would imply that cross Channel trade would take place
only under general WTO rules.

In between these two extremes there are quite a number of possibilities for free trade
arrangements of varying depth, which are described below. However, the UK Prime
Minister, Theresa May, in her speech on 17 January 2017 (The Telegraph 2017),
narrowed the focus considerably, favouring a Comprehensive Free Trade Agreement
(CFTA).

It is clear that the default scenario, in the event that the negotiations fail to reach
agreement within two years after the triggering of Article 50, is the WTO scenario. This
means that the most plausible range of possible outcomes now consists of some kind of
CFTA as the most optimistic, and the WTO as the most pessimistic.

Economic Impacts in Short

There has been a considerable amount of quantitative modelling work done on various
Brexit scenarios by both official institutions (UK Treasury [Her Majesty’s (HM)
Treasury 2016]; Organization for Economic Cooperation and Development [OECD
2016a]) and independent economists (Ottaviano et al. 2016; Aichele and Felbermayr
2015; Booth et al. 2015). These all cover ranges of scenarios in the optimistic-
pessimistic spectrum, including the spread between the European Economic Area
(EEA) and WTO scenarios highlighted above. However, as we have just noted, the
plausible range of scenarios has been narrowed, excluding the EEA.

Nonetheless, the modelling work has produced a cluster of relatively consistent
results. The main story is one of economic losses by both parties, but disproportionately
between them in money amounts in a ratio of around 1:2 or 1:3 for the UK and the EU-
27 respectively. In terms of percentages of GDP, the losses for the EU-27 would be
about 10 to 15 times lower given the 1:5 ratio in the GDP of the UK relative to that of
the EU-27 (Emerson et al. 2017).

For the EU-27, the losses are virtually insignificant, averaging between 0.08% and
0.44% of GDP for the optimistic versus pessimistic scenarios respectively. These
amounts are modelled as the totals cumulating up to 2030, so the annual average
losses would be of the order of 0.008% to 0.044% of GDP (Emerson et al. 2017).

For the UK, the losses average between 1.31% and 4.21% of GDP for the optimistic
and pessimistic scenarios respectively, or 0.13% to 0.41% of GDP annually (Emerson
et al. 2017). Among the different models it is also notable that the losses for the UK are
higher than average in the case of two models (OECD 2016a; HM Treasury 2016]) that
capture negative impacts on FDI, which is redirected in some degree away from the UK
into the EU-27. In their pessimistic scenarios (Aichele and Felbermayr 2015; OECD
2016a, b; Rojas-Romagosa 2016; Ottaviano et al. 2016) the losses cumulate to about
7.5% of GDP, or 0.75% annually, which are highly significant amounts in macroeco-
nomic terms. This FDI effect is not, however, reflected in models estimated for the EU-
27, and so implies that there might need to be some adjustment to the results reported
above for the EU-27.

In the following, we provide a study on several aspects of the possible economic
impacts of Brexit on the EU-27, covering (1) the current level of trade in goods and
services between the UK and EU-27 as a share of GDP and labour flows,
distinguishing between member state and sectors, (2) an indication of the possible
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economic impact of at least two alternative scenarios, EEA or WTO, and 3 an
indication of the key characteristics of a wider range of different types of bilateral
agreements that exist between the EU and third world countries, including customs
unions, free trade agreements, association agreements, stabilisation and association
agreements, and partnership and cooperation agreements.

We do not go into the details in which the middle scenarios differ. These points
mentioned in the previous paragraph are addressed in a somewhat different order.
Particular attention is given to the idea of a CFTA, since this is what Prime Minister
Theresa May announced as the UK’s objective in her speech on 17 January 2017 (The
Telegraph 2017).

Basic Facts: Trade and Investment
Trade in Goods

The volume of trade between the UK and EU-27 is substantial, with EU-27 enjoying a
large surplus. The EU-27’s exports to the UK totalled €306 billion, whereas imports
amounted to only a little more than half as much at €184 billion (all data in this section
relate to 2015 unless otherwise stated).

For comparison, we note that trade between the EU(28) and the U.S. is of a similar
order of magnitude. In 2015 the EU exported goods worth €371 billion to the U.S. and
imported about €250 billion, both values are 21 to 36% larger than the corresponding
values for trade across the Channel reported in Table 1. From this point of view, the
impact of Brexit should be of a similar order of magnitude as the Transatlantic Trade
and Investment Partnership (TTIP) might have been (with the opposite sign, of course).

In terms of percent shares of GDP, the EU-27’s exports to the UK amount to 2.5% of
GDP, whereas the UK’s exports to the EU-27 amount to 7.1% of GDP. Looked at from
the import side, the proportions are even wider, reflecting the UK’s large trade deficit
with the EU. The UK’s imports from the EU amount to 11.9% of GDP, whereas the
EU-27’s imports from the UK amount to only 1.5% of their GDP.

In regard to the sectoral breakdown of the trade flows, one finds that it is highly
diversified, with the following leading sectors for exports from the EU-27 to the
UK: machinery and transport equipment (€127 billion) road vehicles (€59 billion),
followed by other manufactured goods (€70 billion), chemicals (€51 billion), food
products (€32 billion), and mineral fuels (€11 billion). The UK has a deficit in
most sectors, especially automotive and surplus, but mainly in mineral fuels and
aircraft (and associated equipment).

Table 1 Total trade in goods between the UK and the EU-27, 2015

Imports (€bn) Imports (% GDP) Exports(€bn) Exports (% GDP) Trade (€bn) Trade (% GDP)

EU-27 184 L5 306 2.5 491 4
UK 306 11.9 184 7.1 491 19.1

Source: Eurostat (2017)
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Trade in Services

Trade in services is also very substantial in volume, with €94 billion of exports from
EU-27 to the UK, and €122 in imports (Table 2). When imports and exports of services
are taken together their total of €216 billion is not all that much less than for the €490
billion total for goods. However, the big difference here is that the UK has a significant
surplus with EU-27 on account of services (€28 billion), compared to its huge deficit on
account of goods (€122 billion).

Services is one area where transatlantic trade is much more important than trade
between the EU-27 and the UK. In 2015 EU exports of services to the U.S. were worth
about €190 billion, and imports were worth almost €200 billion. The Transatlantic
turnover in services trade was thus about two times larger than that across the Channel.

A big word of caution, however, is called for with respect to the services data.
Difficulties in the statistical recording of trade in services are known to be substantial.
In particular mirror statistics show big divergences. Mirror statistics occur when each
side of a bilateral trade relationship is, in principle, measuring the same thing (e.g. UK
exports to Belgium should equal Belgian imports from the UK). The actual mirror
statistics for UK-EU-27 trade in services show large differences (Emerson et al. 2017,
Annex 5). For example, the Belgian services deficit with the UK is recorded to be €1.8
billion according to UK data, whereas the Belgian data suggest the deficit to be only
€0.1 billion. The biggest divergence is in the case of Ireland. According to UK data, the
UK has a large surplus of €6.1 billion, but according to Irish data it is Ireland that
enjoys the surplus in the amount of €11.5 billion. Unfortunately, the official statisti-
cians, whether from Eurostat or national agencies, are unable to cast much light on
these differences, no doubt because various service flows are so difficult to record.

Sectoral data also exist in the aggregate for UK services trade with the EU-27 but not
the full matrix by country and sector. We do not provide this detail as the data would be
highly unreliable for the reasons given above (Belke et al. 2017).

In terms of the balance of trade in services, the main items are the UK’s surplus on
account of financial services (€20 billion) and its deficit on account of travel and
transport (largely tourism, €11 billion). The substantial trade in business services is
more nearly balanced.

Foreign Direct Investment
Data are available on both stocks and flows of foreign direct investment (FDI) for the

UK and the EU-27. These data are relatively complete for the worldwide flows and
stocks of FDI (Table 3) (Emerson et al. 2017, Annex 6). However, the UK and

Table 2 Total trade in services between the UK and EU-27, 2015

Import (€bn) % GDP Export (€bn) % GDP Trade (€bn) % GDP

EU-27 122 1 94 0.8 216 1.8
UK 94 3.6 122 4.7 216 8.4

Source: Eurostat (2017)
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Table 3 Foreign direct investment of UK and EU-27 worldwide, total flows and stocks, 2015

Flow Stock

Inward Outward Inward Outward
bn Euro % GDP bn Euro % GDP bn Euro % GDP bn Euro % GDP

EU-27 360 3% 494 4% 5692 47% 7033 58%
UK 36 1.4% =55 2% 1314 51% 1386 54%

Source: Eurostat (2017)

individual member states’ bilateral data have some gaps and contain some apparent
distortions (Table 4) (Emerson et al. 2017, Annex 7).

The worldwide stocks of FDI are massive in both directions, with the EU-27 having
a stock of €7033 billion of outward investments, while receiving €5692 billion of
inward investments. The UK has a stock of €1386 outward investments and about the
same amount of inward investments, at €1314 billion.

UK investments in the EU-27 of €683 billion look reasonably proportioned in relation
to the worldwide total of €5692 billion investments in the EU-27. Howeyver, the data for
EU-27 investment in the UK seems implausible, with €985 billion of inward investments
from the EU-27 accounting for a very large share (75%) of the total worldwide investment
in the UK of €1314 billion. The source of this implausibility seems to be the huge reported
amount of Dutch investments in the UK of €454 billion, in comparison to the UK’s
nominal investments in the Netherlands (Emerson et al. 2017, Annex 7). In reality, these
are only intermediate investments in transit from other sources.

Statistics on FDI stocks and flows have to be analysed with caution since they contain
many inaccuracies and internal contradictions. The first limitation is showcased by the
mismatch of bilateral and multilateral FDI data with the corresponding “mirror statis-
tics”. The figures for FDI stocks differ substantially depending on whether one uses the
recipient’s or the investor’s data. For example, from the Irish (data) perspective, the UK
is a large net (FDI) investor in Ireland whereas the UK (data) view suggests it is only a
small net investor (one-tenth of the Irish statistics). For Italy, the net position
vis-a-vis the UK switches from a substantial net recipient position to a net investor
position, depending on which country’s statistics one uses. For the services data,
official statistics offices have not been able to clear up these apparent contradictions.

Table 4 Foreign direct investment: bilateral between the UK and EU-27, total flows and stocks, 2015

Flow Stock

Inward Outward Inward Outward
bn Euro % GDP bn Euro % GDP bn Euro % GDP bn Euro % GDP

EU-27 3.7 0.0% =73 —0.6% 683 5.6% 985 8.1%
UK =73 —2.8% 3.7 0.1% 985 38.2% 683 26.5%

Source: Eurostat (2017)
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The second limitation stems from hollow FDI via special purpose entities or
vehicles (SPEs), for example for taxation or other regulatory reasons. The share
of SPE-driven FDI is particularly large in Luxembourg and the Netherlands.
These two countries also account for around 60% of the overall total inward and
outward stocks of the EU-27 (Eurostat 2017). According to the OECD (2016a),
on average for 2011-2015, 70% and 95% of all FDI inflows to the Netherlands
and Luxembourg, respectively, were via SPEs. This type of financial FDI is less
likely to take the form of productive investment. A reduction financial FDI may
have different implications for economic growth, particularly sustainable growth.
A detailed breakdown for the UK into traditional and financial FDI is not
available, but it can be assumed that the UK is also heavily engaged in financial
FDI given the role of the city of London as a financial hub. FDI stocks from and
to the EU-27, excluding the Netherlands and Luxembourg, might thus be a more
reliable indication of the real links from direct investment than the overall figures
for the UK that include these two countries. The limited bilateral data available
(which excludes Luxembourg) suggests that financial FDI accounts for about one
half of UK investment in the EU-27 and at least about one third of EU-27 FDI in
the UK.

Economic Impacts: Quantitative Estimates
Model-Based Simulations

There have been a number of model-based attempts to simulate the impact of Brexit, of
which several estimate the impacts on both the UK and the EU-27. Of these, three are
from official sources (OECD 2016a; the UK Treasury [HM Treasury 2016] and the
Netherlands Central Planning Bureau (CPB) [Rojas-Romagosa 2016]), and three from
independent academic institutions or think tanks (London School of Economics
[Ottaviano et al. 2016]; IFO in Munich [Aichele and Felbermayr 2015], Open Europe
in London [Booth et al. 2015]). Broadly speaking, this cluster of studies represents the
state-of-the-art in trade policy modelling, with both new and traditional methodologies
(for full details, Emerson et al. 2017).

While these model simulations cannot capture all the likely economic effects of
Brexit, they do provide a cluster of findings that are close to a consensus view on the
relative size of the impacts. Given that the UK trade with the EU-27 is a much bigger
fraction of the UK’s GDP than that of the EU-27, it is hardly surprising that the
economic impacts are much higher for the UK.

The hypotheses for these studies are quite similar, in that they all simulate a range of
scenarios that we call either optimistic, meaning a small increase in trade barriers
between the two parties, or pessimistic, meaning a much larger increase in trade
barriers. Some also have a central scenario between the two polar cases. The optimistic
scenario in several cases assumes that the UK would enjoy a situation close to that as a
member of the European Economic Area like Norway. The pessimistic scenario usually
assumes that the trading relationship between the UK and the EU-27 is reduced to the
terms of their WTO membership, with tariffs introduced at most favoured nations
(MFN) rates. This is widely called the “hard Brexit”.
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In most of this section we will concentrate on the impact of Brexit on GDP, which is
also the focus of most models. Some of the models also report the impact on trade flows.
For instance, Lawless and Morgenroth (2016) estimate a fall in the EU-27’s exports to the
UK of 30% and in the UK’s exports to the EU-27 of 22%, taking into account only the
introduction of WTO MFN tariffs. However, given the differences in the size of trade
flows, this translates into a decline of only 2% of total (worldwide) EU-27 exports. The
impact of Brexit on some individual member states, like Ireland and Belgium, is of course
estimated to be much larger with these two countries facing a reduction in total exports
equal to 4% and 3.1%. For the UK, the impact of Brexit on total exports is considerably
larger, 9.8%. Rojas-Romagosa (2016) arrive at broadly similar results. They predict that
the fall in EU-27 exports to the UK would amount to 3% in the WTO scenario and 1.7%
in the FTA scenario. For the UK, total exports would decrease by 21.8% and 12.5% in the
WTO and FTA scenarios, respectively.

For the EU-27, on average, there are losses of 0.08 to 0.44% of GDP for the optimistic
and pessimistic scenarios respectively. These results cumulate over the whole decade until
2030, which means that if the impacts were spread evenly over these years, the annual
average impact would be of the order of 0.01 to 0.04% of GDP (i.e., the impacts would be
insignificant and hardly noticeable at the macroeconomic level for the whole EU-27
economy). This does not exclude that individual sectors, or some small member states,
would be more significantly affected, on which we comment on below.

The results for the UK are much larger, where the losses average 1.31 to 4.21% of GDP
for the optimistic and pessimist scenarios, respectively. Since the ratio of the UK economy
to the EU-27 is about 1:5, a disproportionate result in terms of a percent of GDP was to be
expected. If the absolute loss were of the same size for both sides, one would have
expected that the loss as a percent of GDP should be only five times higher for the UK. As
a percent of GDP, the average loss for the UK is about ten times higher or more.

Since the ratio of the UK economy to the EU-27 is about 1:5, a disproportionate
result in terms of a percent of GDP was to be expected. If the absolute loss were of the
same size for both sides, one would have expected that the loss as a percent of GDP
should be only five times higher for the UK. As a percent of GDP, the average loss for
the UK is at least ten times higher.

The model results in terms of the impacts on GDP are summarized in Fig. 1 below in
billions of euros. The loss for the EU-27 is on the horizontal axis and for the UK on the
vertical axis. This figure also contains a 45 degree line. All points are above this line,
which indicates that the absolute loss is in all cases estimated to be higher for the UK
than for the EU. Moreover, most of the studies (essentially all except CPB) align on a
line with slope of two, implying that most studies find that the losses from Brexit would
be twice as high for the UK as for the EU-27.

Why is the loss (from leaving the EU’s internal market) distributed so asymmetrically?
Economic theory predicts that both sides will lose from creating new trade barriers.
However, general economic principles also suggest that larger economies lose less from
the imposition of a tariff because of the greater market power of its enterprises. Suppose
that two trading partners both impose a tariff of 5% on each other’s exports. Firms from
the larger economy will be more likely to face an inelastic demand curve, allowing them
to adjust their selling price for the tariff. By contrast, firms from the smaller economy are
more likely to be price takers. They might thus have to cut the export price to keep market
shares, and so bear the cost themselves. There is a fundamental reason why trade
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Fig. 1 Absolute losses for the UK and EU-27 GDP (in € Billion). Source: Author’s own computations using
data on GDP from OECD statistics (OECD 2016b). For the UK, the amount is converted from pounds to euros
using the annual average exchange rate for 2015. The diamonds represent the different model-based estimates,
labelled by author. Pes. = pessimistic scenario; Opt. = optimistic scenario; Booth = Booth et al. (2015);
CPB = Rojas-Romagosa (2016); Aich. = Aichele and Felbermayr (2015); OECD = OECD (2016a); Ott. =
Ottaviano et al. (2016)

agreements between large and small countries tend to be asymmetric, and why the losses
from Brexit are likely to be borne primarily by the UK (despite the fact that the UK is a net
importer of goods from the EU).

The OECD and UK Treasury models represent a deeper set of impacts from FDI,
which go beyond investment and trade volumes (OECD 2016a; HM Treasury 2016). In
various empirical studies taken into account in the two models, FDI is found to have a
favourable impact on research and development (R&D) expenditures and thence on
innovation, competitiveness, and general management quality.”

One outlier among the model results is that of Open Europe (Booth et al. 2015),
which, however, adopts a radically different optimistic scenario, namely the ultra-
liberal formula whereby the UK would adopt free trade unilaterally, both with the
EU and the rest of the world, without negotiating counterpart concessions from anyone
(Booth et al. 2015).

Going beyond the Models: Lessons from Other Approaches
Transatlantic Trade and Investment Partnership
Another way to estimate the costs of Brexit for the EU-27 is to use the studies done in

preparation of TTIP, which would have involved the opposite of Brexit, namely an
elimination of WTO MFN tariffs and a reduction of non-tariff barriers (NTBs).

2 It is notable that two of the studies, by the OECD (2016a, b) and HM Treasury ( 2016), suggest significantly
higher losses for the UK, which may be explained by the more extensive range of economic impacts that are
accounted for, notably negative impacts on FDI. In the pessimistic scenarios, the losses for the UK, according
to these two studies, mount up to around 7.5% of GDP which would be highly significant from a
macroeconomic point of view, meaning a reduction of GDP growth over a decade of around 0.75% annually.
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The comparison between Brexit and TTIP is more interesting than appears at first
sight. The U.S. economy is of course several times larger than that of the UK, but
Transatlantic trade is of a similar order of magnitude to trans-Channel trade.
Transatlantic goods trade in 2015 was only about 20% larger than the trade in goods
between the UK and the EU-27. The impact of Brexit might thus be comparable to that
of TTIP with the sign reversed. Trade in services is, however, is twice as large across
the Atlantic than across the Channel.

Studies of scenarios for the TTIP came to the conclusion that the elimination of
tariffs alone would not lead to large gains. The Commission’s own website puts it
succinctly: “Given the low average tariffs (under 3%), the key to unlocking this
potential lies in the tackling of non-tariff barriers. These consist mainly of customs
procedures and behind the border regulatory restrictions.” (European Commission
2013; European Commission 2017)

The widely accepted result from the economic impact studies, which used a similar
approach (and models) to those surveyed here for Brexit, was that TTIP would increase
EU GDP by about 0.5% of GDP, with 0.1% of GDP due to the elimination of tariffs
between the EU and the U.S., and 0.4% of GDP due to the lowering (typically halving)
of NTBs.

Lessons from the Literature on the Benefits of EU Membership

Another way to estimate the cost of Brexit is to consider that the cost of Brexit should
mirror the benefit of EU membership. There is substantial literature showing significant
gains from EU and single market membership. If one were to accept the conclusions of
this literature, one would conclude models surveyed here might understate the cost of
Brexit.

One of the first studies to incorporate the many effects of a single market, was done
by the CPB (Straathof et al. 2008), which used a blended computable general equilib-
rium (CGE) macroeconometric model (Worldscan [CPB 2006]) to calculate that the
benefits of EU membership are 10% of GDP or more. A novel attempt was undertaken
by Campos et al. (2014) based on a synthetic counterfactual for the EU countries which
joined in 1973 or later. They suggest an average gain of 12% of GDP (except for
Greece) with more for the UK. Because the WTO has become more comprehensive in
scope and also a little deeper, in the meantime, the implied costs of exiting might be
today a little less high.

Another variant of the counterfactual approach is Breuss (2006) who compares
Switzerland and Austria, given their respective choices for market integration in
Europe, also finds large benefits for Austria. A related way to estimate the cost of
Brexit is to consider the benefits expected from existing or planned free trade agree-
ments of the EU with other nations around the globe. The exits costs can be derived
from so-called impact assessment studies on the free trade agreements EU-Canada, EU-
India, EU-Japan, EU-Mercosur, EU-Mexico and EU-South Korea.

Table 5 below summarises the expected benefits from these free trade agreements or
plans. They involve different degrees of trade liberalisation and different levels of
development. However, a general trend is clear. In all these cases, the EU would enjoy
only a disproportionally small share of the total benefit, not just because it is econom-
ically larger than its counterparts but also for fundamental reasons, such as the greater
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market power of its enterprises. With a changed sign, this implies that exiting these free
trade agreements would impose the majority of the costs on the exiting country.

In any event, the large negative effects in the models used on Brexit are a priori
consistent with this new literature on the EU benefits for countries concluding a free
trade agreement. The EU benefit is quite large and should not be dismissed too swiftly.

Conclusions

This paper has focussed on the economic impact of Brexit on the EU-27. Our main
conclusions are the following. Trade between the UK and the EU-27 is of a similar
order of magnitude as transatlantic trade (between the EU and the U.S.). Investment
links between the UK and EU-27 appear to be stronger, but the picture is heavily
influenced by financial transactions whose main purpose might be tax optimisation. For
the EU, Brexit might be of comparable importance (with the opposite sign) as TTIP.

All available studies concur that Brexit will lead to a significant disruption of trade
links and will impose economic costs on both sides. However, the EU-27 would bear
only a disproportionally small share of the total cost. A similar picture emerges from
the literature studying the potential benefits from free trade agreements the EU has, or
is, negotiating with other countries (e.g. Japan, Korea, etc.). The relationship between
economic size and bargaining power has two implications. First of all, the EU should
have the stronger bargaining position in the negotiations on the future economic
arrangements between the UK and the EU-27. The cost of the disruption resulting
from not reaching an agreement would fall primarily on the UK. Second, Britain might
have difficulties negotiating favourable trade arrangements with other large countries,
such as the U.S., Japan or China. The most recent results from the general election of
2017 in the UK, and the uncertainty generated by it will of course tend to increase the
economic costs of Brexit for the country even further via their negative impact on
investment-type decisions.

Acknowledgments This paper profited very much from insights gained from the participants in the panel “The
Macroeconomics and Political Economy of Brexit”, 83rd International Atlantic Economic Conference, March 22-
25,2017, Berlin, Michael Burda, Henrik Enderlein and Michael Wohlgemuth. The usual disclaimer applies.

References

Aichele, R., & Felbermayr, G. (2015). Costs and benefits of a United Kingdom exit from the
European Union. Guetersloh: Bertelsmann Stiftung Available at: https:/www.bertelsmann-
stiftung.de/fileadmin/files/BSt/Publikationen/GrauePublikationen/NW_BREXIT EN.pdf.

Aichele, R., Felbermayr, G., & Heiland, 1. (2014). Going deep: The trade and welfare effects of TTIP. CESifo
Working Paper 5150, Munich. Available at: http://www.cesifo-group.de/ifoHome/publications/working-
papers/CESifoWP/CESifoWPdetails?wp_id=19148232.

Belke, A., Dubova, 1., & Osowski, T. (2017). Policy uncertainty and international financial markets: The case
of Brexit. Applied Economics, 49(45), 4521-4529.

Benz, Sebastian, and Erdal Yalcin (2013). Okonomische Effekte eines Freihandelsabkommens zwischen Japan
und der EU. ifo Schnelldienst 66: 35-40.

@ Springer


https://www.bertelsmann-stiftung.de/fileadmin/files/BSt/Publikationen/GrauePublikationen/NW_BREXIT_EN.pdf
https://www.bertelsmann-stiftung.de/fileadmin/files/BSt/Publikationen/GrauePublikationen/NW_BREXIT_EN.pdf
http://www.cesifo-group.de/ifoHome/publications/working-papers/CESifoWP/CESifoWPdetails?wp_id=19148232
http://www.cesifo-group.de/ifoHome/publications/working-papers/CESifoWP/CESifoWPdetails?wp_id=19148232

330 Belke A., Gros D.

Booth, S., Howarth, C., & Persson, M. (2015). What if...? The consequences, challenges and opportunities
facing Britain outside EU. Open Europe Report, 3, 15.

Breuss, F. (2006). Austria and Switzerland — Experiences with and without EU membership. Austrian
Economic Quarterly, 1, 13-39.

Burrell, A., Ferrari, E., Gonzalez Mellado, A., Himics, M., Michalek, J., Shrestha, S., & van Doorslaer, B.
(2011). Potential EU-Mercosur free trade agreement: Impact assessment, volume 1: Main results, JRC
Reference Reports, European Commission, Brussels. Available at: http://ipts.jrc.ec.europa.
eu/publications/pub.cfm?id=4819.

Campos, N. F., Coricelli, F., & Moretti, L. (2014). Economic growth and political integration: Estimating the
benefits from membership in the European Union using the synthetic counterfactuals method. /ZA
Discussion Paper no. 8162, Institute for the Study of labor, Bonn. Available at: http://ftp.iza.
org/dp8162.pdf.

CBP Netherlands Bureau for Economic Policy Analysis (2006). Worldscan: a model for international
economic policy analysis. Available at: http://www.cpb.nl/en/publication/worldscan-model-international-
economic-policy-analysis.

CEPIVATLASS (2010). The economic impact of the Free Trade Agreement (FTA) between the European
Union and Korea. Report for the European Commission DG Trade (framework contract TRADE/07/A2:
Korea II), Brussels. Available at: http://trade.ec.europa.eu/doclib/docs/2010/may/tradoc_146174.pdf.

Decreux, Yvan, and Hugo Valin (2007). MIRAGE, Updated version of the model for trade policy analysis:
Focus on agriculture and dynamics. CEPII Working Paper 2007/15, Centre d'Etudes Prospectives et
d'Informations Internationales, Paris. Available at : http://www.cepii.fit/CEPIl/en/publications/wp/abstract.
asp?NoDoc=958.

Ecorys (2015). Ex-post evaluation of the implementation of the EU-Mexico free trade agreement, Interim technical
report, client: European Commission - DG trade, Rotterdam, 11 May. Available at: http://www.fta-evaluation.
com/mexico/wp-content/uploads/sites/2/2015/06/REVISED-Mexico-ITR-ex-post-11May.pdf.

Emerson, M., Busse, M., Di Salvo, M., Gros, D., & Pelkmans, J. (2017). An assessment of the economic
impact of Brexit on the EU27. Briefing Paper for the internal market and Consumer Protection
Committee of the European Parliament, Brussels, January. Available at: http://www.europarl.europa.
eu/thinktank/en/document.html?reference=IPOL_STU%282017%29595374.

European Commission (2011). A Trade SIA relating to the negotiation of a comprehensive economic and trade
agreement (CETA) between the EU and Canada. Draft final report, Trade 10/B3/B06, Brussels, web:
www.eucanada-sia.org.

European Commission (2013). Transatlantic trade and investment partnership: The economic analysis ex-
plained. Available at: http:/trade.ec.europa.cu/doclib/docs/2013/september/tradoc_151787.pdf.

European Commission (2015). Impact assessment, accompanying the document Recommendation for a council
decision authorising the European Commission and the High Representative of the Union for Foreign Affairs and
Security Policy to open negotiations and to negotiate with Mexico a modemised global agreement. Commission
Staff Working Document SWD (2015) 289 final, Brussels, 16 December. Available at: http:/ec.europa.ew/smart-
regulation/impact/ia_carried_out/docs/ia 2015/swd 2015 0289 en.pdf.

European Commission (2017) Trade, countries and regions: United States. Available at: http://ec.europa.
eu/trade/policy/countries-and-regions/countries/united-states/.

European Commission and Government of Canada (2008). Assessing the costs and benefits of a closer EU-Canada
economic partnership. Available at: http:/trade.ec.europa.ew/doclib/docs/2008/october/tradoc_141032.pdf.
Eurostat (2017). Your key to European statistics. http://ec.europa.eu/eurostat/data/database?p p id=
NavTreeportletprod WAR_NavTreeportletprod INSTANCE nPqeVbPXRmWQ&p p_lifecycle=0&p

p_state=normal&p p mode=view&p p col id=column-2&p p col count=1.

Felbermayr, G., Mitra, D., Aichele, R., & Groeschl, J. (2016). Europe and India: Relaunching a troubled trade
relationship, ifo Forschungsberichte no. 80, Ifo Center for International Economics, IFO Institute,
Munich. Available at: https://www.cesifo-group.de/ifoHome/infoservice/News/2017/05/news-20170530-
fober-80.html.

Felbermayr, G., Kimura, F., Okubo, T., Steininger, M., Yalcin, E. (2017). On the economics of an EU-Japan free trade
agreement. GED Study, study of the Ifo institute on behalf of the Bertelsmann foundation, final report, march 3.
Available at: https:/www.bertelsmann-stiftung.de/fileadmin/files/BSt/Publikationen/GrauePublikationen/NW
EU-Japan FTA.pdf.

Francois, J., Manchin, M., Norberg, H (2016). Trade sustainability impact assessment of the free trade
agreement between the EU and Japan: Final report. Technical Report for the European Commission,
Brussels. Available at: http:/trade.ec.europa.eu/doclib/docs/2016/may/tradoc_154522.pdf.

Her Majesty’s (HM) Treasury (2016). HM Treasury analysis: the long-term economic impact of EU mem-
bership and the alternatives. Presented to Parliament by the Chancellor of the Exchequer by command of

@ Springer


http://ipts.jrc.ec.europa.eu/publications/pub.cfm?id=4819
http://ipts.jrc.ec.europa.eu/publications/pub.cfm?id=4819
http://ftp.iza.org/dp8162.pdf
http://ftp.iza.org/dp8162.pdf
http://www.cpb.nl/en/publication/worldscan-model-international-economic-policy-analysis
http://www.cpb.nl/en/publication/worldscan-model-international-economic-policy-analysis
http://trade.ec.europa.eu/doclib/docs/2010/may/tradoc_146174.pdf
https://www.google.de/url?sa=t&rct=j&q=&esrc=s&source=web&cd=4&cad=rja&uact=8&ved=0ahUKEwiZgpGhqrPUAhWLPxQKHRfVCBwQFghKMAM&url=https%3A%2F%2Fen.wikipedia.org%2Fwiki%2FCentre_d%2527Etudes_Prospectives_et_d%2527Informations_Internationales&usg=AFQjCNF2ES_gzhRHF02UIdfX0PkWUDTxbQ
https://www.google.de/url?sa=t&rct=j&q=&esrc=s&source=web&cd=4&cad=rja&uact=8&ved=0ahUKEwiZgpGhqrPUAhWLPxQKHRfVCBwQFghKMAM&url=https%3A%2F%2Fen.wikipedia.org%2Fwiki%2FCentre_d%2527Etudes_Prospectives_et_d%2527Informations_Internationales&usg=AFQjCNF2ES_gzhRHF02UIdfX0PkWUDTxbQ
https://www.google.de/url?sa=t&rct=j&q=&esrc=s&source=web&cd=4&cad=rja&uact=8&ved=0ahUKEwiZgpGhqrPUAhWLPxQKHRfVCBwQFghKMAM&url=https%3A%2F%2Fen.wikipedia.org%2Fwiki%2FCentre_d%2527Etudes_Prospectives_et_d%2527Informations_Internationales&usg=AFQjCNF2ES_gzhRHF02UIdfX0PkWUDTxbQ
https://www.google.de/url?sa=t&rct=j&q=&esrc=s&source=web&cd=4&cad=rja&uact=8&ved=0ahUKEwiZgpGhqrPUAhWLPxQKHRfVCBwQFghKMAM&url=https%3A%2F%2Fen.wikipedia.org%2Fwiki%2FCentre_d%2527Etudes_Prospectives_et_d%2527Informations_Internationales&usg=AFQjCNF2ES_gzhRHF02UIdfX0PkWUDTxbQ
http://www.fta-evaluation.com/mexico/wp-content/uploads/sites/2/2015/06/REVISED-Mexico-ITR-ex-post-11May.pdf
http://www.fta-evaluation.com/mexico/wp-content/uploads/sites/2/2015/06/REVISED-Mexico-ITR-ex-post-11May.pdf
http://www.europarl.europa.eu/thinktank/en/document.html?reference=IPOL_STU%282017%29595374
http://www.europarl.europa.eu/thinktank/en/document.html?reference=IPOL_STU%282017%29595374
http://www.eucanada-sia.org
http://trade.ec.europa.eu/doclib/docs/2013/september/tradoc_151787.pdf
http://ec.europa.eu/smart-regulation/impact/ia_carried_out/docs/ia_2015/swd_2015_0289_en.pdf
http://ec.europa.eu/smart-regulation/impact/ia_carried_out/docs/ia_2015/swd_2015_0289_en.pdf
http://ec.europa.eu/trade/policy/countries-and-regions/countries/united-states/
http://ec.europa.eu/trade/policy/countries-and-regions/countries/united-states/
http://trade.ec.europa.eu/doclib/docs/2008/october/tradoc_141032.pdf
http://ec.europa.eu/eurostat/data/database?p_p_id=NavTreeportletprod_WAR_NavTreeportletprod_INSTANCE_nPqeVbPXRmWQ&p_p_lifecycle=0&p_p_state=normal&p_p_mode=view&p_p_col_id=column-2&p_p_col_count=1
http://ec.europa.eu/eurostat/data/database?p_p_id=NavTreeportletprod_WAR_NavTreeportletprod_INSTANCE_nPqeVbPXRmWQ&p_p_lifecycle=0&p_p_state=normal&p_p_mode=view&p_p_col_id=column-2&p_p_col_count=1
http://ec.europa.eu/eurostat/data/database?p_p_id=NavTreeportletprod_WAR_NavTreeportletprod_INSTANCE_nPqeVbPXRmWQ&p_p_lifecycle=0&p_p_state=normal&p_p_mode=view&p_p_col_id=column-2&p_p_col_count=1
https://www.cesifo-group.de/ifoHome/infoservice/News/2017/05/news-20170530-fober-80.html
https://www.cesifo-group.de/ifoHome/infoservice/News/2017/05/news-20170530-fober-80.html
https://www.bertelsmann-stiftung.de/fileadmin/files/BSt/Publikationen/GrauePublikationen/NW_EU-Japan_FTA.pdf
https://www.bertelsmann-stiftung.de/fileadmin/files/BSt/Publikationen/GrauePublikationen/NW_EU-Japan_FTA.pdf
http://trade.ec.europa.eu/doclib/docs/2016/may/tradoc_154522.pdf

Economic Impact of Brexit: Evidence from Modelling Free Trade 331

Her Majesty, Cm 925, April. Available at: https://www.gov.uk/government/publications/hm-treasury-
analysis-the-long-term-economic-impact-of-eu-membership-and-the-alternatives.

Kepaptsoglou, K., Karlaftis, M. G., & Tsamboulas, D. (2010). The gravity model specification for modeling
international trade flows and free trade agreement effects: A 10-year review of empirical studies. Open
Economics Journal, 3, 1-13.

Lawless, Martina, and Edgar Morgenroth (2016). The product and sector level impact of a hard Brexit across
the EU. ESRI Working Paper no. 550, Economic and Social Research Institute, Dublin. Available at:
http://www.esri.ie/pubs/WP550.pdf.

OECD (2016a). The economic consequences of Brexit — A taxing decision. OECD Policy Paper no. 16,
organisation for economic co-operation and development, Paris, April. Available at: http:/www.oecd.
org/eco/The-Economic-consequences-of-Brexit-27-april-2016.pdf.

OECD (2016b). OECD Stat. Available at: http:/stats.oecd.org/.

Ottaviano, G., Dhingra, S., Huang, H., Pessoa, J. P., Sampson, T., & van Reenen, J. (2016). The costs and
benefits of leaving the EU: Trade effects. Centre for Economic Performance Technical Report. London
School of Economics, London: Centre for Economic Performance Available at: http://cep.lse.ac.
uk/pubs/download/brexit02_technical paper.pdf.

Rojas-Romagosa, Hugo (2016). Trade effects of Brexit for the Netherlands. CPB Background Document, CPB
Netherlands Bureau for Economic Policy Analysis, Rotterdam, June. Available at: http://www.cpb.
nl/en/publication/trade-effects-of-brexit-for-the-netherlands.

Roy, A., & Mathur, S. K. (2016). Brexit and India-EU free trade agreement. Journal of Economic Integration,
31(4), 740-773.

Serrano, C., Martinez, A., Rodriguez, A., & Salazar, S. (2015). Evaluation of the effects of the free trade
agreement between the European Union and Mexico on bilateral trade and investment. BBVA Working
Paper 15/14, Banco Bilbao Vizcaya Argentaria, Madrid. Available at: https://www.bbvaresearch.com/wp-
content/uploads/2015/05/DT15-14_FTAEUM.pdf.

Straathof, B., Linders, G.-J., Lejour, A., & Moehlmann, J. (2008). The internal market and the Dutch economy:
Implications for trade and economic growth, CPB Document No. 168. Rotterdam: CPB Netherlands Bureau for
Economic Policy Analysis Available at: http:/www.cpb.nl/sites/default/files/publicaties/download/internal-
market-and-dutch-economy-implications-trade-and-economic-growth.pdf.

The Telegraph (2017). Theresa May’s Brexit speech in full. Available at: http://www.telegraph.co.
uk/news/2017/01/17/theresa-mays-brexit-speech-full/.

@ Springer


https://www.gov.uk/government/publications/hm-treasury-analysis-the-long-term-economic-impact-of-eu-membership-and-the-alternatives
https://www.gov.uk/government/publications/hm-treasury-analysis-the-long-term-economic-impact-of-eu-membership-and-the-alternatives
http://www.esri.ie/pubs/WP550.pdf
http://www.oecd.org/eco/The-Economic-consequences-of-Brexit-27-april-2016.pdf
http://www.oecd.org/eco/The-Economic-consequences-of-Brexit-27-april-2016.pdf
http://stats.oecd.org/
http://cep.lse.ac.uk/pubs/download/brexit02_technical_paper.pdf
http://cep.lse.ac.uk/pubs/download/brexit02_technical_paper.pdf
http://www.cpb.nl/en/publication/trade-effects-of-brexit-for-the-netherlands
http://www.cpb.nl/en/publication/trade-effects-of-brexit-for-the-netherlands
https://www.bbvaresearch.com/wp-content/uploads/2015/05/DT15-14_FTAEUM.pdf
https://www.bbvaresearch.com/wp-content/uploads/2015/05/DT15-14_FTAEUM.pdf
http://www.cpb.nl/sites/default/files/publicaties/download/internal-market-and-dutch-economy-implications-trade-and-economic-growth.pdf
http://www.cpb.nl/sites/default/files/publicaties/download/internal-market-and-dutch-economy-implications-trade-and-economic-growth.pdf
http://www.telegraph.co.uk/news/2017/01/17/theresa-mays-brexit-speech-full/
http://www.telegraph.co.uk/news/2017/01/17/theresa-mays-brexit-speech-full/

Atlantic Economic Journal is a copyright of Springer, 2017. All Rights Reserved.



	The Economic Impact of Brexit: Evidence from Modelling Free Trade Agreements
	Abstract
	Introduction
	Economic Impacts in Short

	Basic Facts: Trade and Investment
	Trade in Goods
	Trade in Services
	Foreign Direct Investment

	Economic Impacts: Quantitative Estimates
	Model-Based Simulations
	Going beyond the Models: Lessons from Other Approaches
	Transatlantic Trade and Investment Partnership
	Lessons from the Literature on the Benefits of EU Membership


	Conclusions
	References


