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MODELLING THE FUTURE:
ESTIMATING THE IMPACT OF BREXIT*

“This analysis was produced in 2019, before the COVID-19 pandemic. Therefore, this overview does not necessarily reflect the impact
of the pandemic and the fact that the UK will now be entering into a new relationship with the EU in January 2021 under very different
economic circumstances.

As the uncertainty over leaving the EU intensifies, a number of institutions have released
analyses of the impact that different forms of Brexit could have on the UK economy.
Regardless of the form that Brexit takes, all the studies find that leaving the EU would
make the UK worse-off in the long term, with the risk of further short-term disruption. The
impact of “no deal” is found to be particularly negative, with GDP per head expected to be
3.5%-9% below baseline in the long-run, reinforcing the importance of avoiding this
outcome. All studies also model a “deal” scenario, with a number of different assumptions
including tariffs, rules of origin and non-tariff barriers, particularly for services trade. The
range of impacts depend crucially on whether more trade barriers lead to lower innovation
and productivity growth. Sectoral and regional analysis reveals that the chemicals and
motor vehicles sector would see the most negative hit in a “no deal” scenario, while the
regional results showed that the North East, North West and West Midlands are the most
exposed. Nevertheless, the impact of Brexit on the economy will ultimately depend on how
policy and business responds?.

How to interpret the analyses

In the final week of November, the National Institute of Economic and Social Research (NIESR), the Centre
for Economic Performance (CEP) in conjunction with UK in Changing Europe, and Her Majesty’s
Government (HMG) all released reports analysing the long-term impact on the economy of leaving the
European Union (see Figure 2). The studies are broadly comparable in approach and seek to model the
potential effects more than a decade hence—around the beginning of the 2030s. Meanwhile the Bank of
England took a different tack by looking at the shorter-term economic impact of different Brexit scenarios
over the next few years.

It is important to note at the outset that the analyses should not be thought of as economic forecasts for the
years ahead: so much will change in the UK and global economy that it is impossible to make accurate
predictions about the size of the UK economy at the start of the 2030s. Rather, what the models do is
attempt to isolate the effects of specific changes, assuming all else is held constant. In particular, the
modelling looks at the impact of changing trade arrangements and future migration patterns, along with other
channels through which UK growth could be affected by leaving the EU. For example, as well as estimating
the impact on UK-EU trade flows, the HMG study seeks to model the impact of new free trade agreements
(FTAs) with countries such as the US, Australia, New Zealand, and others.?

All forms of Brexit leave the UK economy worse off in the long-run
All the studies find that all forms of Brexit leave the UK economy worse off in the long-run than it otherwise

would be. Higher trade frictions—i.e. tariff or non-tariff barriers (NTBs)—between the UK and the rest of the
EU impose additional costs on business that result in lower GDP (or GDP per head), relative to baseline

1 See Figure 1 for details on how your business can prepare for Brexit.
2 The other studies do not assume new trade deals, but they are based on the rollover of existing FTAs
which the UK has with third countries by virtue of its EU membership.



scenarios that assume continued EU membership®. The HMG study finds that even were the UK to be
successful in securing trade deals with a number of other countries, this would be insufficient to overcome
the negative impact on the economy from higher trade frictions with the EU. The studies are also united in
concluding that the hit to the economy could be lower under conditions approximating the government’s
withdrawal agreement and political declaration, compared with a situation in which the UK leaves without a
comprehensive agreement with the EU. However, the different assumptions and timeframes underpinning
the various scenarios mean direct comparisons across the studies are not possible.

No surprise that “no deal” Brexit has the biggest negative impact on UK

All the studies find that leaving the EU without a deal would have the biggest negative impact on the UK
economy, in both the short-term and the long-term. The hit to GDP per head ranges between 3.5% and 9%
below baseline in the long-run (which is assumed to be around 2030 in the NIESR and CEP studies, and
2034 in the HMG study).

Short-term impact:

The Bank models two “no deal, no transition” scenarios where the UK reverts to WTO rules at the end of
March 2019, which it labels a “disruptive” or “disorderly” Brexit. The disorderly Brexit scenario is the Bank’s
worst-case scenario for the UK economy, incorporating some of the most drastic assumptions regarding
future trade, disruption at the border, a rise in Bank rate, the degree of uncertainty and the level of net
migration. The disruptive scenario excludes four of the most severe assumptions in order to illustrate the
magnitude of their effects i.e. has lower macroeconomic uncertainty, a more accommodative monetary
policy response, less disruption at the border and slightly looser financial conditions compared with the
disorderly scenario. The modelling suggests that in the event of “no deal, no transition”, UK GDP could be
7%-10% lower in 2024, relative to the trend seen before the EU referendum. It is important to note that these
are not the Bank’s forecasts for the economy in the event of no deal, but scenarios it used to test the
resilience of the banking system under extreme, but plausible economic shocks.

Long-term impact:

CEP and HMG modelled “no deal” scenarios that assume the implementation of tariffs on goods trade and
higher non-tariff barriers (NTBs) to both goods and services trade. The HMG study finds that no deal could
mean that UK GDP per head is 8%-9% below baseline, with the range depending on future immigration
policy. The HMG studies assumes that productivity growth is lower under no deal because the economy is
less open to trade. Economic theory and empirical evidence tends to show that economies which are more
open to trade, have higher rates of innovation and productivity. Therefore, an economy that displays higher
barriers to international trade is likely to experience slower productivity growth. Similarly, the CEP study
provides two estimates for no deal under different productivity assumptions. With no impact on productivity,
GDP per head is projected to be 3.5% lower than the baseline in 2030, or 9% lower assuming a negative
impact on productivity.

Meanwhile, NIESR modelled an “orderly no deal” scenario under which tariffs are re-imposed and NTBs rise,
but with emergency arrangements put in place to avoid significant disruption to trade and travel. The “orderly
no deal” scenario results in a smaller negative impact on the UK economy compared with most of the other
no deal scenarios, with GDP per head projected to be 3.7% below the baseline.

3 NIESR’s baseline is based on Brexit being cancelled and assumes a rebound in business investment,
sterling appreciation and stronger productivity growth. The baselines in the CEP and HMG assume that we
continue on the current path—i.e. that the UK’s current trading arrangements with the EU remain
unchanged. The Bank of England study compares its Brexit scenarios with two different baselines: the
current projected path for the UK economy, as set out in the November 2018 Inflation Report, and the path
the UK was expected to follow prior to the EU referendum, using the May 2016 Inflation Report.



Various “deals” would lessen the economic hit

The studies show that various forms of a “deal” with the EU could result in a less negative impact on the
economy than a “no deal” scenario, with the scenarios most comparable to the government’s current
negotiating position indicating that GDP per head could be 2%-3% below baseline in the long-run.

Short-term impact:

The political declaration

The Bank of England models two scenarios in the short term (to 2024) based on different economic
partnerships under the withdrawal agreement and political declaration. The scenarios are labelled “close”
and “less close”, incorporating different assumptions about the scale and scope of new barriers to trade.
Both scenarios are consistent with the broad terms of the agreed objectives and principles of the economic
partnership, i.e. the political declaration. The study indicates that GDP could be 1%-3% lower in 2024
relative to the trend just before the EU referendum.

Long-term impact:

The backstop

The NIESR and CEP/UK in a Changing Europe studies model the impact of the UK remaining in the
backstop indefinitely, after the transition period ends, i.e. the UK remains in the customs union with no tariffs
or quotas. The studies indicate that remaining in the customs union would result in a smaller loss to the UK
economy than in other scenarios such as an FTA or no deal scenario. However, some services providers
would lose market access in this scenario and consequently, the studies make some additional assumptions
regarding the impact on services trade. In the NIESR paper a reduction in services trade of 50% is assumed
while CEP assume an increase in NTBs of 7.3%. The NIESR study suggests that GDP per head could be
1.9% below baseline by 2030 compared with 3.0% under FTA and -3.7% under no deal. CEP/UK in a
Changing Europe reach a similar conclusion (1.9% below baseline, with no productivity assumption#), though
the projected loss increases to 5.5% below baseline when accounting for productivity effects on growth.

Proposed deal and FTA

The NIESR paper also models a scenario assuming the withdrawal deal is followed by an FTA, with the
assumption that goods trade frictions and NTBs are higher than those which Norway or Switzerland have
with the EU, alongside a significant reduction in services trade (60%), based on the lower bound of empirical
estimates ranging from 61-65% (Ebell 2016). This would cause a more negative impact on the UK economy
than the deal and backstop scenario illustrated by NIESR due to higher frictions on goods and services
trade, with GDP per head expected to be 3% below baseline.

The White Paper (Chequers)

The HMG analysis projects that the lowest economic impact would occur if the government achieved a deal
with the EU modelled on its white paper (i.e. the Chequers agreement). This assumes a close customs
arrangement with the EU and very low non-tariff barriers. The usefulness of this analysis is questionable,
since much of it was undertaken well in advance of the agreement on the UK-EU political declaration, and
the UK’s negotiating position has since shifted. The government’'s proposed deal is not modelled, but an FTA
would likely include a higher level of non-tariff barriers.

More plausibly, the HMG study includes a modified white paper scenario that assumes some increase in
NTBs, such as checks at or behind the border and other regulatory costs. This is likely to be more
comparable to a scenario consistent with the objectives of the political declaration and again implies that
GDP per head could be 2%-3% below baseline by 2034. In a less ambitious, “average FTA” scenario, GDP
per head is projected to be broadly 5% below baseline, reflecting even higher NTBs for goods and services.®

4 The study assumes lower productivity due to less trade and lower migration.

5 The HMG paper also models an EEA scenario (1.5% below baseline) which again shows a slightly smaller
loss to the economy. The study notes that this wouldn’t comply with the government’s policy objectives, but
is included for comparison purposes.



Chemicals and motor vehicles see most negative trade impact

Sectoral analysis from the HMG study shows that manufactured goods trade would see the greatest hit in
the event of a no deal, with additional trade costs on UK-EU trade estimated expected to be equivalent to
9%-17% of the value of trade compared with today’s arrangements. Chemicals, pharmaceuticals, rubber &
plastics, and motor vehicles are particularly vulnerable to a no deal Brexit or an FTA, which could reduce
GVA in each sector by 18-23% and 11-22% respectively (see Figure 3). This is due to the high non-tariff
barriers in these sectors—notably customs procedures and regulations, such as rules of origin
documentation, administrative costs and delays at the border. For most services sectors, a no deal scenario
could result in a reduction of GVA of 5%-10%, relative to the baseline.

North East, North West & West Midlands are most exposed to “no deal”

“No deal” and the regions

Regional analysis derived from the sectoral analysis in the HMG study notes that areas that trade more with
the EU or are specialised in sectors that will face greater trade costs are likely to be the most impacted by
Brexit. HMG used UK export profiles and economic production in each sector to estimate the regional
impact. The modelling also takes into account integrated supply chains and the knock-on effects from the
affected region. However, the analysis does not capture any changes to migration, but notes that under a
scenario of zero net inflows of EEA workers, the regional impact would likely be greater.

In a no deal scenario, with motor vehicles and chemicals the most affected sectors, the study suggests that
the North East would see the largest negative impact on economic activity. The smallest change to
economic activity is estimated for London as it is relatively more specialised in services, particularly financial
services, which are projected to be relatively less affected in a no deal scenario than manufacturing. In terms
of the nations, the exposure of the manufactured goods sector to trade disruption translates to sizeable
reductions in economic output in Northern Ireland, Wales and Scotland.

White paper scenario

London and the South East are estimated to be the most affected regions in the two white paper scenarios,
although the impact is small relative to other scenarios. These results reflect the two regions’ reliance on
financial and business services and the relative increase in trade costs that would be experienced upon
leaving the single market in services.




FIGURE 1: HOW CAN YOUR BUSINESS PREPARE FOR BREXIT?

Create an internal taskforce

Get the right parts of the business involved in a steering group to monitor developments in relation
to Brexit and assign responsibility for gathering information or taking specific actions. This must be at
senior level.

Consider extra capacity or advice if the business doesn’t have the right skills in house.

Choose your Brexit scenarios
Look at different Brexit scenarios and analyse their potential impact on your businesses -

including an ambitious association agreement, a deep free trade agreement, a Norway style agreement
and a no deal scenario.

Develop a ‘no deal’ contingency plan. The implications of no deal vary significantly across industries
and firm types. The CBI’s “Smooth Operations” report, the government’s technical notices and HMG’s
recent Brexit impact analysis all highlight potential implications of no deal (references below?®).

Look at the risks and opportunities from Brexit

Look for opportunities from Brexit. For example, some companies have brought forward automation
plans and reshoring activities or looked at new markets.

Identify risks in relation to the business operating environment, company environment, goods trade,
services and regulation.

Understand your exposure to EU markets
Know the percentage of your exports to and imports from companies in the EU.

Look at your indirect exposure to the EU: do your suppliers/customers have significant business in the EU
that could have ramifications for your company?

Speak to your local MP
MPs want to know your story, engage with them. Focus on practical, real world examples that show

the impact Brexit is having on your business and staff. Write to your local MP, sit down for a coffee, or
invite them to your office or factory floor to understand how your business works.




Figure 2: Long-term impact of Brexit on GDP per head,
% difference from status quo baseline
(Summary of scenarios published in November 2018)
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Figure 3: Summary of trade only impacts on UK sectors, compared to today’s arrangements
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Figure 4: Summary of trade policy impact on UK nations and English regions compared to today’s
arrangements
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