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Brexit: the field of possibilities

Catherine Stephan

The June 2016 referendum and triggering Article 50 signalled the beginning of Brexit, the UK’s exit from the European Union. Brexit
promises to be a long process fraught with obstacles. There are numerous sources of potential conflict, foremost of which are the so-
called Brexit bill, the amount the UK must pay the European Union as part of its “divorce settlement”, and the rights of EU citizens
residing in the UK. Given the close ties between the UK and the European Union, the big challenge in the years ahead will be the
negotiation of a new trade agreement. Yet with the UK determined to halt the free movement of people, a priori very few options are

open.

David Cameron, the former prime minister and an advocate of
remaining in the European Union (EU), announced in 2013 that a
referendum would be held on whether or not the country should exit the
EU (Brexit). The move was designed to counter the growing power of
the United Kingdom Independence Party (UKIP), which favoured Brexit,
and the more “Eurosceptic” members of his own party. His referendum
strategy backfired. UK citizens turned out in droves to vote on 23 June
2016, and the victory of the “leave” vote brought to an end 43 years of
shared history with the EU2.

The referendum’s outcome heralded a new era in relations between the
UK and the EU. Yet there are still numerous unknowns. The
protagonists must reach an agreement on transitional measures to
ensure the UK exits smoothly while defining the shape of a new
partnership. All these issues are likely to fuel fierce negotiations.

In the first part of this report, we will look at the negotiating framework
and the main points of dissension. The UK wants to rapidly reach an
agreement on its future relationship with the EU (by the end of the
Brexit procedure in March 2019), while the Europeans intend to proceed
in phases. Before starting preliminary negotiations on their future
relationship, Brussels wants to make sure the UK meets the financial
commitments and liabilities it made as an EU member, and to clarify the
rights of EU citizens residing in the UK. In part two, we will describe the
commercial ties linking the UK and the EU, which should encourage
both parties to seek the least damaging agreement possible. Lastly, part
three will examine the different options available for the two
protagonists with regard to their respective demands and interests. Yet
it is not only a matter of reaching the most beneficial trade agreement
possible for both parties. For the EU, it is also important to dissuade
other European member states from following a similar path. The UK
must respond to the aspirations of its people, notably in terms of
regaining control over its own laws, to better regulate immigration from
the EU. If the UK maintains this position, it will sharply reduce the field
of possibilities.

1 The participation rate was 72.2%, higher than the 66.4% reported during the legislative
elections of 2015.

2 Altogether, 51.9% voted to leave the EU. There was one question on the ballot: “Should
the United Kingdom remain a member of the European Union or leave the European
Union?” and voters were asked to respond either “Remain a member of the European
Union” or “Leave the European Union”.

Negotiating framework

Triggering Article 50

The process of exiting the EU entered a new phase on 29 March when
Prime Minister Theresa May, leader of the Conservative Party, officially
notified the European Council of the UK’s intention to leave the EU,
after receiving prior approval from the UK parliament. By activating
Article 50 of the Treaty of the European Union on withdrawing, she
kicked off the procedure for exiting the European Union.

Article 50 of the Lisbon Treaty defines the procedures to be followed when
a member state wants to withdraw from the EU. The European Council®
began by defining the negotiation guidelines. After the European
Commission filed a recommendation to open negotiations, the European
Council held a special meeting on 29 April and adopted all of the
negotiation guidelines. The Council of the European Union# is expected to
adopt these guidelines and the authorisation to open negotiations on 22
May5. The European Commission, through its chief negotiator Michel
Barnier, will then be able to start negotiations, which must be completed
within a period of two years starting from the activation of Article 50.

On completion of these negotiations, the draft agreement must be adopted
by a simple majority of the European Parliament members, including the
UK, and a qualified majority of the Council of the EU. If the parties fail to
reach an agreement, the EU treaties will cease to apply to the country
leaving the EU on 29 March 2019, unless the European Council, in
agreement with the UK, votes unanimously to extend the negotiations.

In the UK, only the final agreement, assuming there is one, will be
submitted to the House of Commons and the House of Lords for
approval, without the possibility of any amendments. Nonetheless,
Parliament will be kept informed of the advancement of the negotiations

3 The European Council comprises the heads of state and government of the EU.

4The Council of the European Union comprises the national ministers of each member
country.

5 The Council must adopt the entire package of negotiation directives by a large qualified
majority of 72% of the 27 member states, or by 20 member states representing at least
65% of the EU-27’s population.
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by the government, and will thus be able to influence the content of an
eventual agreement.

Point of no return

There was some question about the irreversibility of triggering Article 50
of the Lisbon Treaty, especially since the UK is the first country to
launch EU exit procedures. The European Commission specified,
however, that it was impossible for the UK to unilaterally revoke the
notification of Article 50. Similarly, the UK stated that by triggering
Article 50, it had crossed a point of no return. It is in the interest of both
parties to emphasize the irreversibility of the procedure and the
absence of any alternatives to a negotiated agreement, so that they
lend their full weight to the negotiations and reach a compromise.

The negotiating framework: a source of dissension

The negotiations from the EU’s perspective

Both parties drew up a roadmap. In the negotiation directives drawn up
by the European Commission and the European Council, the EU clearly
intends to preserve the integrity of the single market and to reach a
comprehensive agreement between the EU and the UK. This means
that the negotiations cannot be split up into specific subjects or sectors.
Nor will the UK be able to negotiate with individual member states. The
European Commission fears that such a procedure might weaken EU
unity, as certain member countries are more prone to defend one sector
over another. Germany, for example, would be more inclined to defend
the interests of the automobile sector, considering the sector’s clout in

its economy (4.5% of gross value added in 2014, according to Eurostat).

The European Commission intends to use a phased approach to
negotiations. It wants to ensure an orderly withdrawal without
disruptions, and to begin by settling the disentanglement of the UK from
the EU. This means ensuring that the UK respects the financial
commitments it has made as an EU member. This is a top priority
because it also echoes the concerns of other EU member states, who
may now have to contribute more to the EU budget. According to a
Senate information report8, if the UK and the EU fail to reach an
agreement, Germany’s and France’s contributions would increase by
5.6% and 10.8%, respectively.

The European Commission has not released a detailed bill yet.
However, it will probably include commitments not yet paid, called RAL
(‘reste a liquider”) on the EU budget, as well as investments that were
approved by the member states, including the UK, but which have not
yet been incorporated in the EU budget. As part of its participation in the
2014-2020 multi-year financial framework, the UK must settle the
amounts committed to certain regional research and development
programmes, such as the funds allocated to finance the 2014-2020
regional policy. According to a study by the Center for European
Reform?, this amount also includes the UK’s contribution to retirement
pension funds for European civil servants, aid granted to Portugal and
Ireland via the European Financial Stability Mechanism (EFSM), and
the costs arising from the transfer of European agencies located in the

6 Senate Information Report no. 656, dated 1 June 2016, compiled by the senate finance
committee, examines the economic and budgetary consequences of a possible Brexit.

7 Center for European Reform, Alex Barker, “The €60 billion Brexit bill: How to disentangle
Britain from the EU budget’, February 2017

UK, such as the European Medicines Agency and the European
Banking Authority. The figure of EUR 60 billion has been mentioned in
February 2017. However it is an indicative amount. The amount will
depend on the date at which the UK effectively leaves the EU, and will
apparently fluctuate in keeping with negotiations. The European
Commission also wants the EU and the UK to reach an agreement
above all on the calculation method.

Negotiations will also have to deal with the special case of Ireland, to
avoid creating a hard border between Northern Ireland and the Irish
Republic. The European Commission wants to clarify the rights of
European citizens residing in the UK and of British citizens living in the
EU. Lastly, for disputes occurring before Brexit, it must still be possible
to request administrative or legal action from the European Commission
or the Court of Justice of the EU (CJEU) after the UK exits the EU. The
EU also specified that the Court of Justice of the EU is the competent
authority for interpreting and applying the agreement for withdrawing
from the EU, as well as any measures taken to deal with unexpected
situations. Another legal authority could nonetheless intervene after the
effective date of Brexit. All these subjects are a potential source of
conflict between the two protagonists. The European Commission will
only deal with transitional measures once these key issues have been
resolved. Similarly, it does not intend to begin preliminary discussions
on the future relationship between the EU and the UK, i.e. on a future
trade agreement, until negotiations on the terms of Brexit have been
concluded. Any such trade agreement can only be finalised and ratified
once the UK is no longer a member of the EU.

The UK’s perspective

The UK and the European Commission have reached an agreement-in-
principle on some of the issues mentioned above. The UK wants to
continue maintaining close ties with Ireland. It intends to limit obstacles
to the free movement of people and trade by preserving the terms of the
agreements concluded with Ireland. Notably, it wants to maintain the
Common Travel Area (CTA), created in 1923, which covers the UK,
Ireland, the Isle of Man and the Channel Islands, and reduces border
controls for British and Irish citizens.

The UK also intends to uphold certain commitments by contributing to
the European Investment and Structural Fund and to the Common
Agricultural Policy (CAP). Yet the UK disputes the amount of the
“divorce settlement” of EUR 60 billion it must pay to the European Union,
notably its share of investments to be funded after 2019.

Above all, the UK and the EU have been struggling to reach an
agreement on the negotiation procedures. The UK wants to reach an
agreement on its future relationship with the EU before the end of the
exit procedure stipulated in Article 50. This new relationship would
define all trade ties between the UK and the EU, as well as the rights of
immigrants from the EU. The UK agrees that implementation of the new
agreement should be spread out over time, to allow companies to
prepare for the terms of the new relationship, but it is determined not to
let the end of Brexit procedures give way to a long and uncertain
transition period that risks bogging down negotiations over their future
relationship.
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Close commercial ties

To grasp the scope of the interests at stake, it is worth reviewing the
commercial ties currently binding the UK and the EU before exploring
the various possible solutions.

The elimination of tariffs and quotas, the reduction of non-tariff barriers,
and the creation of a customs union, i.e. the implementation of common
customs duties on third-country imports and the elimination of customs
inspections, have been one of the main drivers of the growth in
European trade over the past several decades.

European integration has been beneficial for all of the participating
member states. Trade grew not only within the European Union, but
also between the EU and third countries thanks to the improved
competitiveness of European exporting companies. A study by
Straathof et al.8 estimated that EU exports and imports of goods were
8% higher in 2005 than they would have been without European
integration since 1960. A study by HM Treasury® suggests that the
single market fuelled an additional 9% increase in bloc trade between
1973 and 2004. According to the same study, the UK benefited from a
7% increase in trade with the EU due to its membership in the single
market.

The EU and the UK remain key trading partners for each other, despite
the growing importance of China since it entry in the WTO in 2001. In
2016, the EU accounted for 43.9% of total UK exports and 53.4% of
imports. Germany and France were its main European trading partners.
The UK accounted for 18.4% of the EU-27’s exports of goods and
services in 2016, and 14.2% of EU imports. This makes it the biggest
trading partner of the EU-27 (see charts 1 and 2).

Most of the trade between the EU and the UK is comprised of goods.
Goods accounted for nearly 60% of total UK exports to the EU and 77%
of imports. EU goods traded with the UK accounted for 65.3% of total
exports and 56.9% of imports. Trade was largely concentrated in
transport equipment and rolling stock as well as chemical products,
which accounted for 42.2% and 15.5%, respectively, of exports of
European goods to the UK in 2016. Similarly, they account for 35.8%
and 19.8%, respectively of UK goods exports with the EU in 2016.

Trade in goods, notably with Germany and the Netherlands, largely
contributed to the UK'’s current account deficit with the EU, which
amounted to 4.8% of GDP in 2016 (see charts 3 and 4, and table 1).

8 Straathof, B., G.J. Linders, A. Lejour and J. M6himann (2008), The Internal Market and
the Dutch economy: Implications for trade and economic growth, CPB Netherlands
Bureau for Economic Policy Analysis

9 HM Treasury (2005). EU Membership and Trade

Exports between the United Kingdom and the EU27
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The only sector that generated a current account surplus was services
(+1.2% of GDP in 2016). This is mainly due to financial services, which
accounted for nearly a quarter of UK exports of services to the EU.
Services are mainly exported to France, Germany and the Netherlands,
which accounted for 23%, 19% and 16.3%, respectively, of financial
service exports to the EU in 2015.

In this area, the UK benefits fully from its EU membership and its
“European financial passport’, which allows it to sell financial services
throughout the EU. The European passport, which is also called the “single
authorisation”, allows banks, payment services, electronic money services,
and investment and insurance companies in the European Economic Area
(EEA)" to sell their products and services, and for companies to set up
operations anywhere within the EEA once they have received
authorisation from their home country’s regulatory body. Financial
institutions from third countries located in the UK can thus benefit from the
European passport to provide financial services throughout Europe.

10 The EEA comprises the EU and Iceland, Lichtenstein and Norway.
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In 2015 (Billions of pounds)

The main current account balance

The main trade balance by sector of activity

The main services balances by sector of activity

by countries
Total EU -110.0 Total EU -86.4 Total EU 20.9
Germany -32.4 Machinery and transport equipment -45.2 Financial 191
Netherlands -10.9 Road Vehicules -28.6 Other business services 6.1
Belgium -10.0 Foods & live animals -15.0 Intellectual property 1.8
Spain 9.9 Chemicals & related products -11.3 Telecommunications, computer and 1.6
information services
France 1.8 Manufactured goods -10.3 Travel -11.5
Table 1 Source: Office for Nationals Statistics, HM Revenue & Customs

The UK Current account balance
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Chart 3 Source: Office for Nationals Statistics

The current account balance in detail

Chart 5 Source: Eurostat
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Direct investment between the UK and the EU has kept pace with the boom
in trade. In 2015, 21.2% of the stock of European foreign direct investment
(FDI) was invested in the UK, and the UK held 18.5% of the stock of foreign
direct investment in Europe (see charts 5 and 6). As to the EU, it accounts
for nearly 40% of the stock of foreign direct investment held by the UK, and
of the stock of foreign direct investment invested in the UK.

As a result, value chains are highly integrated between the UK and the
rest of the EU. According to the OECD, the import content of exports, all
trading partners combined, was 22.9%, 25.6% and 25%, respectively
for the UK, Germany and France in 2011. China and the USA compete
with other EU member countries in the UK. Nonetheless, 41.5% of the
foreign value added contained in UK exports was derived from EU
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member states in 2011, with Germany and France accounting for 10.9%
and 5.7%, respectively, of this value added. For French and German
exports, the foreign value-added share originating in the UK was 6.4%
and 5.9%, respectively. For these three countries, the transport sector is
the most highly integrated sector (see table 2).

Origin of Value Added in gross exports (% of total)
United

Kingdom Germany France
Origin of Value Added
European union 415 48.2 48.1
United Kingdom 6.4 59
Germany 10.9 14.5
France 5.7 6.8
United States 11.6 8.2 8.7
China 5.7 5.2 59
Table 2 Source: OECD

Exchanges between the UK and the EU are not limited to goods and
services. Individuals also move freely from one side of the Channel to
the other. The UK is not part of the Schengen area'!, which allows all
citizens to move freely without internal border controls, but as an EU
member, it complies with the free movement of people.

Net immigration from the EU began rising in the early 2000s. This
movement regained strength as of 2013, after a brief pause following
the 2008 crisis. It was fuelled by the increase in net immigration from
the EU-15 (excluding the UK)'2, and from the EU-2'3 as of 2014, once
travel restrictions were lifted for Bulgaria and Romania (see chart 7). At
year-end 2015, 3.2 milion Europeans were living in the UK and
accounted for 57% of foreign nationals. This is why it is so important for
the EU to guarantee that its citizens and their families continue to have
access to the job market, that their professional qualifications are
recognised, and that they have the right to permanent residency after a
5-year period of legal residence. The EU may even request that they
continue to benefit from EU rights after Brexit. It also would like to

ensure that all citizens of the EU-27 will benefit from the same treatment.

A large number of UK citizens also reside in Europe (around 1.2 million).

However they do not have the same profile as European citizens
residing in the UK. Most of the Europeans residing in the UK went there
to work (41% in 2015), particularly in whole selling, retailing, financial
services and corporate services', to job hunt (31.5%) or to study
(14.7%). No data have been collected on the reasons why the British
migrate to Europe. However we have data based on their age. We can

" The Schengen area comprises the EU member countries with the exception of Bulgaria,
Croatia, Romania, Cyprus, Ireland and the UK. It also includes four countries that are not
EU members, notably Iceland, Lichtenstein, Norway and Switzerland.

12 The EU-15 comprises Austria, Belgium, Germany, Denmark, Finland, France, Greece,
Italy, Luxembourg, the Netherlands, Portugal, Ireland, Spain, Sweden, and the UK.

13 The EU-2 comprises Bulgaria and Romania.

141n 2016, 23.3% of Europeans worked in whole selling and retailing, 17.5% in financial
and corporate services, and 16.6% in public administration, education and health services
according to the ONS.

thus assume that most are inactive. According to Eurostat, in Spain,
which alone hosts around a quarter of the British living in Europe, nearly
40% are over age 65. The percentages are lower in Ireland and
Germany (14.4% and 15.1%, respectively), but are still much higher
than the percentage of Europeans in this age group living in the UK
(7.1% in 2016). As it seeks to reduce net immigration, the UK must take
into account its own expatriates, to ensure that they can continue to live
in the EU and notably to access the continent’s healthcare systems
under the best conditions possible.

Annual net immigration to the United Kingdom
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*EU8: Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia and Slovenia

Chart 7 Source: Office for Nationals Statistics

After Brexit, what types of relationships
are possible between the UK and EU?

The intensity of commercial, financial and human relations between the
UK and the EU should encourage both parties to try to negotiate the
least harmful trade agreement possible. Yet the UK's determination to
limit immigration from the EU, i.e. to halt the free movement of people,
nonetheless restricts its manoeuvring room. The indivisibility of the
single market's four freedoms — the free movement of goods, services,
capital and people — means that the UK must leave the single market.
As a result, it is hard to discern what form the future UK-EU relationship
might take after the separation process.

EFTA/EEA membership

The European Economic Area (EEA), which comprises the EU member
states and three of the four members of the European Free Trade
Association (EFTA)'5, namely Iceland, Norway and Liechtenstein, could
meet some of the UK’'s demands. With the exception of agricultural
products and fish, goods can move freely without customs duties. The
EEA also provides access to the European passport for financial

15 EFTA is an inter-govemmental agency created in 1960 to promote free trade. It
comprises four member states, namely Iceland, Liechtenstein, Norway and Switzerland.
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services'®, Created in 1994, the EEA is not a customs union. EFTA/EEA
members are excluded from European Union trade agreements with
third countries, and are free to determine their own customs tariffs and
trade policies with these countries.

Yet the UK's net contribution to the European budget is high, at 0.4% of
gross national income in 20157, and joining EFTA/EEA would not
generate much savings. Assuming the UK joined EEA under similar
conditions to Norway'8, the savings would be equivalent to a little less
than 0.1% of gross national income. According to a study by the Centre
for European Reform®, the UK’s net contribution to the EU budget
would narrow by 9%. In this case, however, the UK would have little
influence over EU decision making. Under the EEA agreement, member
countries must integrate all legislation adopted by the EU pertaining to
the internal market, once it has been examined by an EEA mixed
committee comprised of representatives of the EU and EFTA/EEA
member states. It is hard to imagine the UK accepting membership
under these conditions, especially since the size of its contribution to
the EU budget, and regaining control over certain powers delegated to
Brussels were major themes during the Brexit campaign. Lastly and
most importantly, the UK’s determination to regulate immigration a priori
excludes any prospects of joining EFTA/EEA: the agreement requires
all signing parties to comply with the single market's four fundamental
freedoms.

Bilateral agreements between Switzerland and the UK

Switzerland is an EFTA member, but did not join the EEA. To date, it
has concluded nearly 120 bilateral agreements with the EU, including a
free trade agreement (FTA)? and two major sector agreements, which
were accompanied by the alignment of a large part of Swiss law with
EU legislation, which took effect when the agreements were signed.

A relationship built on bilateral agreements would offer the UK greater
latitude. Its net contribution to the EU budget would diminish by 55%
according to CER. Under this type of arrangement, however, the UK
and the EU would have to renegotiate their agreements with each
change in European legislation. As in Switzerland, these agreements
might cover only part of the services sector. In particular, banks and
other financial institutions 2! might not benefit from the European
passport. The free movement of people is also an issue that is likely to

16 Understanding equivalence and the single passport in financial services -Third-country
access to the single market, European Parliament, February 2017

17'1n 2015, the UK paid in EUR 18.21 billion to the European Union budget (after a rebate
of EUR 6.08 billion), or 0.72% of 2015 gross national income. In 2015, the UK received
from the EU the equivalent of 0.3% of gross national income.

8 The EFTA members of the EEA contribute to the EU’s operating expenses. The
contribution of these members depends on the relative weight of their GDP with respect to
the EEA’s total GDP and the EU’s total operating expenses. They also participate in
administrative expenses. Every year, each programme is the subject of negotiations. The
EFTA/EEA member states also provide the European Commission with human resources
which they remunerate.

9 The economic consequences of leaving the EU The final report of the CER Brexit
Commission 2016, April 2016

20 Thanks to this agreement, merchandise, with the exception of certain agricultural
products, can circulate customs free between Switzerland and the EU member states, if
they originated in these countries. The FTA forbids any quantitative restrictions
(contingents) and other measures with a similar effect.

21 In Switzerland, freedom of establishment is offered solely for casualty insurance.

jeopardise this kind of agreement. A good illustration is the outcome of
negotiations between the EU and Switzerland after the later voted in
favour of introducing annual immigration quotas in February 2014. At
year-end 2016, Switzerland had to renounce the introduction of annual
quotas on non-Swiss citizens, and a light version was proposed giving
preference to Swiss workers. Under this proposal, Swiss residents are
given priority in hiring in sectors with a higher than average
unemployment rate, but employers are free to refuse candidates sent by
the Swiss employment agency without justifying their refusal?2.

Customs union between the EU and Turkey

A customs union like the one that has governed the relations between
the EU and Turkey since 1 July 1996 does not seem very likely either,
because the UK intends to regain full sovereignty. Turkey does not
contribute to the EU budget, but under this customs union, which is
based on the free movement of goods other than agricultural products,
coal and steel?, it is required to align with the EU’s common customs
tariffs and trade policies. With third countries, it must apply the same
customs duties as the EU and implement the EU's preferential
agreements, without benefiting from the trade agreements concluded
between the EU and third countries, which may continue to levy
customs duties on Turkish exports. Turkey must also comply with
European standards in the sectors in which it benefits from access to
the single market, without being able to influence their elaboration.

Considering the restrictions imposed by the existing relationships
described above, the UK and the EU seem more inclined to opt for a
free trade agreement. The Comprehensive Economic and Trade
Agreement (CETA) between the EU and Canada is often cited as an
example. This ambitious trade agreement does not include the free
movement of people. It will ultimately eliminate 99% of customs duties
on industrial goods and eliminate numerous non-tariff barriers. The
agreement also provides for the mutual recognition of compliance
certificates in a number of fields,2* including electrical appliances,
electronics, toys, machinery and measuring devices. CETA will also
facilitate the temporary entry of certain skilled workers into Canada and
the EU. The agreement also guarantees greater liberalisation of the
services market?® and the opening of their respective public markets.
CETA also provides for an Investment Court System (ICS) to settle
disputes between the states and investors. This is an innovative
approach compared to the traditional systems, with an independent,
impartial and permanent court. The investment court system will be

2 Swiss companies are required to notify the ORP, the regional employment office, of any
vacancies and they are also required to give priority to jobseekers from the local area.

2 Preferential agreements cover coal and steel products.

2 Canada agreed to protect a number of geographical indications (Gl) (143), i.e. specialty
food and beverage products from specific cities or regions of the EU. Limited quotas will
be set for a small number of sensitive products, including beef, pork, and sweet corn for
the EU, and dairy products for Canada. CETA will not open the European or Canadian
markets for poultry and eggs, and it will comply with the European entry-price system.

25 The main services that are excluded are public education and health care, as well as
other social services.
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comprised of professional, independent judges named by the EU and
Canada for a specified term?, The EU and Canada will also create an
appeals court.

This kind of free trade agreement would meet many of the UK’s
demands. Moreover, it might not take as long to negotiate as this type
of partnership usually requires. The UK has been trading freely with the
EU for years, and it has integrated EU legislation. It should thus be
easier to adopt the mutual recognition of professional qualifications and
standards.

Yet two years seems like a very short timeframe for the European
Commission and the UK to reach an agreement on the exit terms and a
future trade relationship, given the time generally needed to conclude
such agreements. Canada and the EU, for example, began trade talks
in May 2009, but CETA negotiations were not completed until October
2013. The European Parliament did not approve the agreement until 15
February 2017, and it must now be ratified by the national parliaments,
a requirement for mixed agreements that include measures that are not
specifically trade related. Agreements that are exclusively trade related
need the approval of “only” the European Council and the European
parliament, since the EU has exclusive power over trade policy.
Ratification of an EU-UK trade agreement similar to CETA would
probably fall under the powers of member states as well, which would
only add to the time needed to fully implement an agreement.

In sectors in which the UK has a trade deficit, such as automobiles and
chemicals, and in those with interdependent supply chains, such as
aeronautics, it could be fairly easy to reach an agreement offering
access to the single market under similar conditions to those currently in
place. Yet the interests of the UK and the EU will probably diverge
depending on the sector of activity and whether it generates a trade
surplus or deficit, which also risks dragging out negotiations.

This type of relationship is also likely to be less advantageous and more
restrictive, especially for the UK. It would probably have to ensure a
minimum level of protection for workers and compliance with certain
health and environmental regulations. The UK would also have to
continue complying with European standards. The EU and the UK
would have to establish rules of origin, i.e. the criteria that defines
where a product was made. These rules would be used to determine
which products were made in the UK and which in the EU, and thus
eligible to benefit from preferential tariff treatment. These factors could
strain the supply chain when traded goods incorporate a high proportion
of imported products.

In the absence of a trade agreement, trade between the UK and the EU
would be governed by World Trade Organisation (WTO) rules and
regulations. WTO members must comply with a certain number of
agreements on trade of goods, services, and intellectual property, as

26 A member of the court will not be able to work simultaneously as a legal counsellor and
expert on other investment disputes. Cases will heard by three members selected
randomly.

well as the rules concerning the settlement of disputes. These rules
prohibit dumping, the practice of exporting products at prices that are
lower than the normal domestic price, i.e. the price practiced “as part of
normal trade operations for a similar product designated for
consumption in the exporter's home country”. The UK would also have
to comply with certain international standards currently in effect, namely
those of the International Standards Organisation (ISO). On the other
hand, it would no longer have to comply with European standards.

It would be easier for the UK and the EU to reintroduce non-tariff
barriers (technical regulations, standards and compliance assessments,
and sanitary and phytosanitary measures, etc.) and customs duties, as
long as they comply with the most favoured nation clause, i.e. that a
WTO member cannot discriminate between its trading partners. In other
words, the EU’s customs duties on imports from the UK cannot be
higher than those levied on imports from countries benefiting from most-
favoured nation status. Based on the most-favoured nation clause, this
is equivalent to the EU imposing an average customs duty of about 5%.
Yet sectors with the highest exposure to the European market could be
hit by higher customs duties. They could range from 4.5% for chemical
products to 15% for agricultural goods, 10% for cars, and 5% for
automotive parts. Another major inconvenience of this type of
relationship is that the WTO agreements do not provide much of a
framework for trade in services.

It is hard to measure within any precision the impact of a new
relationship, given the current uncertainty over the form it might take.
We can however propose a few areas of reflection.

Higher administrative costs

The elimination of a customs union and the reintroduction of border
inspections will be accompanied by higher administrative costs. Costs
will be even higher if the EU implements non-tariff barriers or must
ensure compliance with the rules of origin when goods cross borders.
According to a CEPR study?7, these rules alone would increase trade
costs by 4% to 15%. In general, administrative costs as a whole could
account for almost 25% of the value of traded goods according to an
OECD study 2 . Similarly, Brexit could increase distribution and
coordination costs for companies on both side of the Channel.

Smaller economies of scale

The reduction in the size of export markets will place a particularly
heavy strain on the UK's competitiveness. There will be fewer
possibilities for economies of scale, the spread of innovation and
technology, and factor productivity. In the absence of an agreement,
European and British legislation could gradually drift apart, further
straining future trade.

27 Centre for Economic Policy Research, Estimating the Economic Impact on the UK of a
Transatlantic Trade and Investment Partnership (TTIP) Agreement between the European
Union and the United States, study produced for HMG, (2013).

28 A summary report, OECD Trade Policy Paper No. 150 by Evdokia Moise and Florian Le
Bris, Trade costs: What have we learned?

gl BNP PARIBAS

The bank
for a changing
world



Eco

CONJONCTURE

Conjoncture // May 2017

economic-research.bnpparibas.com

A less mobile labour force

Apparently Brexit will result in a reduction in immigration from the EU.
The British are exploring several solutions, such as the creation of a
specific work permit for EU workers, or controls on the jobs they are
allowed to take. Yet this kind of migrant policy is unlikely to respond
effectively to the needs of the economy. It is hard to identify the labour
needs of an economy with any exactitude. Moreover, the policy would
probably be accompanied by more cumbersome administrative
procedures, which would increase the cost of labour for employers. It
would also have other consequences that are hard to quantify, such as
reducing the spread of skills and know how. Reducing immigration thus
risks hampering labour supply and the growth potential of the UK
economy.

Decline in trade

A study by HM Treasury?® attempts to evaluate the impact of the UK’s
withdrawal from the EU on trade and activity. This is a difficult task
given the lack of a precedent. The study makes a number of
assumptions. It estimates the impact of Brexit over a 15-year period, the
time it will take for the UK and the EU to define a new relationship, to lift
uncertainty, and to make the necessary adjustments to their respective
economies. It assumes that the UK will preserve the existing trade
relations with non-EU countries, and that the functioning of the EU will
remain the same. In other words, it does not take into account the
advantages the UK would have benefited from if it had remained an EU
member due to greater integration of the European markets for services,
digital services and energy, or to any new trade agreements that the EU
might conclude in the future, including potential losses.

If the UK leaves the EU to join the EEA, after 15 years GDP would be
3.4% to 4.3% lower than it would have been if it had remained an EU
member. Under a bilateral trade agreement, GDP would be 4.6% to
7.8% lower, and if trade is governed by WTO regulations, then GDP
would be 5.4% to 9.5% lower.

This study concurs with OECD calculations®. Although less pessimistic
than HM Treasury, the OECD nonetheless estimates that by 2030, UK
GDP would decline by 2.7% under a best-case scenario, by 5.1% in its
central scenario, and by 7.7% in a worst-case scenario.

EU member countries will also be affected by Brexit and the reduction in
trade with the EU, in particular the countries that currently have strong
trade relations with the UK. Ireland will be particularly hard hit, and
Luxembourg and Belgium to a lesser extent. According to the
Bertelsmann Foundation3!, per capita GDP in Ireland, Belgium and
Luxembourg would decline by 2.7%, 0.96% and 0.8%, respectively, by
2030, without a trade agreement with the UK. Germany and France will
be less affected, with per capita GDP contracting only 0.33% and 0.27%,
respectively.

29 HM Government, HM Treasury analysis: the long-term economic impact of the EU
membership and the altematives, London, April 2016

% The economic consequences of Brexit: A taxing decision, OECD Economic Policy
Paper, April 2016, no. 16

31 Bertelsmann Foundation; Brexit - potential economic consequences if the UK exits the
EU, 2015/05

The UK’s exit from the EU will also influence its relationship and trade
with third countries. The UK will no longer benefit from the free trade
agreements signed between the EU and these countries.

The UK, which cannot sign new trade agreements until it has effectively
left the EU, hopes to benefit from the growing importance of certain
trading partners, such as China, and to promote trade with the United
States and the Commonwealth countries. Once freed from the EU, the
UK hopes it will no longer have to make compromises with the other
member countries, and that it will have greater latitude to negotiate with
third countries. Yet given the UK's economic weight, it will be hard to
negotiate from a position of strength. As the world’s tenth largest
economy, the UK alone accounts for only 2.4% of world GDP?3 in
purchasing power parity (PPP), and 4% of world imports33. This is much
less than the EU-28, the world’s second largest economic bloc (17.1%
of world GDP in PPP and 32% of world imports in 2015), which gives it
greater clout during trade negotiations.

The UK is taking the risk of entering long negotiations without any
certainty that the agreements it reaches will be any more advantageous
than those it benefited from as an EU member. It may even have to
agree to lower customs duties in the most vulnerable sectors, at the risk
of fuelling social unrest.

Certain sectors are more of a concern due to their respective weight in
trade or their integration in European supply chains.

Loss of European passport threatens to shake up the financial services
sector

Half of the world’s financial institutions have located their European
offices in London. The City offers numerous advantages for non-
resident investors, including market infrastructure, expertise and the use
of English. UK financial and insurance activities alone account for nearly
7% of the UK's gross value added. Moreover, the financial industry
generates nearly a quarter of its revenue from business with the EU.
According to TheCityUK, a private organisation that defends the
interests of the London marketplace, 46% of EU equity funds are raised
in London, and 75% of EU currency operations take place in the UK. As
an EU member, the UK has the right to carry out transactions in the
single currency, and maintains very strong relations with the eurozone.
In February 2017, 21% of the assets of UK monetary financial
institutions (MFI) were denominated in euros, and 38% in other foreign
currencies. Consequently, the nature of the future agreement between
the UK and the EU is extremely important.

There are several possible scenarios for the UK financial industry. The
UK could benefit from an equivalence regime and continue to offer
financial services within the EEA, as long as the regulations comply with

3 World Bank data, 2015
3 World Bank data, 2015 (current USD)

fgll BNP PARIBAS

The bank
for a changing
world



Eco

CONJONCTURE

Conjoncture // May 2017

economic-research.bnpparibas.com

European standards. Any losses would be limited. According to a study
conducted by TheCityUK34, revenues generated by wholesale financial
services would decline by 2%. Yet the London financial market would
evolve in a more uncertain environment. The European Commission
could revoke its authorisation at any moment, if it were to esteem that
UK regulations were drifting away from those in vigour in the EU.

In contrast, if the UK were to opt for WTO regulations alone, i.e. it would
no longer systematically benefit from a regulation equivalence regime
with the EU, the losses could be substantial. Under these scenario,
financial revenues from EU-related activities would decline by 40% to
50% according to the same study.

However it is difficult to estimate losses attributed to the elimination of
the European financial passport. Indeed the implications of a Brexit are
widespread. The UK will no longer benefit from the signed agreement
between the EU and third countries, and fully from skilled labour from
Europe. In addition, less integrated financial activities will generate
fewer economies of scale. Finally, the loss of revenue in the financial
sector will also have an impact on related activities (rating agencies,
consulting and auditing firms, etc.) and on the rest of the economy.

Many effects, which are hard to evaluate because they are more diffuse.

An opportunity for the EU?

Certain entities might decide to relocate other activities, in addition to
those hit directly by the loss of the financial passport, in order to avoid
an excessive segmentation of their various lines of business and fewer
economies of scale.

Yet any loss of business for the UK does not necessarily mean a
similarly-sized gain for EU members. Some third country establishments
could outsource only part of their services to subsidiaries located in the
EU, or they might repatriate some services to their home country due to
the costs engendered by relocating business or greater segmentation.
In particular, certain financial institutions might not want to deal with
different sets of regulations.

The automobile sector

The European automobile industry, which is highly integrated, will be hard
hit as a whole by Brexit. The UK industry in particular will be strained by
tariff measures, since nearly three quarters of its automobile exports are
geared for the European market. One CEPIl study % predicts that
automobile production would decline by 1.8% if UK and EU negotiations
result in a regional trade agreement and the return of non-tariff barriers.
Under this scenario, nearly 500 jobs would be destroyed and British
consumers would be hit by a 3% price increase for imported cars.

In the absence of an agreement, losses would be even more substantial.

The study assumes that the UK would continue to benefit from trade
agreements concluded between the EU, Turkey, and Mexico, but that
the automobile sector would be hit by customs duties under the most-
favoured nation clause. In this case, UK automobile production would

34 Olivier Wyman, The impact of the UK’s exit from the EU on the UK-based financial
services sector, 2016

35 CEPII, Thierry Mayer, Brexit, Trumpit: the end of regional agreements? Consequences
for the automobile industry, n°371, November 2016

fall by about 4%. Nearly a thousand jobs would be destroyed and
consumer prices would increase by roughly 6%.

Aeronautics and space industry

Other sectors will also be affected, including the aeronautics industry,
which is Europe’s largest. The EU accounts for nearly half of its export
market. Moreover, the supply chain is spread throughout Europe. Airbus,
for example, is the fruit of close collaboration between the UK, Spain,
France and Germany.

Similarly, without a new security agreement, UK companies would no
longer be able to sign contracts to operate the Galileo satellite navigation
system, a European Space Agency project developed by the EU.

The airlines

UK airlines, which are currently allowed to operate flights anywhere in
Europe, fear that they will have to give up their air traffic rights. Moreover,
airworthiness certificates issued by the Civil Aviation Authority might no
longer be recognised by the European Aviation Safety Agency (EASA).

Conclusion

The UK and the EU will soon engage in negotiations that promise to be
laborious at the least. The protagonists are struggling to agree on the
procedures. The UK would like to begin right away on negotiations on a
new relationship that would define all trade relations between the UK
and the EU, as well as the rights of EU citizens residing in the UK.
Before entering preliminary talks on their future relationship, the EU first
wants to deal with the special case of Ireland; to ensure that the UK
respects the financial commitments it made as an EU member; and to
clarify the rights of European citizens residing in the UK.

All of these issues are likely to strain the negotiating process. Yet
negotiations on a new relationship will be a huge challenge, especially
since the UK has few options if it intends to control immigration from the
EU. Halting the free movement of people would rule out membership in
the EFTA/EEA or the conclusion of a bilateral agreement similar to the
one between the EU and Switzerland. If the EU and the UK should be
heading towards a comprehensive free trade agreement modelled more
along the lines of CETA, the free trade agreement recently signed
between the EU and Canada, concluding such an agreement would
take some time, given the large number of themes that must be covered.
The UK and the EU currently have very close trade relations, and it is in
the interest of both parties to reach an agreement if they want to avoid
seeing their trade relations governed by WTO regulations by default.

16 May 2017
catherine.stephan@bnpparibas.com
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