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HAS BREXIT TRULY MADE THE UK LESS ATTRACTIVE ECONOMICALLY?

Stéphane Colliac in collaboration with Louis Marillon (intern)

It is generally assumed that Brexit has made the
United Kingdom less attractive economically. However,
data on the balance of payments and foreign workers
reveal that it's not as simple as that.

Granted, as recently as March 2023, one UK com-
pany out of four ranked Brexit as one of its top three
concerns. While that number had fallen since 2019,
it does show that concerns have not disappeared
entirely.

Real business investment (both foreign and domestic)
in the UK was 0.4% lower in the fourth quarter of 2022
than in the second quarter 2016. However, this decline
was not driven by weaker foreign direct investment
(FDI) by non-residents in the UK, as this does not show
upin the data.

Brexit has had a more notable impact on workforce
flows. There have been fewer European worker arrivals
since the second quarter of 2016, which the increase
in non-European workers since 2021 has not yet fully
offset. We estimate that 76,000 fewer foreign workers
were employed in the UK than would have been, had
the pre-Brexit trend in this category continued.

These comparisons suggest that Brexit did have a ne-
gative impact on the UK economy during the post-re-
ferendum period of uncertainty. But this period ended
once actual Brexit details had been ironed out. Once

a stable post-Brexit framework had been established,
the UK got a boost, as direct investments and arrivals
of foreign workers from countries outside the European
Union (EU) made up the ground lost.
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CHART 1 SOURCE: BANK OF ENGLAND, BNP PARIBAS CALCULATIONS

THE UK IS STILL ATTRACTIVE FOR FOREIGN INVESTORS

Back in 2016, one of the main arguments put forth by Brexit opponents was that foreign
direct investments (FDI) in the United Kingdom would dry up. Dhingra et al.* estimated at
that time that an exit from the European Union (EU) would lead to a 22% decrease in FDI
inflows into the UK in the 10 years after Brexit.

For the moment, balance-of-payments figures have ultimately belied this fear. Adding up
FDI flows between 2009 and 2015, on the one hand, and those between 2016 and 2022, on
the other, and comparing them to GDP, we find that inflows (i.e., investments in the UK by
non-residents) rose from 1.6% of GDP from 2009 to 2015 to 3.1% from 2016 to 2022 (see
Chart 1) 2. The same trend is found in FDI capital inflows alone (from 1.6% of GDP between
2009 and 2015 to 2.6% between 2016 and 2022).

In parallel, FDI outflows also rose, from 1.3% of GDP to 2.4%, driven by an increase in
intra-group loans by British companies to their foreign subsidiaries. These intra-group
loans may have had several causes. One of these would be that British companies have
diversified their activities outside the UK, to the Netherlands, France, etc. This could be
due directly to Brexit, particularly in the financial sector, as certain activities have been
offshored, but without undermining London'’s status as a financial hub.

1 The impact of Brexit on foreign, Dhingra et al., April 2016. ‘ ‘
2 The Brexit vote'in 2016 tooK place against a backdrop of heavy capital flows, but \If 2016 is removed from the
comparison, there is no meaningful change in the increase in flows between 2009-15 and 2017-22.
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The net sum of these shifts in FDI inflows and outflows is a decrease
in net flows as a percentage of GDP between two periods under review
(see Chart 2). However, based on a breakdown in FDI flows, this de-
crease does not necessarily mean that the UK has become less attrac-
tive. Quite the contrary, if we look at FDI capital inflows.
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CHART 2 SOURCE: BANK OF ITALY, BDF, BUNDESBANK, BOE, BNP PARIBAS CALCULATIONS

PRODUCTIVE INVESTMENT WAS UNDERMINED BY THE
PERIOD OF UNCERTAINTY BETWEEN THE BREXIT VOTE AND
TS IMPLEMENTATION

While the UK economy appears to have remained attractive to non-re-
sident investors, the increase in the number of UK companies’ in-
tra-group loans to their foreign subsidiaries may have reduced the
resources available to fund investment in the UK. This reduction is at
least in part due to the uncertainty that marked the period from the
June 2016 referendum to the UK’s actual exit from the EU in January
2020.

Since 2016, the Bank of England has produced the Brexit Uncertainty
Index (see Chart 3)%. This index indicates that the June 2016 Brexit vote
triggered a surge in uncertainty, peaking in December 2018 during the
phase of negotiations, with 58% of respondents then counting Brexit as
one of their top three concerns. Uncertainty then pulled back with the
January 2020 ratification of the Brexit agreement. Even so, in May 2023
more than one respondent out of four regarded Brexit as one of their
three greatest sources of uncertainty.

This uncertainty most likely played a big role in the stagnation of com-
panies’ real productive investment in the UK from the third quarter of
2016 to the fourth quarter of 2019. The post-Covid recovery has not yet
been enough to return to the prior level. Accordingly, in the first quarter
of 2023, real business investment in the UK remained +1.2% below its
third quarter 2016 peak. Chart 4 illustrates the situation in the UK com-
pared to its linear trend from 2012 to 2016, to provide a contrafactual
' ‘ ared to its peers.
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CHART 3 SOURCE: BOE, BNP PARIBAS
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CHART 4 SOURCE: ONS, EUROSTAT, BNP PARIBAS CALCULATIONS

This shows a clear divergence between the UK and Germany or France.
This divergence began in the fourth quarter of 2016, when the post-2008
recovery of the UK business investment was stronger than that of its
peers (+30.3% between 2010 and 2016 for the UK, vs. +8.8% for France,
+16.5% for Germany, and +10.3% for the euro zone). We nonetheless see
a relative outperformance of investment by UK companies that coincides
with the end of the pre-Brexit transition period, beginning in the first
quarter of 2020 (-2.1% between 1Q 2020 and 1Q 2022 for the UK, vs.
-7.6% for the euro zone).

LESS ATTRACTIVE FOR EUROPEAN WORKERS

While Brexit does not seem to have lessened the UK's attractiveness to
foreign investors, it has reduced the mobility of European workers. The
resulting lack of non-qualified workers has not yet been reabsorbed.

3 The Bank of England’s Decision Maker Panel expresses the economic expectations of market participants, including Brexit Uncertainty Index, which sums up the replies of more

than 10,000 UK companies regarding their concerns over the consequences of Brexit
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However, this is now happening, thanks to the arrival of workers from
non-EU countries. We estimate that the number of foreign workers em- UK: LOSS & GAIN OF WORKERS WITH RESPECT TO PRE-BREXIT TREND
ployed in the UK in the first quarter of 2023 was 76,000 lower than it

would have been if total employment of European and non-European million (absolute change of employment compared to 2010-2016 trend)
workers had stuck to its pre-Brexit trend. The gap between this trend 10

and the employment of foreign workers widened during the post-Brexit 0.8
period of uncertainty, then began to level off in 2020. Arrivals of new 06
workers from non-EU countries have risen recently, in particular after 04
the lifting of Covid-19 health restrictions. Since then, these new arri- 02
vals have helped offset the absent flows of European workers. Moreo- oo
ver, the latest figures, particularly those of the first quarter of 2023,
suggest that the numbers are catching up with the pre-Brexit trend. 04

Meanwhile, a June 2022 study by the Centre for European Reform* -06
found that Brexit had led to a net loss of 330,000 foreign workers com- g
pared to a counterfactual, non-Brexit scenario. The study also found .1

that the hardest hit sectors are those that mostly employ non-qua- 2016 2017 2018 2019 2020 2021 2022 2023
lified workers, such as transport (net loss equivalent to 8.7% of the Loss in EU workers  mmmmm Gain in non-EU workers Balance
labour force), hotels and catering (6% of the labour force), and retail

and wholesale trading (32% of the labour force)' CHART 5 SOURCE: ONS, BNP PARIBAS CALCULATIONS

The UK labour shortage has been aggravated since the start of the
Covid-19 crisis by the broader issue of a declining participation rate,
which has underperformed the euro zone's rate - an issue that we re-
ported on in a research note in early March®. The number of persons of
working age absent from the working population has, in fact, increased
by almost 6% since February 2020. While the participation rate had
risen by 0.5 percentage points in the euro zone from its pre-Covid level
by the fourth quarter of 2022, it had still not returned to its pre-Covid
level in the UK, with a rate 0.9 points lower than in the fourth quarter
of 2019.

This serious shortage of workers in the UK is weighing on the supply
side and is one reason inflation has been so stubborn.

Stéphane Colliac
stephane.colliac@bnpparibas.com

4 Early impacts of the post-Brexit immigration system on the UK labour market | Centre for European Reform (cer.eu)
5 BNP Paribas Global Markets, UK Economic Outlook, Slide N°3
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ECOCONJONCTURE

Structural or thematic topics.

ECOEMERGING

Analyses and forecasts for a selection of
emerging economies.

ECOPERSPECTIVES

Analyses and forecasts with a focus on developed countries.

ECOFLASH

Data releases, major economic events.

ECOWEEK

Recent economic and policy developments, data comments, economic
calendar, forecasts.

ECOCHARTS

Easy-to-read monthly overview of inflation dynamics in the main
developed economies.

ECOPULSE

Monthly barometer of key economic indicators of the main OECD
countries.

MACROWAVES

Our economic podcast.
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