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The True Cost of BREXIT for the UK: A Research Note

With the British EU referendum of June 23, 2016, the UK moved towards a
historical change as 51.9% of the UK voters were in favour of leaving the EU.
There was no consensus how big the economic cost of BREXIT would be.
Patrick Minford (2016) argued that a post-BREXIT UK could realize a 4%
rise in terms of real income provided that all import duties would be
abolished; e.g. cheaper agricultural imports would translate into a decline of
the aggregate price level and this implies a positive real income effect. This
form of Global Britain approach, however, is unrealistic since a free trade
agreement with China would mean a sharp contraction of British industry
(while the US might also not want a UK-China free trade agreement for
strategic reasons) and a project for a free trade agreement with India would
mean that India’s government would raise the issue of easier visa conditions
for workers from India interested in finding a job in the UK. However, the
anti-EU immigration rhetoric of PM Cameron and later of PM May has
created a social climate in the UK which suggests that one cannot assume
that the British population would welcome more immigration from India
(for more on this and other BREXIT-related issues, see WELFENS/
HANRAHAN (2017)). Among those studies which have suggested a high
BREXIT cost there is the Treasury analysis (HM Government, 2016) which
suggests in a long-term perspective, two primary costs of BREXIT - in sum
roughly 10% of GDP (2016): roughly £194 billion GBP or €237 billion or
$263 billion (converted on the basis of the average exchange rates for the
year 2016 from the ECB).

[fthere is BREXIT without an EU-UK deal about future access to the EU Single
Market, the same rules and tariffs will apply for the UK as for other member
countries of the World Trade Organization. The EU would get about £5
billion, i.e. about €5.5 billion which would go to Brussels as EU receipts and
would effectively replace about half of the UK contributions to the EU. The
UK can expect about £13 billion per year as additional tariff revenue from
the imports from the EU (Germany’s exporters would face about £3 billion
to be paid as tariffs in the UK, UK exporters to Germany face £1 billion to be
paid (see PROTTS, 2016; civitas, Potential Post-BREXIT Tariff Costs for EU-
UK Trade). One should notice that British exporters in many cases will have
to reduce their respective export prices — net of EU import tariffs - so that

True
Cost of
BREXIT

AN
ACCIDENTAL

g BREXIT

An Accidental
BREXIT (2017),
Palgrave
Macmillan, London

Minford (2016) -
BREXIT = 4% rise
in real income by
UK abolishing all

tariffs

HM Treasury
analysis (2016):
Two main effects
of BREXIT - 10%
loss of GDP: Loss
of welfare

Tariff revenue on
bilateral trade: EU
revenue £5 billion,
UK revenue £13
billion

British firms lower
profits due to
lowering prices in
EU market: Loss of
welfare

British consumers
will bear majority
of the burden of
import tariffs on
EU imports: Loss
of welfare

1



mailto:welfens@eiiw.uni-wuppertal.de
http://www.eiiw.eu/

British firms will face lower profits than in a situation without BREXIT. EU
exporters to the UK are often in a better position in terms of market power
in the UK, so that prices in the UK will be raised as a consequence of British
import tariffs. Hence the incidence of British import tariffs will largely put a
burden on British importers and consumers, respectively. If one assumes
that £10 billion of EU firms’ tariff payments will ultimately be paid by British
consumers, this would be an annual welfare loss of 0.5% of UK GDP. Ifalower
amount is effectively paid by British consumers, namely 0.25% of UK GDP -
this is considered as a realistic assumption here - the present value of British
GDP losses from import taxation will be 8% if the interest rate used to
capitalize the respective annual burden is 3%.

It is worth noting, that British exporters will, in many cases, need to reduce
the prices of exports to the EU27 such that UK firms will show falling profits
- UK companies will have to adopt the role of ‘price takers’ in the EU27
compared to EU firms in the UK; this means that EU exporters will be better
positioned after BREXIT to pass a share of the tariff burden onto British
consumers in the form of higher prices. In the case that a tariff burden of £10
billion GBP on EU exports heading to the UK can be passed on to British
consumers in the form of price rises, this would correspond to an annual loss
of welfare of 0.5% of British GDP; if £5 billion can be passed on (here
assumed to represent a plausible magnitude of the eventual outcome) this
would mean a loss of 0.25% of GDP; the net present value of these losses,
obtained by capitalizing these future costs in the context of UK import duties
at an interest rate of 3%, would be about 8% of British GDP. On this basis,
one can consider the overall balance from a welfare economics perspective,
where the effect will be felt in terms of real income or, more accurately, in
terms of per capita consumption. The main aspects regarding BREXIT-
related welfare gains and losses for the UK can be summarized as follows:

1) The UK will no longer be paying net contributions to the EU budget of
approximately 0.4% of GDP; if one wishes to understand the present
value of future contributions which the UK will not be paying, one can
divide the 0.4% of GDP figure by an appropriate interest rate (in the
following, it is assumed that the normal value of the interest rate will
be 3%: this would give a present value of future UK contributions to
the EU budget of 13.3% of the UK’s 2016 GDP) = welfare gain.

2) The transfer of the burden of tariffs for EU27 exports onto British
consumers in the amount of £5 billion GBP (0.25% of British GDP) =
welfare loss (the present value of this would be 8.3% of GDP).

3) British exporters to the EU will pay circa £6 billion pounds in the form
of import tariffs, assuming that large share of the burden of tariffs will
be borne by UK exporters losses could amount to £5 billion. Relative
to the UK GDP of 2016, this represents 0.25% of GDP = welfare loss.
The present value of this is a welfare loss of 8.3% of GDP (an
alternative calculation assumes for the UK a 6% value added export
rate and that profits comprise one third of this, i.e. 2% - where 60% of
this - that is, 1.2% of the profit ratio accrues to British firms; if the
profit ratio would decline by 10% this would amount to 0.12% of GDP
per year - the present value of which is 4% of GDP as a BREXIT-
related loss arising from the tariff burden on British firms exporting
from the UK to the EU27.
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Summing the welfare effects of 1), 2) and 3) one arrives at a figure of
3.3% as a welfare loss for the UK as a result of leaving the European
Union. One can then consider

4) A reduction of GDP of 6-7% in the context of worsened future access
to the single market (source: HM Government, Treasury analysis,
2016); the marginal cases of a ‘no-deal’ exit from the EU is associated
with a loss for the UK of 7% (a negotiated access to the single market
can be associated with a welfare loss for the UK of 6% of GDP).

5) A 6% reduction of UK GDP means an associated 1% reduction of the
EU27 GDP, and in turn a further 0.2% reduction of the UK’s GDP in
terms of a feedback effect.

6) Forgoing the advantages for the UK of a realization of the single
market deepening which had been negotiated by Cameron with the
EU in early 2016, which amount to a further loss of 4% of GDP
(source: HM Government, Treasury analysis, 2016).

7) The real depreciation of the Pound is assumed to be relatively strong,
such that within a decade after 2019 the share of foreign investors in
the UK capital stock has risen to 30%, compared to 17% in 2016: with
a profit share of 1/3rd, one can consider that an additional welfare
loss 4.3% of gross national income (GNI) in the form of increased
profits shall be transferred from the UK to the source countries of the
relevant direct investment flows, so that the real per capita gross
national income will suffer a greater fall than real gross domestic
product.

Taking all of the above effects into effect, a prudent calculation of the welfare
loss for the UK could, considering the foreseeable reduction in real income,
arrive at a figure of 18.8% of national income. If, in addition, UK import tariffs
on food stuffs would be reduced considerably (a call for such a reduction was
emphasized by BREXIT-supporting Patrick Minford), this could bring a gain
in real income of 1%, so that total the loss for the UK amounts to 17.8% of
national income. However, the revenue from import duties will naturally be
less than would otherwise be the case, at the same time, the import duties
paid by EU exporters would also be lower. The magnitude of losses as a result
of a ‘no deal’ BREXIT can thus be estimated at -17.8% of UK national income
or per capita income - related to 2016 figures - respectively. This would
mean about £346 billion for the UK, which represents a loss of £5,300 per
person, or €6,000 per Briton. If one assumes that the EU27 will not conclude
the free trade agreement (TTIP) with the United States, while the UK does
indeed do so, then assuming that UK could expect a real income gain of about
2% - an estimate arrived at on the basis of the TTIP modeling carried out in
JUNGMITTAG/WELFENS (2016) - this would mean BREXIT could still result
in an income loss of 15.8% rather than 17.8%. Here it is assumed that the
real income gain which was calculated for Germany as a result of TTIP (2%)
would be broadly similar to what the UK could hope to achieve, even though
the UK in comparison to Germany is smaller in terms industry and thus
would profit less from industry-related direct investment flows as Germany;
however, the transatlantic trade and investment relationships between the
UK and the US are, relative to national value added, greater than is the case
of Germany, so that even in the case of a ‘mini-TTIP’ between the UK and the
US could indeed result in a 2% real income gain. However, even considering
this advantageous (for the UK) eventuality, an income loss of circa 15-16%
is a high price to pay for BREXIT.
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Not included in the previous calculations are the negative effects on the UK’s
international negotiating power - for example in terms of trade deals - which
will also emerge after BREXIT (the UK represents, on the basis of 2016
figures, only 1/5t of the EU28’s weight in terms of GDP). With an income
decline of 15% or so due to BREXIT the UK will indeed pay a high price for
leaving the European Union. Assuming an extremely negative long-term
scenario, which could imply a disintegration of the EU and a raising of the
UK’s defense expenditure from 2% to 4% - where 4% was the relative
relation of military spending to national income prior to the First World War
in the context of rivalry between the large European powers -, then the
present value of this relative rise in terms of expenditure for defense would
be (2% of GDP/3% interest rate) 67% of an annual GDP. As far as one
considers per capita consumption in a standard welfare analysis and accepts
public and private consumption as perfect substitutes, an extremely
significant channel of loss becomes apparent. From that perspective, in the
worst case scenario BREXIT - relative to 2016 —almost 75% of the per capita
consumption could be regarded as lost due to BREXIT, assuming a
proportional relationship between consumption and real disposable income.
Rabobank has published a study by ERKEN ET AL. (The Permanent Damage
of BREXIT), which employs an ambitious methodology on the basis of a
modified NiGEM model, which has found even higher loses. This study
however does not take into account the repercussion effects of the EU27 on
the UK economy nor does it reflect the income loss of 4% which is related to
the non-realization of the EU Single Market deepening which had been
negotiated by Cameron.

In contrast to the analysis above, Rabobank does not consider a unilateral
sinking of tariffs on agricultural imports on the part of the UK and also the
rise in cumulated direct investment flows to the UK die to increased
international mergers and acquisitions involving foreign and UK firms. On
the contrary, in the ‘no deal’ BREXIT scenario, the authors expect a decline in
FDI inflows to the UK and thus a reduction of the capital stock (by 14%
against a benchmark of no BREXIT) and of the knowledge capital stock
(reduced by 12%). By 2030, BREXIT will have resulted in a decline of GDP by
18%; in absolute terms £400 billion. In the event of a soft BREXIT, in which
the UK leaves the Customs Union but remains a member of the EU Single
Market, the reduction in terms of GDP is 10%. The decline of GDP of the EU27
in all three scenarios considered by the Rabobank study is 2% (assuming the
EU27 GDP in 2016 of about €12,500 billion in current prices this would
amount to €250 billion). For the Netherlands, it is estimated that the GDP will
decline by 3.5% to 4.25% (ERKEN ET AL.); the trade intensity between the
Netherlands and the UK is relatively high and therefore the Netherlands will
be strongly impacted economically-speaking by BREXIT. A similar result
holds for Belgium.

One strange approach which seems widespread within the UK government is
a certain propensity to ignore key insights from trade theory, foreign direct
investment analysis and innovation theory. Clearly, the UK’s restricted access
to the geographically closest market, the EU27, will be a disadvantage and the
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rather weak market power of many UK exporters brings the specific
disadvantage that those exporters will have to reduce net export prices (net
in the sense of before EU import tariffs). Some exporters will try to fetch
higher prices in the domestic British market as a compensation - for the
reduced profitability of exports to the EU - so that profit rates will not drop.
This, however, will be to the disadvantage of British consumers. There would
be an additional negative real income effect in the UK. One should not
underestimate the resilience of the British economy in the long run. However,
a decade after BREXIT it will be a different economy. Foreign ownership of
the UK capital stock will reach about 40% in 2030, following the logic of
FROOT/STEIN (1991) that a real devaluation will bringer higher FDI inflows,
namely via international mergers & acquisitions; this development could
already could be observed in 2016. Foreign companies will increasingly not
only acquire British industrial firms but services firms as well. Sooner or later
more than 50% of the UK’s capital stock will be in the hands of foreign
owners, often from China, Japan, Korea, the US and the EU27 countries. While
one might argue that this loss of economic control is not very relevant for the
country - a typical argument in a small open economy (e.g. Ireland, the
Netherlands or Belgium) - the case of a rather large economy such as the UK
is different. If the UK wants to continue its role as a global power, it will have
to rely on a minimum number of leading British banks and industrial firms.
In deep contrast to smaller European countries, the UK has the ambition of
being a strong political voice on the international stage and it is obvious that
dominant foreign ownership would weaken such ambitions. Hence, with
BREXIT, there is more at stake than simply economic welfare effects, power
aspects in the international arena will play a role as well.

In the EU, BREXIT will bring a rising power of big economies, namely
Germany, France and Italy; and even more so of Poland and Spain: This is the
view derived from Banzhaf power index analysis (KIRSCH, 2016) that shows
how BREXIT would affect relative power in those fields where weighted
majority voting is required in the EU (a 55% majority of countries and 65%
of the EU population). Germany could consider this to be an opportunity to
push more strongly for long-term reforms in the Eurozone and the EU which
would lead to a bigger role e.g. for national - and possibly in the future also
supranational - debt brakes, ideally enshrined in the respective national
constitutions. The EU27 - without the traditional pro-free trade quartet of
Germany, the UK, the Netherlands and Denmark - could become more
protectionist in the future and if the Trump administration adopts a similar
approach - concerning the US itself, but international policy as well (e.g. TPP)
- the UK will be a global loser as a result of its own BREXIT approach. The
prospects for Global Britain will be rather modest, even if a UK-US free trade
treaty should be adopted.

The following table summarizes the main analytical elements related to the
costs and benefits of BREXIT - particularly in the case of no deal being
reached - for the United Kingdom. Even under fairly favorable circumstances,
namely a UK-US free trade treaty and the unilateral reduction of agricultural
import tariffs, the UK welfare loss would be hardly less than 16% of national
income (in a strict sense the welfare loss should be measured in terms of
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reduced consumption, but as consumption is proportionate to disposable national income
a focus on national income dynamics should be sufficient for a solid analysis here).

If BREXIT brings a reduction of EU28 national income by about 2%, the US national
income will be reduced by about 0.4% and global income could shrink by about 0.3%. If,
however, BREXIT undermines regional integration outside Europe as well, there will be
additional negative effects from a global perspective. The largest cost could come from
the interaction of a new banking deregulation wave in the US - already visible in the US
in 2017 under the Trump Administration - and similar new deregulation moves in the UK,
namely once BREXIT has been implemented and a rather nervous government facing low
output growth tries to stimulate growth through the reduction of corporate tax rates and
the deregulation of banks. A joint US-UK deregulation will put EU27 countries under
serious pressure to also implement excessive deregulation (WELFENS, 2017a; 2017b).
The only way to avoid this risk of excessive Western deregulation of banks and financial
services, respectively, is to adopt joint UK-EU27 financial regulations - and this topic
indeed should become a key element in the EU-UK negotiations. In the absence of such an
agreement the next Western banking crisis is only a question of time, not least since the
Trump Administration has also started to undermine the international watchdog of
regulation, namely the BIS(sank for international setttements.).

Table 1: A Cost-Benefit Analysis of BREXIT for the UK (assuming no UK-EU deal is reached)

1) Avoiding annual net contributions to the EU of
0.4% of Gross Domestic Product (GDP)

Capitalized at an interest rate of 3% gives a present
value (long-term) of 13.3% of annual national
income

2) Effect of UK imports from the EU burdened
with tariffs after BREXIT: 0.25% of Gross
Domestic Product

8.3% of UK Gross Domestic Product (2016)

3) Reduced profits for UK firms due to lowering net
prices (before EU tariffs) in the Single Market

8.3% of UK Gross Domestic Product (2016)

4) Reduced output in the UK of 6% in the long term
due to worsened access to the EU single market

6% of Gross Domestic Product (2016) according to
the UK Treasury analysis (2016) on the advantages of
British membership of the EU: assuming a UK-EU
deal (in the no deal scenario: 7.0% of UK Gross
Domestic Product)

5) Macro feedback effect from 4), which would lead
to a 1% reduction of income in the EU27 which, in
turn, causes an associated further reduction of 0.2% of
income in the UK. of 1%

0.2% of UK Gross Domestic Product

6) Non-realization of the benefits due to single
market deepening which was negotiated by
Cameron with the EU at the beginning of 2016

4% of UK Gross Domestic Product (according to the
UK Treasury analysis (2016) on the advantages of
British membership of the EU

7) Effect of a raised share of foreign ownership of
the UK’s capital stock as a result of the real
depreciation of the Pound from 17% in 2016 to 30%
in 2030

4.3% of UK Gross National Income

8) Unilateral abolition of tariffs on agricultural
products

1% of UK Gross Domestic Product

9) UK-USA “mini-TTIP” agreement

2% of UK Gross Domestic Product

Total Effect in % of Gross National Income

-15.8% (net) of UK national income

Additional welfare loss from higher inflation and reduced international bargaining power of UK
With rising international trade protectionism - mainly stimulated by the US under Trump

- and a new wave of excessive banking deregulation, the OECD countries could be heading
for a rather unstable post-BREXIT world. Excessive banking deregulation in the US under
Trump followed by similar banking deregulation in the UK - since government wants to
counter the negative output effects from BREXIT - will put strong pressure on EU



countries to follow suit and thus the next international banking crisis is set to develop in
the long run.

The new politico-economic stability of the West would undermine prospects of economic
catching up in developing countries and thereby would bring new immigration pressures
from the South for both Europe and the US. Thus a broader BREXIT analysis indicates
many more challenges than the traditional narrow view. It is fairly clear that the EU
should adopt broader politico-economic reforms - whether there is BREXIT or not. The
current institutional architecture of the EU implies that the Community would
disintegrate in the long run; and Eurozone-specific reforms are necessary on top of that.
The EU should adopt broad institutional reforms, including stricter admission criteria for
Eurozone membership and a stricter implementation of national debt brakes; plus a
higher EU budget - so far only 1% of gross domestic product. The latter is a key problem
since the Forschungsgruppe Wahlen - an expert group on voting in Germany - has shown
that voters at the national election easily understand what the key political topics and
fields are, while at the European elections a majority indicates that they do not
understand what key policy fields are relevant at the EU level; consequently, there is a
tendency to vote rather strongly for radical parties as a means to express general
dissatisfaction. Those radical parties have won the European elections in the UK and
France in 2014 and the radical, right-wing start-up party AfD obtained 7% in Germany.
These radical parties then reinvest the reputation and EU funds obtained in Brussels into
national elections so that the EU becomes a source of political radicalization in Europe
and creates a self-inflicted need for a strange grand coalition in the European Parliament
until that day when an anti-EU majority will dominate.

In the literature there is often a focus on the effects of BREXIT on gross domestic product,
the politically more sensitive and sensible perspective is to consider real gross national
income (GNI = GDP + net factor income from abroad which in the BREXIT context is
primarily dividends from foreign subsidiaries transferred to parent companies abroad
minus dividends obtained from UK subsidiaries abroad). The no-deal result of -16% for
gross national income could be a serious problem for the UK; certainly for the lower strata
in society. Moreover, it is noteworthy that -16% is more than twice the loss in UK income
experienced during the Great Depression. With BREXIT the distribution of economic
losses is spread over 15 years and this is easier to digest than the two years of sharp
recession in the 1930s - with 6% output loss.

For the UK, the international net dividend payments in 2016 were clearly positive (UK
outward foreign direct investment stock abroad was 27% of the UK capital stock, while
inward FDI stock relative to UK capital stock was 17%), but with BREXIT the long-run
adjustment could bring a negative net international profit situation as the massive real
depreciation of the Pound under BREXIT - under no-deal BREXIT it could reach 20 to 25%
- will lead to high FDI inflows in the form of international mergers & acquisitions; foreign
investors will acquire a high share of the UK capital stock which could become an uneasy
position for a country with the ambition of becoming an international political leader
which can use a high degree of policy autonomy. While economic considerations are only
part of the aspects behind BREXIT votes, one should also not ignore the political
dimensions. The British political situation in 2017 is astounding since no political party
except for the Liberal Democrats has taken a clear Remain position. This could suggest
that the UK'’s political consensus has strongly weakened - and the broad refusal of free
migration in the EU28 single market suggests that the UK would not be able to rejoin the
Community since (on the basis of dominant attitudes in 2017) the UK would not pass a
hypothetical test of the Copenhagen criteria which require, among other points, the ability
to live with the economic pressures associated with being part of the EU single market. At



the same time, one may argue that the EU is defending the social market economic order
and that the social market economy of EU countries can probably only survive if EU
countries organize cooperation with social market economies in Asia, e.g. with ASEAN
countries. BREXIT, however, is a negative impulse not only to EU integration, but to
regional integration clubs worldwide.

Table 2: Effect of income Loss on UK Households with Lowest Income (by Quintiles)
Table 1: UK: Median equivalised' disposable household income by quintile, 1977-2015/16, UK (2015/16 prices?) in year ending 2016
£ per year (2015/16 prices)

Quintile groups of all households ranked by equivalised1 disposable income

Year Bottom 2nd 3rd
2015/16 13,586 20,007 26,332
Source: Office for National Statistics

BREXIT loss (cumulated) 15.80% 2,146.59 3,161.11 4,160.46
Disposable household income
After BREXIT loss effects 11,439* 16,846 22,172
Notes:
1 Income figures have been deflated to 2015/16 prices using the prices index including owner- piers’ housing costs (CPIH).

*if £200 is the income loss for the lowest income group in BREXIT year 1, this is equivalent to a 1.5% real income loss and a loss of similar
magnitude would occur in BREXIT year 2, followed by somewhat smaller percent income losses in the following years.

Source: Office of National Statistics and EIIW calculations
https://www.ons.gov.uk/peoplepopulationandcommunity/personalandhouseholdfinan
ces/incomeandwealth /bulletins /householddisposableincomeandinequality/financialye

arending2016

Figure 1: Office for Budget Responsibility GDP Forecasts Revised
Office for Budget Responsibility GDP forecast
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https://www.ons.gov.uk/peoplepopulationandcommunity/personalandhouseholdfinances/incomeandwealth/bulletins/householddisposableincomeandinequality/financialyearending2016
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http://budgetresponsibility.org.uk/

Table 3: EIIW calculations on the Office for Budget Responsibility’s GDP Forecasts
Overview of the economy forecast

2015 November forecast 2017 November forecast
Percentage change on  year earlier, unless otherwise stated Percentage change on a year earlier, unless otherwise stated
Outturn Forecast Outun  Forecast
2014 2015 2016 2017 2018 2019 2020 2016 2017 2018 2019 2020
Output at constant market prices Output at constant market prices
product (GDP) 29 24 24 25 24 23 23 Gross domest 18 15 14 13 13

GDP levels (20 100,0 1024 1048 1074 110,0 1126 1151

GDP levels (2015=100) 000 1024 1050 1074 1099 1121 looPles2 1000 1005 1080 143 1057]

Output gap -1,0 0,7 04 01 00 00 00 GDP per capi 1,0 09 08 0,7 07
Expenditure components of GDP Output gap 02 -02 01 -0.2 -0.2
Household cor 26 29 26 23 23 21 19 Expenditure components of real GDP

General gover 19 1,7 04 06 05 05 11 Household co 28 15 08 12 12
Business inves 46 6,1 74 71 70 6,6 45 General gover 11 03 1,0 0,7 05
General goven 76 30 038 06 1,6 17 92 Business inve 04 25 23 23 24
Net trade’ 04 01 02 01 01 01 01 General gover 15 24 14 23 6.2
Inflation Net trade" 09 04 02 00 00
CPI 15 0,1 10 18 19 20 20 Inflation

Labour market CPI 07 2,1 24 19 20
Employment (1 307 31 315 317 319 320 322 Lahour market

Average earnir 15 26 34 37 36 37 39 Employment ( 37 321 323 24 325
LFS unemploy! 6, 55 52 52 53 54 54 Average eami 28 23 23 23 26
(laimant coun 1,04 0,80 0,77 082 0,86 087 0,88 LFS unemploy 49 44 43 44 46
Difference of GDP forecast in 2020 42

Source: Office for Budget Responsibility

Figure 2: The UK'’s Decreasing GDP Forecast for 2020 (Difference between 2017
and 2015 Forecast: 4.2% Reduction)

THE UK'S DECREASING 2020 GDP FORECAST
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= 2017 November forecast wii= 2015 November forecast

Source: EIIW calculations based on data from the Office for Budget Responsibility
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Appendix:

MAIN POINTS FROM PROF. WELFENS PRESENTATION OF AN ACCIDENTAL BREXIT

1)

2)

3)

4)

AT GEORGETOWN UNIVERSITY, WASHINGTON DC, SEPTEMBER 12,2017

The result of the British EU referendum of June 23, 2016, was 51.9 % for BREXIT.
The expected ‘fair’ result, however, would have been 52.1% for REMAIN - namely
if the Cameron government’s information brochure (16 pages, sent to all
households in England April 9-11) would have mentioned the key finding of the
Treasury Study that BREXIT would mean a -10% real income effect in the long run:
-6% from weaker EU single market access in the future and a -4% non-realized
gain from the enhanced EU single market implementation that Mr. Cameron had
obtained in negotiations with the EU. Using standard UK popularity functions,
which show the link between output growth and government popularity, suggests
that the inclusion of the income loss figure in the 16-page information brochure
would have resulted in a clear REMAIN vote. This information blunder is very
strange, and this all the more since the Cameron government had, in the run-up to
the Scottish Independence referendum in 2014, clearly informed voters that every
Scot would lose £1,400 Pounds in the case of independence - and all the benefits
from British EU membership. The income loss of BREXIT according to the 2016
Treasury analysis amounted to £1,800 Pounds per capita, yet this info was
suppressed in the information brochure.

There has been an intensive debate about EU immigration which Mr. Cameron
portrayed as a major burden for the UK. However, the OECD has shown that
immigration in the UK brings net benefits for the British budget. This has not
prevented Mrs. May - she had been the Home Secretary (interior minister) in the
Cameron governments for six years - from repeating the point about the massive
long run immigration burden in the White Paper of 2017 which, however, also
shows a graph according to which non-EU immigration had been the dominant
phenomenon. The anti-immigration rhetoric of Cameron has mainly served to
create a scapegoat for the massive cuts in government transfers to local
communities after the Transatlantic Banking Crisis: - 3.5 percentage points of
national income within five years which brought an under-provision of local public
goods; and this problem was then blamed on EU immigrants.

The May government has announced a new Global Britain strategy according to
which a series of new free trade agreements (FTA) will be concluded by the UK
after BREXIT and this should raise output growth considerably. Such a strategy
will not deliver on promise since the only free trade agreements with major
trading partners to be concluded concern the US and Japan. An FTA with India will
be difficult since the Indian government will want to negotiate about both trade
and easier visa conditions for Indian workers - and immigration is not popular in
the UK. An FTA with China is hardly conceivable since the US will oppose this for
strategic reasons and since a broad FTA would bring a sharp contraction of UK
industry. A Global Britain approach will be very difficult to implement if the Trump
Administration continues undermining multilateralism, the World Trade
Organization and the Bank for International Settlements et cetera.

The British EU referendum of 2016 was a disorderly - thus violating the principles
of political rationality and fairness in a serious way. It is impossible to draw any
valid conclusions from this distorted referendum as to what the British majority
really wants in terms of EU membership. The promise of the Leave campaign that
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5)

6)

7)

8)

BREXIT would come at no cost or would even bring economic benefits is quite
doubtful. The strong Pound depreciation - about 15% in the year since the
referendum - drives up the inflation rate which has reached almost 3% in 2017
instead of the 1% or so anticipated in 2016. The Pound depreciation rate is also
equivalent to a 15% loss of the British GDP share in world gross domestic product
and hence the British leverage in international negotiations will reduce. The
suggestions of the Leave group in the UK that the country could play a new
leadership role in the Commonwealth is totally misleading: Dean Acheson already
noted clear doubts about such an idea as a relevant view in his speech at West
Pointin 1962.

Knowledge about the EU institutions in the UK was particularly weak. In a survey
by the Bertelsmann Foundation, two simple questions about the EU were put to
respondents in EU countries and could be answered correctly by 81% of the
German respondents, 80% of the Italian respondents, 74% of the French
respondents, 53% of the Polish respondents, but only 49% of British respondents;
the UK joined the EU in 1973, Poland in 2004 - lack of adequate information policy
by the EU in the United Kingdom thus was part of the problem surrounding EU
membership.

The EU should adopt broad institutional reforms, including stricter admission
criteria for Eurozone membership and a stricter implementation of national debt
brakes; plus a higher EU budget - so far only 1% of gross domestic product. The
latter is a key problem since the Forschungsgruppe Wahlen - an expert group on
voting in Germany - has shown that voters at the national election easily
understand what the key political topics and fields are, while at the European
elections a majority indicates that they do not understand what key policy fields
are relevant at the EU level; consequently, there is a tendency to vote rather
strongly for radical parties as a means to express general dissatisfaction. Those
radical parties have won the European elections in the UK and France in 2014 and
the radical, right-wing start-up party AfD obtained 7% in Germany. These radical
parties then reinvest the reputation and EU funds obtained in Brussels into
national elections so that the EU becomes a source of political radicalization in
Europe and creates a self-inflicted need for a strange grand coalition in the
European Parliament until that day when an anti-EU majority will dominate.
BREXIT also risks having a negative impact on the peace process in Northern
Ireland and the Good Friday Agreement in particular - an agreement which was
reached partly due to support from then President Bill Clinton.

With a weakening of Western Europe there will be problems for the West. In the
future, the US will rely on Germany’s government as a voice in Brussels, at the same
time a more Germany dominated EU will not find broad political support from
EU27 partners. Both the US and the EU should consider options for better
cooperation, particularly in a consistent policy for foreign direct investment in
China where a more level playing field is needed. Germany and the EU27 without
the UK and traditional US support look like a new problem version of the Home
Alone movies.

PS: About true lies in the BREXIT campaign: On September 17, 2017, Sir David Norgrove,
Chair of the UK Statistics Authority, wrote a letter to Foreign Secretary Boris Johnson,
concerning the alleged £350 million in weekly contributions to the EU emphasized by the
latter in his pro-BREXIT campaign, stating “This confuses gross and net contributions...It
is a clear misuse of official statistics”. For a copy of said letter, please see below...
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UK StatiStICS UK Statistics Authority Telephone: 0207 592 8645

th it 1 Drummond Gate E-mail: david.norgrove@statistics.gsi.gov.uk
A Lond
u ori y 3331\(;"2 Website: www.statisticsauthority.gov.uk

Chair of the UK Statistics Authority, Sir David Norgrove

Rt Hon Boris Johnson MP

Foreign Secretary

Foreign and Commonwealth Office
King Charles Street

London

SW1A 2AH

17 September 2017
Dear Foreign Secretary,
| am surprised and disappointed that you have chosen to repeat the figure of £350 million
per week, in connection with the amount that might be available for extra public spending
when we leave the European Union.
This confuses gross and net contributions.! It also assumes that payments currently made
to the UK by the EU, including for example for the support of agriculture and scientific
research, will not be paid by the UK government when we leave.

It is a clear misuse of official statistics.

Yours sincerely

Deid Moy

Sir David Norgrove

! For further detail on official statistics relating to the UK’s financial contributions to the EU, see Sir Andrew
Dilnot’s letter of April 2016 to the Rt Hon Norman Lamb MP regarding UK contributions to the EU.
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Summary: The HM Treasury analysis (2016) of the long-term benefits of EU membership
for the UK implicitly argues that the associated output loss of BREXIT is 10%, while
Patrick Minford has argued that a 4% output increase could be expected. More recent
analysis from Rabobank suggests an output loss of 18 % for the UK in the event of a ‘no-
deal’ BREXIT. The subsequent rough estimate presented here shows that real national
income is likely to fall by 16% in a no-deal BREXIT - where a 2% income gain from a
possible US-UK transatlantic trade and investment partnership treaty and 1% gain
resulting from zero tariffs on the import of agricultural products have been included. The
cumulated income loss - based on a present value-analysis - is almost three times as large
as the UK output decline during the Great Depression; however, the BREXIT-related
output decline would be spread over a period of about 15 years. For the lower strata of
society serious problems will emerge in such a setting; it is strange that the Remainers in
the UK have almost no voice in terms of political party representation. As regards power
in Brussels: based on Banzhaf values (game theory), the big countries in the EU will be the
winners of BREXIT; even if Scotland joins later.
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