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Summary

This contribution takes a look at the forecasts of macroeconomic indicators from 2015, i.e.
prior to the BREXIT referendum, and 2017. The revised indicators indeed show that
BREXIT has a significant impact on output growth, inflation and foreign exchange
dynamics, with lower projected GDP growth already visible in the short term. The findings
support the analysis of the Treasury, amongst others, in their study of 2016. Key analytical
issues are discussed here including the information deficit during the referendum
campaign, but also the policy options and challenges facing the United Kingdom and EU27
as the UK attempts to reinforce output growth in the coming years.

Zusammenfassung

Dieser Beitrag befasst sich mit den Prognosen der makrodokonomischen Indikatoren aus
dem Jahr 2015, d.h. vor dem BREXIT-Referendum und 2017. Die iiberarbeiteten
Indikatoren zeigen, dass der BREXIT erhebliche Auswirkungen auf das
Produktionswachstum, die Inflation und die Wechselkursdynamik hat und das projizierte
BIP-Wachstum schon kurzfristig geringer sichtbar ist. Die Ergebnisse stiitzen die Analyse
des Finanzministeriums, unter anderem, die in ihrer Studie von 2016. Hier werden
wichtige analytische Fragen erortert, darunter das Informationsdefizit wéhrend der
Kampagne fiir das Referendum, aber auch die politischen Optionen und
Herausforderungen, vor denen das Vereinigte Konigreich und die EU27, zur Steigerung
des Produktionswachstums in den kommenden Jahren, steht.
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1. Introduction

On June 23, 2016, the British electorate voted by 51.9% to 48.1% in favor of Leave. This
result, which entails the United Kingdom leaving the European Union after circa 45 years
of membership, was to some extent unexpected by markets. During the period prior to the
vote, the Remain campaign was said by those backing leave of engaging in
scaremongering — a tactic they referred to as “Project Fear”. The Remain campaign were
accused of being overly pessimistic in their outlook on the likely effects, including the
economic effects, of BREXIT. Michael Gove famously remarked that the ‘people have had
enough of experts’ when faced with the opinions of economists from international bodies
such as the International Monetary Fund (IMF) and the Organisation for Economic Co-
operation and Development (OECD). Even the UK’s Treasury prepared a 201-page study
on the long-term effects of British membership of the EU. The results of their analysis
show that by leaving the EU, the UK would lose up to 10% of national income over 15
years — comprised of a 6% loss of GDP assuming the UK can negotiate access to the
Single Market in future, plus an addition 4% loss associated with forgoing on the benefits
of Single Market deepening and the Digital Single Market dynamics which Prime Minister
Cameron had negotiated with the EU in early 2016 (HM Treasury, 2016). While such a
loss of income would be key for voters, it is noteworthy that there was no mention of the
Treasury’s projected 10% income loss included in Cameron’s 16-page information
brochure which was mailed to all households in England between April 11 and 13, 2016;
and later to households in other parts of the UK. One can calculate from UK popularity
functions — showing the link between economic growth and relative government popularity
— that the referendum in 2016 would have obtained a 52% Remain majority if this key
finding from the Treasury had been included in the information brochure (Welfens, 2017;
Welfens/Hanrahan, 2017). Prior to the 2014 Scottish independence referendum, the
Cameron government had indeed indicated that every Scot would lose £1,400 if there was
a vote for Scottish independence - plus all the benefits of British EU membership. The
£1,800 loss projected as a result of a vote to leave the EU, however, was obviously not
worth mentioning to voters in Cameron’s information brochure of 2016 — which is strange
— or the information was deliberately delayed and thus suppressed by pro-BREXIT
supporters within Her Majesty’s Treasury. Interestingly, the Treasury study was published
by government only a week after the information brochures had been mailed out to
households in England.

It seems obvious that the economic aspects of EU membership were not the only set of
aspects which voters had to consider in mid-June 2016, but it also seems clear that the
economic effects of BREXIT would have to be taken into account since the creation of an
EU Customs Union for goods — meaning zero internal tariffs and non-tariff barriers plus a
common external EU tariff — had brought such major benefits for the EU countries in the
late 1960s that the UK, Denmark and Ireland found the option of EU membership
attractive enough to join the then European Economic Community in 1973. Moreover,
after the creation of the EU single market in 1993 further benefits had been obtained
through the free trade in services plus free capital flows and free labor migration. There
were specialization gains related to more trade, benefits from better exploitation of
economies of scale, and product as well as process innovations which emerged in more
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competitive larger EU markets which thus attracted considerable capital inflows, above all
foreign direct investment (FDI) inflows from multinational companies which would also
bring international technology transfers. For the UK, the particular benefits from the EU
single market was that the United Kingdom could attract high capital inflows, including
FDI — the latter reflected the attractiveness of rather deregulated markets since the late
1980s and a growing economy with high levels of multinational foreign investment. After
2004 the UK also became a major host country of emigrants from eastern European EU
countries; and immigration, including immigration from Eastern Europe did in fact indeed
bring net contribution effects for the UK government as was shown by the OECD (2013).

The May government has suggested that BREXIT should bring major economic benefits in
the context of a Global Britain approach, but this approach is doubtful since only with the
US does the policy option a major new free trade partner seem to be realistic (Welfens,
2017); there are many other potential small trading partners located geographically far
away from the UK and hence an FTA would hardly bring considerable economic benefits.
The EU28 concluded a free trade agreement with Japan in December 2017 which could
come into force in late 2018. A No-Deal BREXIT is estimated to generate negative real
income effects of about 16% (Welfens, 2017b). The Rabobank (Erken et al., 2017) has
come up with an estimate of -18% for the UK for the No-Deal case. Leaked information
from the May government suggest -8% for that case (Financial Times, 2018), while the
negative FDI effects associated with BREXIT are also to be considered (Welfens/Baier,
2018).

As regards the key economic effects of BREXIT most economists would emphasize the
following three key points:

e real GDP/national income effects in the UK and in the EU27;

e real exchange rate effects — where one normally would expect a rather strong real
depreciation from BREXIT which will weaken the British export position rather
strongly while imports from EU countries would become more expensive; at the
same time, one would have to expect higher FDI inflows in the context of imperfect
capital markets as emphasized by Froot/Stein (1991). A rise in the share of foreign
ownership of the British capital stock is to be expected in the context of a Pound
depreciation as the equity position of foreign investors — expressed in Pounds — is
raised through such a depreciation and hence higher loans for financing leveraged
international mergers & acquisitions can be obtained by foreign investors whose
bids are thus more likely to prevail.

e there could be a temporary rise of the inflation rate, namely due to a transitory
strong depreciation of the British pound. A nominal depreciation should lead to a
once-off rise of the inflation rate. If there is a series of Pound depreciations this
could bring about a rise of the risk premium for Pound-denominated bonds and thus
a higher real capital cost which in turn will dampen output growth. It is unclear
whether or not under such circumstances a real depreciation will improve the
current account. Since BREXIT means that many UK firms will have to trim EU
production networks and to increase value-added in the UK — for sectors that are
not part of an EU-UK free trade agreement — the cost disadvantages for UK
exporters will raise the structural current account-GDP ratio; this could bring about
a long run real deprecation of the British Pound. This could also happen in the
context of Scottish independence after BREXIT.



It should also be emphasized that the bargaining weight of the EU28 in international trade
negotiations was relatively large to the extent that the size of the EU’s GDP or the EU28’s
trade volume is relevant. The UK GDP is roughly 1/5 of that of the EU28 GDP. By
implication the UK would find less favorable trade conditions in independent future free
trade treaties than the concessions which could have been obtained under the EU28
umbrella. Within the EU, the UK has also enjoyed political benefits through the strong
cooperation that certain countries — such as the Netherlands or Denmark — were seeking
with the UK, not least as a counter-balance that could be helpful as a hedge against
potential Franco-German dominance.

The conjecture of economic experts of rather high long-term economic losses were
dismissed by those in the Leave campaign as being overly negative and associated with
talking the UK down. On one hand, it is clear that the large majority of members of the
Royal Economic Society (RES) warned of negative economic effects from BREXIT;
simple voting at the RES annual meetings in Brighton and Bristol had shown such a
BREXIT-skeptical majority. On the other hand, the BBC played a strange role in the
BREXIT debate since on TV one would often simply be presented with one pro-Remain
economist who faced one pro-BREXIT scientist in the interest of “balance”. However, this
neutral approach effectively gave the impression that economists were evenly split on the
issue.

2. Economic Forecast Revisions

To analyze the BREXIT effect is not a trivial matter since one has to anticipate the
outcome of the EU-UK negotiations regarding future trade relations. One negative scenario
considered by many analysts is that of a No-Deal BREXIT whereby the UK would face the
default fallback position determined by its status as a member of the World Trade
Organization (WTO). The UK would face the common external EU tariffs and some
quotas in the future. The range of forecasts on BREXIT model analysis is rather large as
the following table for the No-Deal case shows (Cambridge Econometrics, 2018):

Table 1: Difference in GDP (in %) from base by 2030
Study WTO Scenario

Minford et al. +4
PwC -3.5
HM Government -7.5 (-5.4t0-9.5)
NIESR -3.2(-2.7t0-3.7)
IMF -4.5
CPB -4.1 (-2.7 to -8.7)
Rabobank -18 to -18.5
Rand -4.9
E3ME -3
EITW* -15.8

Source: Based on Table 5.3 (pp. 43-44) from Cambridge Econometrics (2018) and Welfens
(2017b)
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Insights from Forecast Revisions

One way to assess the impact of the 2016 vote in a rather simple way is to compare the
forecasts of certain macroeconomic indicators published both before the referendum and
after it; many international organizations such as the OECD, the IMF or the EU make
regular economic forecasts; this also holds for the Office for Budget Responsibility (OBR)
or the Bank of England in the UK. In 2015, there was still some optimism in Cameron
government circles that there would be no pro-BREXIT majority in 2016. Hence most
forecasters were making simulations on the implicit basis of the UK electorate voting that
the UK should remain a member of the European Union. However, after June 2016, the
forecasters had to revise their analyses since it had turned out that a majority had indeed
voted for BREXIT. In the course of 2017 it became largely clear that the UK government
and EU could, on one hand, agree on an Exit Treaty (and a one-off payment to the EU to
cover existing financial obligations), on the other hand, the EU and UK wanted to
negotiate a free trade agreement that would most likely be confined to goods — and thus not
include financial services — as the EU’s chief negotiator Michel Barnier had explained in
December 2017. The range of simulation studies thus could be clearer and forecast
revisions had to be made where comparing a 2015 forecast, for example in relation to UK
GDP, with an autumn forecast of 2017 could be quite interesting. The difference would
indicate a first element of the economic costs of BREXIT.

Here, we have gathered the data from a number of sources on forecasts in relation to real
GDP growth made in late 2015 and late 2017. By taking a base year of 2016 (2016 = 100),
real GDP growth projections can be compared to see the widening disparity over time of
forecasts made before and after the BREXIT referendum. It is clear that in the period
between autumn 2015 and autumn 2017 BREXIT was not the only unanticipated event
which could have had an effect on aggregate demand and long run growth, respectively, so
that a shock decomposition analysis would be required to get a clear-cut picture about the
BREXIT impact in particular. One can, of course, also not rule out that the BREXIT-
anticipation effects of 2016/17, driving medium-term investment, output, price plus
exchange rate dynamics, are actually greater than the forecast comparisons show. This
would be the case if other shocks raise output growth in a favorable way. In any case, it is
interesting to take a closer look at forecast changes across a broader range of models and to
see what the key findings indicate.

The subsequent graphs all show downward revisions for the UK output post-BREXIT and
thus indicate a cost of BREXIT beyond the exit payment that could be close to £40 billion.
It is also interesting to consider forecast revisions for the inflation rate and the exchange
rate, respectively.

According to the forecasts of the IMF’s World Economic Outlook (WEQO) published in
October 2015 (blue line) and October 2017 (orange line), projected real GDP growth in
2020 is already 2.2% lower (see Fig. 1).



Figure 1: Impact of Revised IMF Forecasts for UK Real GDP

IMF Real GDP Forecasts 2015 v 2017
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Source: IMF, World Economic Outlook Database, October 2015 and 2017, own calculations,
(Base year 2016=100)

Figure 2 shows an even more striking effect from a British perspective. It illustrates the
difference in projections of the UK’s own Office for Budget Responsibility indicating a
significant downward revision made after the BREXIT referendum. In late 2015, the
projected real GDP growth in 2020 (again taking 2016 as a base year) was 4.1% higher
than the projected growth rate for the same year made in the forecast made in late 2017. An
output gap of over 4% within 5 years lends credence to the projected costs of the Treasury
study — 6% after 15 years.

Figure 2: Impact of Revised Office for Budget Responsibility Forecasts for UK
Real GDP

Real GDP Growth Forecast (OBR, 2015 v 2017)
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Source: Welfens (2017), The True Cost of BREXIT for the UK: A Research Note, EIIW Discussion Paper No.
234, www.eiiw.eu (Base year 2016=100)



Other real GDP growth projections from the OECD (see Fig. 3) and the European
Commission (see Fig. 4) show similar divergent paths in revised forecasts made following
the referendum. However, unlike the IMF and OBR, which provided forecasts until at 2020
even prior to the BREXIT referendum, other sources did not provide projections so far into
the future in 2015. Thus in the following two examples we look at the 2015 forecasts for
2017 and compare them to the annual real GDP growth forecast for 2017 made in the latter
part of that year. For both the OECD and the European Commission projected real GDP
growth is lower since the referendum than it was prior to it. In both cases, the level of GDP
growth projected for 2017 in 2017 is 0.7% below the projected growth rate of real GDP for
the same year made in 2015.

Figure 3: Impact of Revised OECD Forecasts for UK Real GDP
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Source: OECD Economic QOutlook, 2017 Issue 2 and 2015 Issue 2, own calculations (Base year
2016=100)
Figure 4: Impact of Revised OECD Forecasts for UK Real GDP
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Source: European Commission, European Economic Forecast, Autumn 2015 and Autumn 2017
(Base year 2016=100)
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Another indicator which has received a lot of attention, particularly in the United
Kingdom, since the referendum is inflation. It is perhaps the indicator which ordinary
voters may feel the negative impact of most in the short-term. Here, comparing the
forecasts of inflation requires a more straightforward analysis, as the standard approach in
such forecasts is for inflation projections to be made only for the short term, with the rate
of inflation returning to the Bank of England target of 2% in relation to consumer price
indices (CPI or CPIH).

In all of the examples provided here, however, we can see that inflation projections for
2017 made in 2015 consistently were below inflation for the year 2017 as forecast late that
year. According to the forecasts provided here, the expert analysis in 2017 was that
inflation would peak that year at close to but under 3% while falling back slightly in 2018.
In other years, the projections return towards the 2% target. Note, the left-hand side scale
reflects the projected rate of inflation in percent. The OBR forecast of inflation for 2017
made in November 2017 is 0.9% higher than was anticipated in November of 2015, this
gap falls to 0.5% for 2018 (see Fig. 5).

Figure 5: Impact of Revised OBR Forecasts for UK Inflation
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0,5
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Source: OBR, Historical Official Forecast Database, http://budgetresponsibility.org.uk/data/

The Bank of England forecasts for 2017 meanwhile show a 1% difference between 2015
and 2017 projections, with inflation anticipated to be higher in the year after the BREXIT
referendum (see Fig. 6 — note, the November 2017 Inflation Report from the Bank of
England did not include inflation figures for the years before 2017). Here, it is noteworthy
that the two UK-based sources, the Office for Budget Responsibility and the Bank of
England project a quicker falling of inflation rates after 2017. For the OBR, the 2017
projection of the level of inflation in 2019 is even lower than that made in 2015 at just
under the 2% target.
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Figure 6: Impact of Revised Bank of England Forecasts for UK Inflation

Inflation Forecast (Bank of England, 2015 v 2017)
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Source: Bank of England Inflation Report, November 2017, and Bank of England Inflation Report,
November 2015

Forecasts from other sources also reflect the fact that inflation for 2017 was forecasted to
be higher than had been predicted in 2015. However, projections from the OECD (Fig. 7),
IMF (Fig. 8) and European Commission (Fig. 9) all see inflation remaining around the
2.6% mark (compared to the OBR’s and BoE’s 2.4%) before a more gradual return to the
2% target in the years thereafter.

Figure 7: Impact of Revised OECD Forecasts for UK Inflation
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Source: OECD Economic Outlook, 2017 Issue 2 and 2015 Issue 2
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Figure 8: Impact of Revised IMF Forecasts for UK Inflation
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Source: IMF, World Economic Outlook Database, October 2015 and 2017

Figure 9: Impact of Revised European Commission Forecasts for UK Inflation

Inflation Forecast (European Commission, 2015 v 2017)
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Source: European Commission, European Economic Forecast, Autumn 2015 and Autumn 2017.

A similar pattern can be found in the data relating to foreign exchange from the AMECO
database. Forecasts for the Sterling/Euro exchange rates in the Autumn 2015 release
foresaw a relatively stable exchange rate for the years ahead to 2017, however the annual
average exchange rate in 2016, the year of the referendum, was higher than had been
forecast, i.e. more units of Pound Sterling per Euro according to the 2017 updated edition
of the database. Indeed Sterling depreciated against the Euro immediately after the vote in

June 2016 and has recovered to some extent. However, the Pound is projected to depreciate
13



further in 2018 and 2019 against the Euro/ECU (see Fig. 10). This depreciation will have a
lasting impact on British ownership of the capital stock as UK firms become more
attractive targets for investors from abroad looking to participate in mergers and
acquisitions thereby reducing national income further (see Welfens, 2017b).

Figure 10:  Impact of Revised AMECO Forecasts for Pound to Euro/ECU
Exchange Rate

Units of Pound Sterling to Euro/ECU (Annual Average)

0,95
0,9
0,85
0,8
0,75
0,7
0,65
0,6
0,55

0,5
2015 2016 2017 2018 2019

£ per Euro/ECU

2015 2017

Source: AMECO Database Autumn 2017 and AMECO Autumn 2015

3. Policy Conclusions

A number of conclusions for policy actors can be drawn from the descriptive statistics
provided. Firstly, the revised forecasts in the wake of the BREXIT referendum do indeed
raise questions about the quality of the pre-referendum campaign and the information
which was available to the electorate. Secondly, the revision of forecasts and projections of
macroeconomic indicators by institutions both within the UK and abroad do indeed require
reflection and consideration in the BREXIT debate in 2018/19. Far from ‘Project Fear’,
these new realities seem to support the pre-referendum findings of the Treasury, which
were not adequately communicated to voters, for example. As forecasts are revised and the
outlook for real GDP growth worsens and the inflation forecast rises, the calls for a second
referendum may grow.

Moreover, the output decline post-BREXIT would represent a considerable problem for the
poorest strata of UK society. Those with the lowest incomes can ill afford to lose a large
share of their income which would have a disproportionately negative effect. Anything less
than 12% medium-term real income loss from BREXIT would be a big surprise for the
UK for the lower strata of society, this figure is a disaster and the government in London
has such a tight budget that there is no hope of being in a position to easily increase
transfers to poor households in the foreseeable future. A decade of modest growth and high
inflation would be critical for median income households and poorer strata.

Furthermore it raises questions about the policy options available to Downing Street in the
hopes of raising economic growth. With modest growth forecast in the coming years, the
14



British government will face increased pressure after 2018 to reduce corporate tax rates —
as an impulse to stimulate the investment-output ratio that has started to decline strongly in
2017. A move to significantly lower corporate tax rates would certainly cause friction at a
European level as the UK will be seen as engaging in a ‘race to the bottom’ in terms of
statutory tax rates. There will also be a new wave of excessive banking deregulation in the
UK which has been discussed in government circles. Such a development would, along
with US deregulation under President Trump, lead to excessive deregulation pressure for
the EU and hence, sooner or later, to the next Transatlantic Banking Crisis. This holds
unless the EU and the UK would agree upon continued EU-UK joint banking regulation
which is not a likely outcome from the divorce negotiations in Brussels (for more on this,
see Welfens, 2017; 2017b; 2017c). This topic should urgently be put on the negotiation
agenda. There is also the risk of financial market shocks during the transition 2019-2020
which could undermine growth in the UK and EU27; with less EU27 growth there is an
additional negative repercussion effect on the UK.

International organizations and platforms such as the OECD and G20 must play a role in
developing coordinated pro-growth policies at an international level which would benefit
both the UK and the EU27 as well as others. However, with President Trump favoring a
bilateral approach to multilateralism, there may be an opportunity for the UK to capitalize
on the “special relationship”. If one assumes that that the UK does indeed conclude a mini-
TTIP with the United States, then the 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) — a gain which, however, has already been factored into the GDP loss calculated by
the EIIW which appears in Table 1.

The message of Brexiteers is often that economists are good at analyzing history, but bad
at forecasting future developments; actually, this is to suggest that one should not believe
in studies showing a clear negative output effect of Brexit. This conjecture is about as
convincing as saying that meteorologists are good at analyzing past meteorological events,
but bad at forecasting the weather — but this view is nonsense. Economists are not always
good in forecasting short-term business cycle dynamics — medium-term and long-term
modelling is, however, more reliable and the revisions to medium-term forecasts from
before and after the BREXIT referendum do indeed show at this relatively early stage that
there will be a significant price to be paid by the United Kingdom in the years ahead.
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