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What I am talking about
Trade

Economic development

• International (vs. intraregional

• Progress in an economy,
as measured qualitatively
& the adoption of new
technologies

e.g. East of England↔ Greater
London)

• Commercial exchange of
goods and services in
legally-bounded markets

Economic catastrophe
• Hyperinflation (Germany 1923, Venezuela, 2018)
• 1929- Great Depression, 2009- Great Recession
• New Zealand after 1973, when UK joined the EEC

Impact on the UK and EU27 Economies
• Brexit impacts include:

New barriers to trade and disrupted supply chains
Reduced employment in the UK
Export of jobs and activity to EU27
Reduced benefits from migration
Additional bureaucracy and costs
Impaired ability to compete in world markets

• Long-run economic impact of proposed deal estimated at 3.9% GDP
– cost of £80 billion a year (£1.6 billion/week)
no-deal
• For comparison, government (November 2018) assessed
mid-range long-run annual GDP losses to be:
is much
1.4% for EEA-style agreement (loss of GDP of £0.5 billion per week)
4.9% for FTA-style agreement (£2.0 billion per week)
7.7% for WTO option (£3.0 billion per week)

Brexit
worse
than a deal

• Employment effects of government’s November [2018] estimates
equivalent to job losses of:
EEA – 0.4 million
FTA – 1.6 million
WTO – 2.5 million

• Benefits of potential new trade deals with other countries are
small, uncertain and long-term as are benefits from reduced regulation
• For EU27, Brexit will, overall, have minor economic impact but some regions
could suffer a big impact, notably Ireland
Source: https://brexitfactbase.com/15-summary/

Long-run (c15 years from exit) impact on the UK

no-deal Brexit
is much worse
than a deal

Source: HM Treasury November 2018
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Economic catastrophe: disorderly brexit +
weakened UK long-run productivity growth
NZ after 1973
•

1973: 30% exports to UK

•

FTA with Australia in 1965

•

Recession 1974 and low
growth to 1980s

UK “no-deal” + later FTA

•
•

Recession
2019

Long-run
damage to
growth and
development

Source: Bank of England, Nov 2018, pp.31-34

UK Unemployment

UK
GDP

Source: Bank of England, Nov 2018, p.7
7

Why would no-deal damage long-run
productivity growth and UK development?
an outline of the rest of the seminar
•

Critical to the argument: “economies of scale”

•

International trade theory: “new economics” implies that
economies of scale from the Single Market underlie UK
development since the 1970s

•

Effects of Single Market: higher export shares, more
intra-industry trade, more intra-EU trade

•

How a no-deal Brexit affects trade in manufactures
(gravity equations) & services (barriers)

•

Effects of no-deal on
•

Productivity growth

•

Regional development

•

Inequality
8

Economies of
scale
• intrinsic to production
• pervasive in the
economy
• dynamically linked with
technological change
• defined to include
economies of specialisation
• Physical: surface area grows less than capacity

Types of • More specialisation (Adam Smith)
economies • Standardisation: requires laws and agreements
• More rapid production, repetition and duplication
of scale
• Share of fixed costs decreasing (networks, households)
• Internal and external to firm (Alfred Marshall)
• Green economies of scale: supporting low-GHG technology

Economies of scale in mining
Copper mine costs by size
of mine
Source: Rio Tinto

Copper production by mine
size, in million tonnes ore/year.
Source: Humphreys (2001)

$(2001)/ton ore milled

size of mine in mtpy ore

year

Sources: Rio Tinto Fig. 6 in
Humphreys, D. Miner Econ (2013) 26: 1. https://doi.org/10.1007/s13563-013-0033-5
Humphreys D (2001) Sustainable development: can the mining industry afford it? Resources Policy 27

Economies of scale in medicine

Economies of scale in banking

Source: “On being the right size” by Mr Andrew G Haldane, Executive Director, Financial Stability, Bank of England, at the
Institute of Economic Affairs’ 22nd Annual Series, The 2012 Beesley Lectures, Institute of Directors, London, 25/10/2012

Economies of scale in solar power

an example of green
economies of scale

https://ourworldindata.org/energy-production-and-changing-energy-sources

Economies of scale in energy-efficiency retrofitting
dwellings in the Netherlands and Nottingham
an example of green
economies of scale
£capital costan example of green
economies of scale
£100,000

Source: https://www.green-alliance.org.uk/reinventing_retrofit.php

Theoretical approaches to the issue
Theory:
Market
clearing by:

Neoclassical
(Krugman)

New Economics
(Barker)

• prices adjusted
for taxes

• trade, advertising,
prices, rationing ...

There are many ways in which markets clear,
depending on the good or service, location, time
constraints and institutional regulations, e.g. by
• Price
wholesalers can re-distribute surpluses &
• Trade
fill deficits across the market, depending
• Advertising
on logistics and size of market
• Rationing
• Wastage

Theoretical approaches to the issue
Theory:
Market
clearing by:
Barriers to
trade:

Neoclassical
(Krugman)

New Economics
(Barker)

• prices adjusted
for taxes

• trade, advertising,
prices, rationing ...

• distance, tariffs,
transaction costs

• distance, tariffs,
regulations, size of
market

• CU+SEM → FTA,
• CU becomes
lower economies of
FTA, falling £,
scale, falling £,
loss 2-4%GDP
lower LT growth
If “economies of scale” are dominant in trade and
productivity growth (not factor costs), then changes
in the size of the “home” market become critical

Long-run
issue are:

“Even countries which are exactly alike in
respect of all environmental conditions, the
density of their population, etc., can derive
great benefit from trading with each other if
thereby they are enabled to “pool their markets”
and specialise upon a small number of different
commodities.”
Nicholas Kaldor, The New Statesman and
Nation, July 15, 1933, p. 71. [emphasis added]

Differences in Economies
UK
Institutions

• unwritten rules,
traditional,
pragmatic

Population

• 66 million

GDP in 2017 • €2078 billion
• 68% of UK trade
Dependence
is with EU27+EU
FTAs

EU27
• rule-based
multinational
agreement, inflexible
• 447 million
• €13252 billion
• 8% of EU27 country
exports go to the UK

How important is the EU market for
the UK economy?

Source: HM Treasury November 2018
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Intra-EU exports of goods continues to rise
(monthly)

The UK has high intra-industry trade in
manufactures (more integrated into EU)
UK

Ireland
This index takes the minimum
value of zero when there are no
products in the same class that are
both imported and exported, and
the maximum value of 100 when
all trade is intra-industry
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Gravity
equations for
global trade in
manufactures
The coefficients for trade
agreements suggest that
UK manufactured exports
to the rest of the EU (and
to other countries with
FTAs with the EU) is 45%
larger due to the EU
Single Market and CU

RTA: Regional
Trade Agreements
are positive,
significant and
increasing in size

Borchert, Ingo and Yotov, Yoto, Distance, Globalization, and International Trade (December 2016). CESifo Working
Paper Series No. 6275. Available at SSRN: https://ssrn.com/abstract=2912083

Gravity
equation for
UK trade in
goods
The coefficient for EU
members suggests that
UK goods trade to the
rest of the EU has
increased by 55%
due to the EU CU and
Single Market

John Springford, Simon Tilford, Christian Odendahl, Philip McCann (2016) The economic consequences of leaving the
EU: The final report of the CER commission on Brexit, Centre for European Reform.

Gravity
equations for
global trade in
services
The coefficients for trade
agreements suggest that
UK service exports to the
rest of the EU (and to
other countries with FTAs
with the EU) is 14-30%
larger due to the EU
Single Market

https://www.wto.org/english/res_e/reser_e/gtdw_e/wkshop09_e/marchetti_e.pdf

PTA: Preferential
Trade Agreements
EC25: European
Countries. Both
are positive and
significant

EU non-tariff barriers to non-EU trade
have increased

count

MFN tariffs % (RHS)

non- tariff barriers (LHS)
Source: Bank of England, November 2018, p. 16

How would a “no-deal” on WTO
terms affect services?
A recent OECD study concludes that new data on EEA service sectors

“reveal that services trade restrictiveness within the Single Market is
considerably lower than the applied MFN [Most Favoured Nation] regime
of those EEA members. Moreover, they show that EEA members have
achieved significant regulatory harmonisation through their integration
process.” (Benz and Gonzales, 2019) (emphasis added)
The Political Declaration, accompanying the Withdrawal Agreement of
November 2018, declares that
‘36. The UK and the EU will also cooperate on regulation, in a way that

preserves regulatory flexibility for the UK, which is important for the
UK’s services-based economy.
‘37. In line with best practice in FTAs, the UK and the EU will agree
arrangements on their respective regulatory approaches that aim to
prevent the introduction of unnecessary regulatory barriers. …..’

∴UK services will be out of the Single Market after the
transition period under the deal, and MFN terms will apply

Intra-EEA Service Sector Regulatory Profiles

more
restrictive

Benz, S. and F. Gonzales (2019), “Intra-EEA STRI Database: Methodology and Results”,
OECD Trade Policy Papers, No. 223, OECD Publishing,

For example

Intra-EEC and MFN Regulatory Restrictions on Legal Services, 2018

index
of
restric
-tions
(all=1)

GBR would face many more
restrictions under MFN terms

25 EEA countries

Estimated effects of Brexit on UK
exports of services

Source: https://www.cer.eu/sites/default/files/brexit_trade_sl_pbrief_6.12.18.pdf

How markets clear
• Market clearing is by
– Price
– Trade
– Advertising
– Rationing

wholesalers can re-distribute surpluses &
fill deficits across the market, depending
on logistics and size of market

– Wastage

• Leaving the single market will
– raise UK transaction costs
– reduce the size of the markets for UK products
– increase discrimination against UK services

Long-run effects of no-deal or FTA Brexit on

regulation & “free trade”

Less
regulation:
niche
opportunities
after Brexit,
however...

Free trade,
however...

4514 out of 34,105 UK laws were influenced by EU
laws, 72 of these were opposed by UK governments e.g.
the ban on livestock growth hormones
“According to the OECD, Britain has the second least
regulated product markets in the developed world, after
the Netherlands. Both are EU members.

OECD’s labour market protection index shows that
Britain has similar levels of labour market regulation to
the US, Canada or Australia – and far lower than
continental European countries. EU employment rules
therefore do little to inhibit Britain’s flexible labour
market.”
UK alone is in a weaker position negotiating FTAs

Long-run effects of no-deal or FTA Brexit on

productivity growth

“The most advanced national firms in some economies have productivity levels
close to the global frontier, but their impact on aggregate productivity is muted, to
the extent that they are undersized.” (OECD, 2015)

Brexit will reduce UK exports, therefore firms’
size, and therefore their productivity growth

“A key finding from the economic research on international trade is that openness
supports productivity, raising economic output and improving living standards.
“This occurs in various ways:
(i) Increased innovation and adoption of
new ideas and practices.
(ii) Greater specialisation, exploiting
cross-country returns to scale and scope.
(iii) Better matching of capital and labour
within an economy, improving the
allocation of resources..”
(Bank of England Nov. 2018)

reduction in trade and FDI
reduces diffusion of innovation
the market, post-Brexit, will be
damaged by lower immigration,
lower diffusion of technologies
the end of free movement will
increase skill misallocations

Dips in UK productivity growth since
18thC

start year

Source: https://bankunderground.co.uk/2018/04/25/bitesize-the-past-decadesproductivity-growth-in-historical-context/

UK productivity puzzle
start year

Source: A. Haldane, James Meade Lecture, University of Cambridge March 1, 2017

UK productivity puzzle

Source: https://bankunderground.co.uk/2018/04/25/bitesize-the-past-decadesproductivity-growth-in-historical-context/

Exporters do much more innovation

Exogenous
exports: + shocks
lead to innovation
So will the
shock of Brexit
reduce
innovation?

database is
7.3 million
French firms
1995-2012

start year
Source: Philippe Aghion, Antonin Bergeaud, Matthieu Lequien, and
Marc J. Melitz (2018) The Impact of Exports on Innovation: Theory
and Evidence, NBER Working Paper No. 24600, May 2018,
http://www.nber.org/papers/w24600

Positive effects of exporting

Exporters do
much
more
innovation
exporter
(among
all manufacturers)
database is 7.3
million French
firms 1994-2012

start year

innovator (among all exporting manufacturers)
higher productivity

Source: Philippe Aghion, Antonin Bergeaud, Matthieu Lequien, and Marc J. Melitz (2018) The Impact of
Exports on Innovation: Theory and Evidence, NBER Working Paper No. 24600, May 2018,
http://www.nber.org/papers/w24600

Why leaving the Single Market will
reduce green economies of scale
• EU regulations and targets improve energy
efficiency and encourage low-GHG
technologies (e.g. energy efficiency and renewables
targets, EU Emission Trading Scheme)

• Outside the SEM, UK regulations will diverge
from EU ones and green economies will be
reduced if the UK adopts less stringent
environmental laws and regulations
• The size of the home market for UK green
technologies and green products will be much
smaller, so substantial economies of scale will
be lost

Long-run effects of no-deal or FTA Brexit on

regional development

Cumbria

% regional exp. exported to EU

Northern regions are more
exposed to Brexit effects:
• potential loss of EU structural
funds
• trade effects on manufacturing
& associated services
• reduction in EU FDI
Inner
• risk of future public
London
expenditure cuts

“... the key defining feature of modern
globalization ... is with neighbouring, not distant,
countries, and this reflects the experience of
more than 90% of the UK’s regions.”

East Yorks.

NUTS-2
regions

% vote leave

Figure 1. Relationship between the
NUTS-2 regional votes for leave and the
regional gross domestic product (GDP)
share due to consumption and investment
demand in the other European Union
countries, 2010. Note: R2 = 0.31.

Source: Bart Los, Philip McCann, John Springford & Mark Thissen (2017) The mismatch between local
voting and the local economic consequences of Brexit, Regional Studies, 51:5, 786-799

Long-run effects of no-deal or FTA Brexit on

regional development

Source: HM Treasury November 2018

Long-run effects of no-deal or FTA Brexit on

inequality

• The £ exchange rate will fall to offset the lower exports,
increasing import prices, especially fuel and foodstuff,
and those on low incomes will pay relatively more (plus
any MFN tariffs on some agri-foods)
• Cambridge Econometrics (2018) “no-deal” scenario
(small productivity effect)
– higher tariff and non-tariff barriers will drive a 3% increase in
the level of average consumer prices years by 2030
– The estimated average impact on prices for low-income
households is equivalent to a £480 increase in the cost living
– By 2030, real wages for those employed in low-skilled
occupations will be around 1% lower than in the baseline

• These effects are magnified and will persist with lower
productivity growth

Thank you

