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The economic consequences of the Brexit deal: the
case of trade

The UK and EU have reached a Brexit deal. But what will the withdrawal agreement mean for the UK economy? To
address this question we have analysed how the withdrawal deal and a no-deal scenario would affect income per
capita in the UK, relative to the baseline of staying in the EU, through changes in trade costs.

Scenario 1: The current withdrawal agreement

We assume future relations are based on the customs backstop written into the withdrawal agreement. The UK
remains in a permanent customs union with the EU, but, with the exception of Northern Ireland, does not remain in
the single market for either goods or services. Leaving the single market would give Great Britain (though not
Northern Ireland) the opportunity to diverge from EU regulations. However, any divergence would mean that traders
have to design their products to satisfy different regulations in different markets. This would create new trade barriers
between Great Britain and the EU and between Great Britain and Northern Ireland.

Scenario number 2: The WTO case

In this case, the UK and the EU revert to trading on World Trade Organisation (WTQO) terms. The UK would leave
both the single market and the customs union, leading to the imposition of far larger trade barriers between the UK
and the EU. The EU’s most-favoured nation (MFN) tariffs would apply to UK- EU trade and non-tariff barriers
between the UK and the EU would rise due to new trade costs caused by customs checks at the border, rules of
origin, and product certification and testing requirements, among others. Regulatory divergence would also be
greater than in the ‘deal’ scenario.

What we are looking for

In each case, we analyse the effect of changes in UK-EU trade barriers on aggregate real income per capita ten
years after the new trading arrangements are introduced — in practice, given the transition period, this means
approximately 2030. A ten-year window allows the economy time to adjust and means our results should be viewed
as estimating the long-run impact of the deal and WTO options. We do not attempt to model the short-run effects of
either. We note that the short-run costs of a no-deal Brexit are likely to be severe and could exceed the long-run
costs.
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Our analysis does not attempt to forecast how much the UK economy will grow over the next ten years. The UK'’s
economic growth depends on many factors other than relations with the EU. Instead, we address a narrower
question that can be answered with a greater degree of confidence. Namely, compared to remaining in the EU, what
would be the change in the UK’s income per capita, assuming the future relationship were based on either the deal
or no deal (WTO) option? This implies our results should be interpreted as estimating how UK levels of income per
capita will change relative to a counterfactual world where the UK continues its existing economic arrangements with
the EU.

Modelling the deal

To model the economic impact of the ‘deal’ and WTO scenarios, we use the Centre for Economic Performance
(CEP) trade model, which is a Computable General Equilibrium (CGE) model. The CEP trade model was used prior
to the referendum to study how a ‘Norway-style’ Brexit or a ‘WTO-style’ Brexit would affect the UK. We use the same
calibration of the model employed in previous CEP work (see also). The model divides the world into 31 sectors and
35 regions, including the UK and the major EU economies. It features trade in intermediate inputs, as well as final
goods, and takes account of how changes in trade barriers affect income levels through their impact on the UK’s
trade with both the EU and the rest of the world.

To implement the model, we have made a series of assumptions about how trade costs between the UK and the EU
change under the deal and WTO scenarios. We divide changes in trade costs into three parts: (i) tariffs on goods
trade; (ii) non-tariff barriers to trade arising from customs checks, product standards and regulations, and other costs
of cross-border trade; and (iii) after Brexit the UK may not participate in future steps the EU takes towards reducing
non-tariff barriers through deeper integration.

We model the WTO scenario using the same assumptions made in previous CEP work: first, that UK-EU goods trade would
be subject to the EU's MFN tariffs; second, that all UK-EU trade would face an increase in non- tariff barriers three-quarters
as large as the estimated reducible non-tariff barriers between the EU and the US, which implies an increase in non-tariff
barriers of 8.3 per cent; and third, intra-EU trade costs fall 40 per cent faster than trade costs in the rest of the world over
the ten-year forecast horizon, but UK-EU trade costs do not. Assuming the fall in trade costs applies to three-quarters of
reducible non-tariff barriers, this implies a 12.7 per cent reduction in intra-EU non-tariff barriers that the UK does not benefit
from. (See Dhingra et al. (2017) for details on how these changes in trade costs are calculated.)

In the ‘deal’ scenario, there would be no tariffs on UK-EU trade and no customs-related border procedures. However,
goods trade would still be subject to new regulatory requirements and checks due to the UK’s departure from the
single market. We assume UK-EU goods trade would be subject to a quarter of the reducible non-tariff barriers
between the EU and the US, implying a 2.8% increase in non-tariff barriers. This is the same increase in non-tariff
barriers previously used by the CEP to model a so Brexit scenario where the UK stayed in the single market, but not
a customs union. Therefore, our assumption is that leaving either the customs union or the single market leads to
similar increases in non-tariff barriers. Indirect support for this hypothesis comes from the government’s own Brexit
analysis, which (also using a CGE model) found that the impact of non-tariff barriers (excluding regulatory
divergence) on UK GDP was similar in size for customs non-tariff barriers and for other non-tariff barriers.

The customs agreement would not apply to services trade, but the level playing field measures in the Withdrawal
Agreement suggest non-tariff barriers to services trade would still be somewhat lower than in the WTO scenario. We
assume services trade would be subject to two-thirds the estimated reducible non- tariff barriers between the EU and
the US, implying a 7.3 per cent increase. Finally, we again assume the UK does not benefit from future falls in intra-
EU trade costs. However, we take the view that regulatory divergence is likely to be more limited in the ‘deal’
scenario than the WTO scenario. Consequently, for goods we assume the fall in intra-EU trade costs only applies to
a quarter of reducible non-tariff barriers, while for services it applies to two-thirds.

The modelling results show that relative to staying in the EU, UK income per capita declines by 1.7 per cent in the
‘deal’ scenario, but by 3.3 per cent in the WTO case. This leads to the following observations:

o both the deal on offer and the WTO scenario would reduce UK living standards compared to staying in
the EU;
o the trade-related costs of Brexit are roughly twice as large for the WTO case than if long-term relations
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were based on the arrangements specified in the Withdrawal Agreement; and

o the estimated costs are comparable to those found in earlier CEP work and in the broader literature on
Brexit and trade, although no previous study has analysed the ‘deal’ scenario. The results for the ‘deal’
scenario are close to the CEP estimates for a Norway-style Brexit, where the UK stays in the single
market but not the customs union.

We have also calculated how the two scenarios would affect income per capita in other countries. The results
are shown in the figure below. Income per capita falls under both scenarios in all EU countries and the costs
are approximately twice as large in the WTO case. The reduction in Ireland’s income per capita is comparable
in size to the UK effect, but for most EU countries the losses are around ten times smaller than for the UK,
which highlights why Brexit matters more to the UK than the EU. Ireland is the worst-affected EU country
because of its high share of trade with the UK. Non-EU countries experience very small income gains due to
trade diversion effects.

Figure 1. Income per capita effects by country
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Source: CEP calculations

Trade and productivity
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The CEP trade model does not allow for any dynamic effects of trade on productivity. Trade integration can raise
productivity by promoting efficiency through increased competition, by stimulating innovation or by reducing the cost
of intermediate goods. For an alternative way to analyse the two scenarios, we turn to the empirical literature on how
trade affects income per capita. A central estimate from this literature is that a 1 per cent decline in trade reduces
income per capita by around 0.5 per cent. This estimate is designed to capture all channels through which trade
affects income, including productivity changes in addition to the mechanisms embedded in the CEP trade model. It
may also partially capture the consequences of changes in foreign investment and immigration that are correlated
with changes in trade policy.

Combining this estimate with the changes in UK trade calculated by our model gives, in the ‘deal’ scenario, a fall in
income per capita of 4.9 per cent. In the WTO scenario, income per capita falls by 8.1% per cent. These costs are
around two and a half times as large as the falls in income per capita obtained directly from the trade model, which is
consistent with the idea that the model does not incorporate all the channels through which trade affects output and
living standards.

Our results are summarised in the table below. We conclude that, although the exact magnitudes are uncertain, both
the “deal” and no deal options are likely to lead to substantial declines in UK living standards.

Table 1. Income per capita effects for the UK

Change in UK income per capita (relative to remaining in the EU)

Without productivity adjustment With productivity adjustment

Deal -1.7% -4.9%
WTO -3.3% -8.1%

Source: CEP calculations. Assumed elasticity of income per capita to trade equals 0.5.
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