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AFTER A NO-DEAL BREXIT
A US TRADE DEAL
LOOKS OPTIMISTIC

John Ryan

he phenomenon of British exceptionalism towards the European

Union is set to take a new and dramatic turn, while the United
Kingdom's chaotic political divisions will not disappear any time
soon. With the right-wing populist Boris Johnson taking the country’s
premiership, Britain’s Trumpian moment has arrived. If a no-deal Brexit
becomes a reality, it may not only be a sore awakening for Boris Johnson
and his government, but also for the United Kingdom.

The political
fallout associated
with the economic
hit of no deal—or

any form of

harder Brexit— After another period of painful and unproductive debate in parliament,
should not be the EU has again agreed to extend the UK's departure date—which is now
underestimated. set for 31 January 2020. If by that time the UK parliament has agreed on

the Withdrawal Agreement, negotiations will start on a trade agreement
between the UK and the EU. If no satisfactory agreement between the UK
and EU is found, the UK will leave the EU without a deal in place. While this
would leave the UK free to pursue a domestic and international agenda
without hindrance by EU rules, the immediate disruption, including an
unavoidable hard border between Northern Ireland and Ireland, will make
for a very uncomfortable position economically and politically. The Irish
government have discounted the UK's verbal assurances to keep the
border as frictionless as possible because of decades of experience of
negotiations with the British government over Northern Ireland saying the
right things but not necessarily delivering.

In this report, | will examine the failure of the Withdrawal Agreement and
the problems with the poorly executed UK strategy for Brexit negotiations.
The no-deal Brexit scenario will complicate the economic and political
consequences for Ireland, and this will have repercussions for trade
negotiations with the United States, not only because of the historic
commitment by the US government to the peace process in Northern
Ireland, but also because the Irish-American vote matters deeply in US
national politics. With hard Brexiteers largely ignorant to these political
nuances in the US, this paper concludes with an examination of how an
Irish-American congressional lobby that is worried about the integrity of the
Good Friday Agreement would block a UK-US trade deal.

The Economic and Fiscal Consequences of Brexit | 7



The Withdrawal Agreement Conundrum

The Republic of Ireland and the United Kingdom
have a long, shared history in Europe. They agreed
a common travel area in the 1920s and joined the
European Union together in 1973. This means that
there has never been a moment when one country
was in the EU and the other not. However this was
only a happy coincidence, and one which would
come crashing down in June of 2016 when the UK
voted to leave the EU and make laws—and life—at
the border ever more complicated.”

On 24 June 2016, the day after the EU referendum,
the European Union and the Irish Government
began their Brexit contingency planning and
started to voice concerns about the Good Friday
Agreement and the re-emergence of a hard land
border.? If left unresolved, this issue would bring
back the checkpoints of the past for trade and
travel, and many feared it would bring back the
violence of the past, too.

It was for this reason that the Irish Prime Minister
Enda Kenny visited the UK Prime Minister in July
2016, the month that Theresa May took office,
1o secure a public assurance that there would be
no return to hard borders. As Kenny did so, the
EU threw its weight behind Ireland as well and
announced that the border issue would need to be
resolved if the UK wanted to leave with a deal ®

In December 2017, May was suggesting that she
would sign up to ‘regulatory alignment’ between
Northern Ireland and the Irish Republic, which would
successfully avert a hard border. However, the Irish
government was reluctant to trust her. Decades
of negotiations with the British government over
Northern Ireland had taught the Irish that the UK
frequently fails to deliver on its promises. This
would indeed be the case.

The most fraught negotiations were over the UK's
border with Ireland. The EU27 were firm that there
would be no hard border on the island of Ireland,
and the UK government agreed. However, this
was hard to square with the UK government's
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determination to leave the EU Customs Union and
Single Market, which implied new border checks.
In August 2017 the UK tabled a proposal for a UK-
EU customs partnership arrangement under which
both parties could have different external tariffs
and rules of origin, and yet have frictionless trade
between them.*

Under the UK'’s proposal, the UK would essentially
implement two parallel systems at its borders. For
goods coming into the UK that were destined for
the EU27, the UK would act as an agent on behalf
of the EU, levying EU tariffs and checking that
products met EU standards. For goods destined
for sale in the UK, it would levy UK tariffs and
check that products met UK standards. The UK
government acknowledged this would need a
‘robust enforcement mechanism’ and the tracking
of goods to ensure that they reached their intended
destination.® The UK also negotiated proposed
measures to streamline customs procedures,
the use of technology to enable any checks to
be carried out virtually, and continued regulatory
alignment in agricultural products.®

Unsurprisingly, the UK's complex proposals were
met with scepticism by the EU27, and few were
persuaded that they were viable. Unable to agree
on a detailed solution on the UK-Ireland border,
the UK and EU27 agreed on a set of overarching
principles. These focused on upholding the Good
Friday Agreement; avoiding a hard border, including
any physical infrastructure; and preserving the
integrity of the UK's internal market, by ensuring
that there would be no customs border between
Northern Ireland and the rest of the UK

Crucially, the Withdrawal Agreement included
a lengthy Protocol on Northern Ireland, which
came to be known as the ‘backstop’, designed to
prevent the return of a hard border in the island of
Ireland. This was ensured through a hybrid of two
mechanisms. It had UK-wide elements, providing for
the creation of a single customs territory between
the EU and UK in the event that the UK and EU fail
to reach an agreement on future relations by the
end of the transition period. It also had elements



that only pertained to Northern Ireland, committing the region to continued
harmonisation of a series of EU technical rules and regulations, while the
rest of the UK could diverge from them.”

However, it rapidly became clear that the Withdrawal Agreement and
Political Declaration did not have the backing of a majority of MPs in the
UK Parliament. Given the delicate parliamentary arithmetic, Theresa May
needed virtually all MPs in the Conservative Party and Northern Ireland’s
Democratic Unionist Party (DUP) on board. Eurosceptic Conservative MPs
from the European Research Group (ERG) wanted a hard Brexit and strongly
opposed the wording of the Northern Ireland backstop arguing that it could
permanently ‘trap’ the UK into a customs union with the EU. The backstop
also crossed a red line for the DUP as it implied regulatory checks between
Northern Ireland and the rest of the UK At the other end of the political
spectrum, pro-European Conservatives disliked the Withdrawal Agreement
as it failed to ensure frictionless trade with the EU27. Meanwhile the Labour
Party and smaller opposition parties were united in their opposition to
the Agreement.

A no-deal Brexit® and the threats to the Good Friday agreement® could force
the people of Northern Ireland to consider a border poll and the possibility
of a United Ireland.’® One possibility might be a border poll in Northern
Ireland concurrent with a constitutional referendum in the south. The
interim constitutional arrangements would preserve the status quo within
Northern Ireland as much as possible, continuing both devolution and
compulsory power-sharing but swapping the roles played by Dublin and
London. The political dynamics unleashed by Brexit may make a border poll
inevitable. The Republic of Ireland referendum would redefine the national
territory to include Northern Ireland but would then also prescribe interim
constitutional arrangements and a set of more extensive constitutional
changes that would apply five years later by default with a new constitution
being enacted by plebiscite on an all-island basis. Planning for a possible
vote for a United Ireland in both jurisdictions would be needed.™

The UK Finds Brexit Negotiations Difficult

In its handling of Brexit, the UK government has showed a large degree of
ineptitude. It failed to plan for Brexit before the referendum and it has never
quite caught up. Now, three years after the decision was taken to leave the
EU, Conservative Party divisions continue to split the cabinet and sabotage
attempts to clarify goals and strategy.?

In June 2017 May compounded these difficulties by calling an election
that lost the Conservatives’ parliamentary majority and made her party
dependent on the Democratic Unionist Party to form a government. The
DUP a fiercely pro-union party that had opposed the 1998 Good Friday
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Agreement that brought peace to the island of Ireland, used its new leverage
in Parliament to block any differentiated status for Northern Ireland after
Brexit lest it weaken the union. Bowing to the DUP’s demands, the Prime
Minister tried to appease her coalition partners by widening the alignment
to encompass the UK as a whole, not just Northern Ireland. This in turn
infuriated the other Brexiteers.

After first suggesting the UK would agree to some alignment between
Northern Ireland and the Irish Republic, and subsequently suggesting
regulatory alignment more broadly between the UK and the EU, it was
clear that Theresa May would fail to provide a solution to the Irish border
issue."™ For this reason, the European Commission unveiled its own, “the
backstop,” which would guarantee that the border remain open no matter
what happened in the future. The backstop would ensure that Northern
Ireland remain integrated within the EU’s customs union and single market
for goods, supplemented by an EU-UK customs union, until it was rendered
unnecessary either by the future relationship itself or other means.’ In
layman'’s terms, it is an insurance policy enabling the UK and EU to fulfil
their shared commitment to respect the Northern Ireland peace agreement
by keeping the border as open after Brexit as it is now.'

The insertion of the Irish backstop into the Withdrawal Agreement would
cause May'’s deal to be rejected in Parliament. The meaningful vote on the
Withdrawal Agreement took place on 15 January 2019 and the government
suffered the largest defeat of any government in modern parliamentary
history, losing by 230 votes. This prompted the Labour Party to table a
motion of no confidence, which the government narrowly won the next day
by 325 to 306 votes.™ It raised the prospect of the UK crashing out without
a deal and plummeting Northern Irish politics further into crisis.’”

As many of the objections to the Withdrawal Agreement continue to
relate to the backstop, there has been much discussion about alternative
approaches to safeguarding an open border. After May's disastrous
defeat, the UK and EU committed to a programme of work to examine
technological solutions, rather than political solutions, designed to avoid
customs checks at the border. In support of this critical mission, the UK
Government has since established an advisory group to take this work
forward.”® An Alternative Arrangements Commission had also been
established by the Prosperity UK think tank to address the same issues.
In both cases the focus has been on trusted trader schemes and other
methods of maintaining controls while avoiding the need for border posts
and searches of vehicles. Determined though the UK may have been to
come up with a concrete policy, neither the EU nor the Irish government
were convinced, having tried and failed to find or produce workable
technological solutions of their own.™ 20
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Another alternative that has been suggested is
that a time limit could be applied to the duration
of the backstop. This would assuage the fears of
Brexiteers that an indefinite backstop could keep
Northern Ireland, or even the whole of the United
Kingdom, locked in the EU in perpetuity. But the
problem is that such an arrangement would negate
the backstop as a viable policy. It is intended as an
insurance policy if no other arrangements can be
agreed—for as long as they are not agreed—so a
time limit would render it worthless.

The lack of knowledge and understanding of
Ireland goes to the highest levels of the British
government.?' Karen Bradley, former Secretary of
State for Northern Ireland for Theresa May, showed
her ignorance of Irish politics by confessing that,
‘[.] when | started this job, | didnt understand
some of the deep-seated and deep-rooted issues
that there are in Northern Ireland.” Bradley only
discovered while Northern Ireland secretary that
Northern Irish nationalists “don't vote for unionist
parties and vice versa’. In other words, until very
recently, she had been incurious about one of the
central issues of nineteenth- and twentieth-century
British history.?? In similarly out-of-touch remarks,
the cabinet minister Priti Patel has suggested using
the threat of food shortages—that is, bringing back
an lIrish famine—as leverage to change Ireland’s
position. The shameful proposal won no allies in
Dublin, or anywhere else for that matter. Bringing
similar embarrassment to Britain, Boris Johnson
is said to have asked why Irish Prime Minister Leo
Varadkar, who is of Irish-Indian heritage, is not
“called Murphy like the rest of them”.?

As part of its Brexit contingency plans, Ireland is
also opening up new ferry routes to continental
ports as alternative routes for Irish exports that
rely on the so-called UK land-bridge, a transport
route that connects Irish importers and exporters
to international markets via the UK road and ports
network. Under any Brexit scenario, Ireland's
economy looks certain to become more European.
By backing a no-deal Brexit, the DUP has enhanced
the likelihood of a border poll in the foreseeable

future and has put the question of Irish unification
firmly back on the agenda.?* Brexit in any form has
endangered the Good Friday Agreement and given
new life to identity politics in Northern Ireland.
Until this is resolved, there is also scant chance of
reviving power sharing at Stormont.

The Good Friday Agreement effectively ended a
conflict that cost more than 3,500 lives. Historic
enemies agreed to share power and respect
each other’s identities and beliefs. The genius of
the agreement was compromise: everybody lost
something, so everybody won something. Brexit
has evolved into the exact opposite of that spirit.
It is instead politics as a zero-sum game: a victory
for me means a defeat for you. This approach is
damaging enough in Britain, but it is disastrous
across the Irish Sea.?

No-Deal Brexit Economic and Political
Consequences for Ireland

The UK now accounts for just 13.4% of Irish goods
exports, down from 55% in 1973. lIreland has
made itself an attractive hub for multinationals,
which employ one in eight private sector workers
and account for 90% of goods exports. The UK
share of Irish services exports has also declined
to 16% from 22% a decade ago, with the bulk of
those in sectors such as finance, insurance and
information technology.

The lIrish Central Bank published its estimates
of the macroeconomic implications of how a
disorderly Brexit would affect the Irish economy
in the first Quarterly Bulletin of 2019. The Irish
economy would be affected by heightened
stress in financial markets and a potentially large
depreciation of sterling. The deterioration in
economic conditions and a more adverse outlook
would cause firms and households to cut spending.
There would be disruptions at ports and airports
as border infrastructure would be unable to cope
with the new customs requirements, at least for
an initial period. Imports would be affected with
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implications for firms through disruption to their
production processes and for households through
the price and availability of consumer goods. Irish
exports would fall due to an immediate and large
reduction in demand from the UK and the fall in
sterling.2® A Department of Finance/ESRI study?
found that GDP in Ireland ten years after Brexit
would be around 2.6% lower in a “deal scenaric’,
4.8% lower in a “no-deal scenario’, and 5.0% lower
in a “disorderly no-deal scenario” compared to a
situation where the UK stays in the EU.

There is little doubting that this would cause
problems back in Britain, too. Although, as the
[rish economist David McWilliams has noted, trade
between Ireland and the UK has fallen from 91%
of Irish exports in 1953 to 11% today, the Irish-
British partnership remains of central importance
to Britain. Ireland is the UK's fifth largest export
market, and the UK exports more to Ireland than
it does to China. Furthermore, the UK runs a large
trade surplus with Ireland — in fact, it is the UK's
second-largest trade surplus after the US® The
idea that Brexit will give way to a “Global Britain,’
one which does not need Europe, is geographically
and empirically false.

In addition to facing economic distress and
enduring political instability, Ireland may also
have to fight to ensure its standing in the EU. In
a post-Brexit scenario, there are concerns that
commercial interests in the UK would be able to
smuggle goods into the EU’s single market through
the Northern Ireland land border that do not meet
EU standards and that evade EU tariffs. In such a
case, Ireland may be forced to harden its border
with the rest of the EU.

The Republic of Ireland’s Minister for Foreign
Affairs and Trade, Simon Coveney, said his country
would not agree to drop the backstop merely for
the “political convenience” of the British Prime
Minister. In a forthright interview with the Sunday
Business Post, Coveney added that the EU appears
to be supporting Ireland here. “There isn't a single
EU member state putting pressure on Ireland to
move away from that position, despite the fact that
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the UK has spoken to all of them and used all of
the persuasion that they can muster, the Foreign
Minister said. In large part, this appears to be due
to his recognition that dropping the backstop would
only create problems for Ireland further down the
line. Prime Minister Leo Varadkar has expressed
much the same, telling Prime Minister Boris
Johnson at their meeting in Dublin that, for the Irish
Government, having no “backstop"in the Withdrawal
Agreement was the same as having no deal.?

Boris Johnson's Brexit Gamble

These stakes, and the concerns accompanying
them, have only been raised since Boris Johnson
became Prime Minister in July 2019. Other than
winning the unenviable approval of the American
president—="Boris is good. They call him Britain
Trump,” President Trump has said—Johnson's
victory has not been met with much applause by
Britain's partners.®® Deutsche Welle, a German
outlet, mocked the new era as ‘Boris Johnson's
clowning glory 3" Seen as Donald Trump’s boastful
mini-me with no electoral mandate from the British
people and with a record of= ineffectiveness,
ineptitude and intellectual laziness, Boris Johnson
nevertheless set out on a crusading course which
quickly cost his government its working majority
after a series of Conservative resignations,
defections, and expulsions.®? In a few short weeks,
there was a purge of unprecedented scale as the
new government and the Conservative Party were
remade in the mould of the Prime Minister and the
hard Brexit base from which he derives his support.

The Prime Minister then quickly failed to fulfil
his “do or die” pledge to get the UK out of the EU
by 31 October. After attempting to “prorogue”
Parliament—suspending all of its official business
in the run-up to the UK's departure date from
the EU—Johnson was faced with a cross-party
coalition that successfully stymied his hard Brexit
hopes. The bill to do so, which was drafted by
Labour MP Hilary Benn, the Chairman of the Brexit
Select Committee, was approved at record speed
on 4 September 2019, by a majority of 328 to 301



—with the crucial vote of moderate Tory MPs—and specifically required the
UK Government to seek an extension until at least 31 January 2020.

After a summer of brinkmanship and bad-tempered exchanges between
Brussels and London, Boris Johnson struck a deal with the EU on 17
October.®*On 22 October the second reading of the Withdrawal Agreement
bill was passed 329 to 299. The parliament voted against the three-day
timetable for scrutiny by 322 to 308.3* On 28 October the EU27 agreed that
it will accept the UK's request for a flexible extension until 31 January 2020.
The UK was due to leave the EU on 31 October 2019, but Boris Johnson
was required to request an extension after Parliament failed to agree a
Brexit deal. The prime minister had repeatedly said the UK would leave on
31 October deadline with or without a deal, but the law—known as the Benn
Act-required him to accept the EU's extension offer. So, Boris Johnson's
“do or die” pledge to leave by 31 October is no more-it is dead. This means
that no-deal Brexit being taken off the table, at least until 31 January 2020.%%

With no other option to overcome its gridlock, Parliament subsequently
agreed to call for a general election to be held on 12 December 2019 which
will either deliver the Conservatives the majority to push Brexit past the
finish line or provide Labour and the opposition with the votes to review and
reverse course. Although MPs have ably mobilised on multiple occasions
to prevent Johnson from forcing through a no-deal Brexit, their past efforts
provide no future guarantees. For one thing, the EU has tired of granting
Brexit extensions and seems increasingly inclined to stop parliament from
kicking the can down the road. For another, the upcoming election has the
possibility of bringing to Parliament more Conservative MPs and votes in
line with the Prime Minister’s interests.

Atthe end of the day, all of this still relates only to the Withdrawal Agreement.
The crux of the Brexit issue—renegotiating the UK's relationship with the
EU—has not yet been addressed. In addition, with each Brexit extension
eating into the UK’s transition period, the allotted time to negotiate the future
relationship has gotten shorter and shorter. In the most favourable scenario
for the Prime Minister, in which the voters keep him in office and vote in more
of his colleagues, he will need to make the potentially unpopular decision
of extending the transition period or the certainly inadvisable decision of
leaving it asis.

The talks will take place to the beat of a ticking clock starting early February
2020. The European Commission is expected in early February to present a
draft-negotiating mandate for the free trade agreement. The EU27 will then
have to approve its negotiating mandate. Once negotiations get underway,
Britain will have until T July 2020 to request an extension to its post-Brexit
transition period beyond the end of 2020 (to as late as the end of 2022).
Having indicated on various occasions that he will not extend it, Johnson—
if re-elected—appears poised to ensure that the UK’s post-Brexit transition
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period will expire at the end of 2020. At this point, a new no-deal conundrum
will be reintroduced: either there will be a future relationship deal in place or
the UK will crash out without a deal and trade with the EU on basic World
Trade Organization terms.

With the Prime Minister's eagerness to leave the EU as soon as possible,
the economic hit of a Johnson-induced no-deal Brexit should not be
underestimated. We know that higher barriers to trade, investment and
migration will damage UK productivity growth and that British consumers
will be forced to buy more expensive imports or lower quality British
alternatives, hitting living standards. What is more, the Brexit referendum
in 2016 coincided with robust global growth, which has since faded. With
signs of a slowing economy, both for Europe and the world, the costs of
Brexit will now be more acute. The immediate damage of a hard Brexit could
be enormous, if only because of the uncertainty and the lack of preparation,
both among governments and companies in Britain and the EU.

The Good Friday Agreement and the Irish American
Congressional Lobby

Throughout this protracted Brexit saga, the central problem has been the Irish
border issue, which Brexiteers have long avoided. Indeed, at every step they
have shown a simple lack of concern about the communities who rely on
the border's openness for their peace and prosperity.*® Even worse, Michael
Gove, a Conservative cabinet minister now tasked with no-deal planning,
previously authored a pamphlet attacking the Good Friday Agreement,
comparing it to Munich appeasement.?’

In addition, Brexiteers have claimed confidently that such inconveniences
would prove to be insignificant for a post-Brexit Britain that has been able to
secure a better and more prosperous trade deal with the United States. Indeed,
the Prime Minister has made a US-UK free trade agreement a guiding ambition
of his government, and he has claimed that the UK would be “first in line to do
a great free trade deal” with the Trump administration. Across the pond, this
fantasy has been inflated by President Trump, too, who said in late July that
he had spoken to Boris Johnson by phone and supported an “ambitious
trade agreement” with Britain after Brexit. Trump’s message has also been
echoed by Senator Tom Cotton, a Republican from Arkansas, and 44 of
his Senate colleagues who sent a letter to Johnson pledging unwavering
support for the United Kingdom as it exits the European Union.®

However, as Boris Johnson and Donald Trump have been making their
triumphant claims, the Irish Government has been building up support
among its own allies in the US Congress. So far, it is clear the Irish are in
the stronger position in Washington.®® This has primarily been achieved
with the help of the Friends of Ireland Caucus in the US Congress, which
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has been an effective advocate for Irish interests
in the United States and which claims to represent
the interests of America’s large and politically
diverse Irish-American constituency.*® Today, many
of Congress’ most important officials have sided
with the Irish on backstop concerns and against the
British government on a potential trade deal.

Richard Neal, for example, the chair of the House
Ways and Means Committee, which has authority
over trade deals, has said, “Any negotiation of a
bilateral trade agreement with the UK [..] needs a
firm commitment on no hard border”.4' This has
been reiterated by Nancy Pelosi, the Speaker of the
US House of Representatives, who declared in a
recent speech at the London School of Economics:
“If there’'s any harm to the Good Friday accords —
no trade treaty”.#2 There is also Chuck Schumer, the
Democrats’ leader in the Senate, who has declared
his ‘inveterate opposition to any prospective
trade deal with the UK that either undermines the
landmark Good Friday Agreement or facilitates a
return to a hard border”

Even if Trump were to have his way, the road to a
UK-US Free Trade Agreement is a long one. Today,
over a year after the US, Mexico, and Canada began
renegotiating the NAFTA agreement, congressional
approval is still pending and there is no discernible
endin sight. AUK-US Free Trade Agreement, without
a pre-existing framework from which to build as in
NAFTA's case, will be even tougher to negotiate and
ratify. What's more, it will now take longer to put on
the congressional docket. Given that we are in the
early stages of both impeachment proceedings
and the 2020 presidential election campaign,
Washington is as distracted as ever. In a hard
Brexit or no-deal scenario, Brexiteers who claim
that a US-UK trade deal will be the solution for or

compensation to strained economic relations with
the EU would have to wait a considerable length
of time for a US trade-deal bail-out—if, indeed,
one ever comes.

Conclusion

The political fallout associated with the economic
hit of no deal—or any form of harder Brexit—should
not be underestimated. Yet the UK government's
ignorance of the complexity of the Irish border
issues could create a no-deal crisis with vast
political and economic ramifications.

A no-deal Brexit would mean a hard border across
the island of Ireland, and the ensuing economic and
political upheaval could lead to calls for Northern
Ireland to quit the UK altogether to unify with the
Republic of Ireland. The Good Friday Agreement that
brought peace to Northern Ireland states that the
UK’s Northern Ireland secretary must enable a border
poll if at any time it appears likely that the majority of
voters would express a desire to form part of a united
Ireland. With this in mind—the disintegration of the
United Kingdom—the consequences of a no-deal
Brexit would be stark. If the UK languishes without a
deal with both the EU and the US, it may see Northern
Ireland and Scotland leaving the UK

The Brexit process has revealed the weaknesses of
Westminster's insular politics. At every turn, it has
seemed incapable of running a modern economy
andsociety. Andastimehas passed, thedysfunction
has only grown. While the election on 12 December
hopes to deliver a majority that might resolve and
move past this protracted Brexit morass, it also
threatens to yield an equally divided parliament,
further complicating the Brexit conundrum. m
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Avoiding a
failure of the
negotiations
and minimizing
the costs

of Brexit for

all parties
involved is a key
responsibility of
policymakers
on both sides.

THE ECONOMIC AND FISCAL
CONSEQUENCES OF BREXIT

Gabriel Felbermayr, Clemens Fuest,
Jasmine Groschl and Daniel Stohlker

On 29 March 2017, the United Kingdom (UK) government notified its
exit to the European Union (EU) in accordance with Article 50 of the EU
Treaty. Brexit was therefore officially initiated. In April 2017, the European
Council adopted the guidelines for negotiations between the EU and the
UK in accordance with Article 50 TEU. Negotiations between the EU and
the UK on the important issues of exit and on future political and economic
relations began in July 2017 and have proven difficult since then. The EU
has ruled out the possibility of the UK participating in the EU Single Market
a la carte by selecting certain rights and obligations but opting out from
others, such as the free mobility of labour. The UK government has made
clear that it accepts this condition. Whether it aims at a “hard Brexit”, an
exit from the EU Single Market and Customs Union and a refusal of the
European Court of Justice’s authority, or some form of “soft Brexit” with
some continued participation is still very much undecided.

In early 2019, after more than 18 months of intense negotiations, the EU and
Prime Minister Theresa May agreed on a strategy to address the biggest
issues that have so far prevented a Brexit deal. This included the border issue
between Ireland and Northern Ireland, the remaining UK payments to the
EU, and the future rights of EU citizens in the UK and vice versa. The Prime
Minister's plan would keep customs and trade arrangements with the EU
until at least the end of 2020, but ultimately envisions cutting most of these
ties. The agreement did not detail what would replace them in Britain's future
relationship with the EU. When the proposal was presented to Parliament in
January 2019 for the first time, it was rejected by a historic margin of 230
votes. Later attempts in March 2019 were still soundly defeated.

One of the sticking points was the border issue between Northern Ireland,
which remains part of the UK, and Ireland, another member state of the
EU. Prime Minister May and her Irish counterpart, Leo Varadkar, want to
avoid checkpoints being installed along the Northern-Irish border line as
such barriers are generally considered incompatible with the Good Friday
Agreement which brought respite in Northern Ireland from decades of
violence. The 'backstop’ solution, as the agreement has been dubbed, would
leave the UK in a temporary trading relation with Europe until a final deal
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avoiding a hard border could be agreed on. There is
some fear among the hard-line Brexiteers, however,
that this would never happen. It would also mean
that Northern Ireland is bound to even more
European rules which comes to the dismay of those
lawmakers who object to regulatory differences
between Northern Ireland and the rest of the UK.

With Prime Minister May'’s grip on power weakened
after several defeats and little hope left to strike
a deal on her own, Parliament initiated a series
of votes on its own over the prime minister's
objections to try to agree on alternative approaches
to Brexit. The efforts fizzled quickly and all eight
options were rejected by lawmakers. Nevertheless,
among the options that came closest to endorsing
was some form of a soft Brexit approach in which
the UK would remain in the EU's customs union.
It lost, 272 to 264, but more than 100 lawmakers
abstained, so it is anyone’'s guess how the vote
would have gone if every lawmaker had taken part
in the decision.

On this note, we wish to provide some empirical
foundations for the political process of trade and
budgetary (dis-)integration. First, we characterize
value chains that tie the UK and the EU together.
Second, we identify ex-post effects on goods and
services sectors from the UK's membership in
the EU Single Market and Customs Union. These
benefits—on both the UK and the EU side—are
now at risk due to Brexit. We draw conclusions
on how Brexit would affect non-tariff barriers
(NTBs) between the UK and the EU. Third, we
simulate policy scenarios in an ex-ante analysis
to quantify the consequences of various future
arrangements between the EU and the UK. The
scenarios reflect conceivable possibilities for a
redesign of economic relations. Some of them
have been voted down already but we still find them
informative for reasons of comparability. Clearly,
EU membership provides the deepest possible
economic integration. The stronger the deviation
from this standard, the higher are economic losses
for all stakeholders. We use an extended Caliendo

and Parro (2015) Ricardian model where trade is
driven by productivity differences. Reallocation
effects are not realized immediately and
underestimate true effects. The modelling strategy
is conservative and provides a lower bound of
true effects in all scenarios. Finally, we present a
discussion on budgetary issues between the EU
and the UK and compare trade effects with those
from cutting down fiscal transfers due to Brexit.

Trade Links between the UK and the EU

Trade statistics provide a general description of
economic relations between the EU27 and the UK.
EU27 countries differ with respect to their export
shares of goods destined for the UK. These range
between 0.6% in Greece and 18.6% in Ireland. On
average, EU27 members have an export share
with the UK of 3%, the import share totals 2.2%.
The latter varies between 0.5% in Slovakia and
20.6% in Ireland. The picture looks different for
services. EU27 services export shares with the
UK range between 0.1% in Lithuania and 15%

in Malta. The Irish services export share is the
second strongest (2.9%). The EU27 average of
services export (import) shares with the UK is
0.5% (0.6%). Spain shows the lowest services
import share with the UK (0.2%); Luxembourg the
largest (13.4%). Wholesale trade, automobiles and
chemical products dominate trade between EU27
states and the UK.

Official trade data inform only on turnover but not on
domestic or foreign value added (VA) incorporated
in international transactions. Germany’'s export
surplus with the UK measured in terms of sales is
25% higher than when measured in VA. The reason
is that German exports include VA from abroad. In
addition, intermediate product supply to Germany
from abroad also contains VA from the UK and this
may again contain German VA. We use a global
input-output table to correctly allocate export
activities to domestic VA, see Wang et al. (2013)
and Aichele et al. (2014) for apropriate methods.
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Figure 1. Gross and Value Added Trade between EU27 and UK, in bn Euro
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Source: World Input Output Table (2017), Eurostat (2017), calculations of ifo institute.

Figure 1 on the left shows EU27 exports to the UK
and EU27 imports from the UK in gross (transaction
value) terms, the figure on the right depicts the
same in VA terms. The trend follows well-known
patterns: gross trade flows have not yet reached
pre-crisis levels of the year 2007, as exports in 2014
only recovered from a slump in 2013 (-13%). Over
the entire period, gross exports have risen by 19%.
This slight downward trend in EU27 imports from
the UK may also reflect the diminishing importance
that UK exporters attach to continental EU markets.
This argument has been part of the campaign for
exiting the EU. Between 2000 and 2014, EU gross
imports fell by 12% in real terms. At the same
time, it is striking that exports measured in VA are
growing by less (10%). The share of VA in exports
thus dropped from 74% to 69%. Measured in VA,
imports fell by 20%. As a result, the share of VA
decreased from 70% to 65%. This illustrates the
increasing content of foreign VA in UK exports.

Looking at net trade volumes, it becomes clear
that EU27 countries accumulated a trade surplus
against the UK between 2000 and 2014. In 2000,
the German surplus made up the entire surplus
of the EU27. Currently it has fallen to 41%. Hence,
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many other EU27 countries now have a positive
trade balance with the UK. For the EU27, we see a
decoupling of the balance of gross trade and the VA
balance since 2012. Looking at absolute VA exports
relative to the respective economic output, we see
that the EU27 as a whole export 1% of economic
output to the UK. This share dropped in the wake of
the financial crisis but returned to pre-crisis levels
in 2014. Vice versa, the UK exports relatively more
to the EU27. VA exports for a long time ranged
between 4% and 4.5% of UK economic output. The
previously observed slump in VA exports in 2013 is
also evident; a record low of 3.2% of GDP. In 2014,
VA exports rose again to 3.5%.

Ex-Post Analysis: Gravity Model Results

In our quantitative analysis, we understand Brexit
in two steps: First, Brexit implies the reverse
processing of existing EU integration agreements;
measurable tariffs and NTBs between the UK and
remaining EU members are reintroduced. Second,
negotiations may lead to a new bilateral treaty
based on measurable trade-cost-reducing effects
of existing EU trade agreements. In this case,
barriers reintroduced by Brexit partially disappear



again. A key element for the simulation scenarios
is to distinguish the ex-post effects of integration
steps and tariffs to estimate their impact on non-
tariff trade costs and the elasticity of substitution.
Based on the structural gravity model (Head and
Mayer, 2014), we carry out an econometric analysis
of EU integration steps for goods and services
trade. We examine the effects of the European
Union, the Eurozone, the Schengen Agreement and
other free trade agreements (FTAs) on trade using
a Poisson Pseudo Maximum Likelihood approach
that takes zero trade into account (Santos Silva
and Tenreyro, 2006)." The data used is described
in Felbermayr et al. (2017c). Based on empirical
estimates and trade elasticities, we calculate the
extent to which Brexit creates new trade barriers.
We obtain counterfactual ad valorem trade cost
reductions and a set of plausible scenarios.

Table 1 shows the results on trade integration
agreements applying the gravity model for goods
andservicestrade based onyearly data. Coefficients
show approximate percentage increases in
bilateral trade due to the EU27 (excluding the UK),
the EU membership of the UK (asymmetric), the
Eurozone, the Schengen Agreement, the EU-Korea
FTA from 2011 and other FTAs. We include bilateral
fixed effects to implicitly control for constant
determinants of trade between two countries,
including existing FTAs and country pairs that
have been part of the EU, the Eurozone or the
Schengen Agreement before 2000. Coefficients on
integration agreements are considered relative to a
counterfactual situation in which counted borders
are non-Schengen borders or in which states are
not both members of the EU, the Eurozone or do
not have a FTA.

We show that bilateral imports in goods (services)
between EU27 states have increased by 62.4%
(67.9%) between 2000 and 2014. The effect
combines the impact of the EU27 Single Market
and Customs Union. The EU membership effect for
the UK is asymmetric. We find that EU27 imports
from the UK increased by 64.7% for goods and
88.1% for services, while those of the UK from

other EU27 states were pushed by 18.2% for goods
but 59.7% for services. This illustrated that tariff
eliminations and the harmonization of standards
by the EU have a clear positive impact on bilateral
imports, albeit asymmetric. Findings on the EU
membership are comparable to results found in the
literature (see, e.g., Dai et al., 2014 or Bergstrand et
al., 2015). A common Eurozone membership leads
to an increase in goods trade of 8.7% and 15.8%
for services. The relevant literature shows varying
effects (see, e.g., Micco et al,, 2003; Baldwin and
Taglioni, 2007; Berger and Nitsch, 2008; Bergin
and Lin, 2012), mostly due to misspecified models
(Baldwin et al,, 2008). By use of state-of-the-art
econometric modelling and considering other
EU integration steps, estimates presented here
range at the lower end of effects—comparable to
those found in the more recent literature on the
effects of the Euro.

Each Schengen-internal border pushes goods
trade by 9.4% and services by 6.6% — comparable
to estimates found in Felbermayr et al. (2017h),
but lower than those presented in earlier studies.
Most of which did either not account for other EU
integration steps and/or did not account for the
geographic component of Schengen. The most
comprehensive and deep FTA between the EU
and another country, for which data are already
available, has been with Korea since 2011. We
thus treat the EU-Korea agreement separately.
Our estimates show that it has increased trade
in goods (services) by 36.6% (41.5%). Few other
FTAs have entered into force during the considered
period. Those that have pushed goods trade by
11.7% and services by 1.1%. In our counterfactual
exercises, we deploy the EU-Korea FTA effects as a
proxy for a deep and comprehensive FTA between
the EU and the UK.

Felbermayr et al. (2017a) extend the estimation
to 50 different sectors. The results broadly
confirm the previously described patterns. The
following simulation exercise uses these more
detailed estimates.
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Table 1 European Integration and Imports (2000 - 2014)

Dep. Var.: Bilateral Imports
Goods Services
Q) )
Both EU27 0.485%** 0.578***
(0.07) (0.07)
EU - UK, asymmetric 0.500%* 0.632**
(0.12) (0.17)
UK - EU, asymmetric 0.167 0.468**
(0.10) 0.17)
Both Euro 0.083** 0.147**
(0.04) (0.06)
Schengen 0.090*** 0.064***
(0.01) (0.02)
EU - KOR 0.312** 0.347**
(0.06) (0.07)
Other FTA 0.111* 0.011
(0.06) (0.06)

Source: Felbermayr et al., 2017a. Notes: *** p<0.01, ** p<0.05, * p<0.1. All regressions estimated by Poisson-Pseudo-
Maximum-Likelihood methods. Estimated standard errors are robust against heteroscedasticity. All regressions com-
prise time-varying importer and exporter, as well as bilateral fixed effects. Number of observations is 27,735.

Ex-ante Analysis:
Scenario Evaluations using Computable
General Equilibrium Modelling

The ifo trade model, described in detail in
Felbermayr et al. (2018), is a static general
equilibrium model of international trade in which
44 countries in 50 goods and services sectors
can interact with one another and where trade
flows are interrupted by tariffs and NTBs. It can be
parametrized using relatively simple econometric
equations resulting from equilibrium conditions.
The structural gravity estimations provide us with
two sets of sector specific parameters needed
for simulation — the trade elasticity with respect
to tariffs (ad-valorem trade costs) and estimates
on trade integration agreements (cost equivalents
of NTB reductions). We use them to inform policy
variables in counterfactual scenarios. Trade-policy
scenarios are based on the following thought
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experiment: If the UK, in the world we know today,
would leave the EU, including the reintroduction of
tariffs and the establishment of NTBs, how would
trade flows, sectoral production structures and real
income look like in this counterfactual world?

Our baseline year for the comparative static
simulations is 2014, for which we have a complete
dataset with the technological conditions for
all countries and sectors. The calculated level
effects on real income and trade flows are static.
The model does not consider pro-competitive
gains from trade (trade reduces a firm’'s monopoly
power) or dynamic effects of trade (trade creates
additional incentives, innovation, new technologies
and accumulation of human capital). Even though
these effects are empirically well proven, we need
an undebated standard model for the simulation
exercise. This implies that the model depicts lower
limits for real long-term effects.?



Scenarios

Due to existing uncertainties regarding the potential
design of Brexit, we examine several scenarios
when quantifying effects of the UK leaving the EU.
We approximate the economic cost of Brexit by
applying scenarios that differ with respect to trade
cost assumptions which allows us to capture the
whole range of possible trade impacts. We use top-
down scenarios where the experience with existing
institutional arrangements provides the starting
point for the expectations of a future regime
between the EU and the UK.

WTO scenario (“Hard Brexit”): The UK is no
longer part of the EU Single Market and Customs
Union. No new FTA between the EU27 and the UK
is concluded. Both parties apply most-favoured
nation (MFN) tariffs as currently granted by
the EU under WTO rules on imports from third
countries. Asymmetric NTBs are reintroduced
according to sectoral trade costs calculated from
gravity estimations. Moreover, the UK loses all
existing tariff and non-tariff preferences it currently
enjoys with third countries with whom the EU has
a FTAin force.

Global Britain scenario: We assume the same
EU27-UK relationship regarding tariffs and NTBs as
under the WTO scenario, but the UK now unilaterally
eliminates tariffs and NTBs in new FTAs with the
US, Canada and Japan. Tariffs are symmetrically
phased out and set to zero between involved
countries. NTBs are reduced as under the EU-Korea
agreement of 2011, utilized as a proxy.

Deep and comprehensive trade agreement
(DCFTA) scenario ("Soft Brexit"): The UK exits the
EU Single Market and Customs Union but the EU27
and the UK negotiate a DCFTA. The agreement
comprises tariffs but also low behind the border
non-tariff trade impediments (such as NTBs on
services or investments). The DCFTA replicates
the achievements of the EU-Korea agreement. We
utilize estimated trade cost reductions of the EU-
Korea FTA from our gravity results as a proxy.

Trade Effects

Higher trade costs increase the price of UK exports
to EU27 states and vice versa. This may cause
trade destruction both in consumer demand and
in the sourcing decisions of firms. Trade diversion
effects (to third countries) are likely to be small with
Brexit due to the interconnectedness of VA chains.

Simulation results show that Brexit would in fact
lead to a considerable decline in trade of goods and
services between the UK and EU27 countries. Both
price effects (through higher barriers to trade) and
income effects (due to falling GDP) are important
mechanisms. In the WTO scenario, UK exports
to Germany fall by 50%; counterfactual exercises
show a similar drop in exports in the Global Britain
scenario. Even with a DCFTA between the UK and
the EU27, UK exports to Germany fall by 24%.
Services exports are the most pronounced and
effects are comparable for other EU27 countries.
Under WTO (DCFTA) rules, these range from -53%
(-28%) for Lithuania and -22% (-6%) for Luxembourg
(a clear outlier). German exports to the UK drop by
33% (9%) under a hard (soft) Brexit.

Figure 2 and Figure 3 show changes in sectoral
trade effects between the UK and Germany for WTO
and DCFTA scenarios.® Wholesale trade and road
vehicles show the strongest drop in UK exports
to Germany. Even with a DCFTA, UK exports to
Germany in both sectors fall by -2.7bn Euro (-52%)
and -0.8bn Euro (-25%), respectively. The financial
services sector dominates in percentage terms.
Its 2014 level of 1.7bn Euro would drop by -71%
or -1.2bn Euro under WTO rules and exports more
than halve under a DCFTA (-55%; -1.0bn Euro).

In Figure 3, German wholesale trade involves the
largest trade effects in percentage terms with a
drop of more than 50% (-2bn Euro) for German
exports to the UK. Apart from that, pharmaceutical
products are the worst hit with a drop of 17%
(-0.7bn Euro) in the case of a DCFTA. Contrasting
this, road vehicles show a very small effect of
-1.0% or -0.2bn Euro. In case of a hard Brexit, road
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Figure 2 Changes in Sectoral Trade Effects, UK Exports to Germany, Top 10 Sectors, in bn Euro
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Figure 3 Changes in Sectoral Trade Effects, German Exports to UK, Top 10 Sectors, in bn Euro
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vehicles exports lose the highest amounts (-5.3bn
Euro) followed by wholesale trade (-2.6bn Euro) and
machinery (-2.3bn Euro).

Sectoral Value Added Effects

Next, we examine VA effects for the most affected
German industries in the WTO scenario. Simulated
losses amount to 4.5bn Euro for goods sectors;
services sectors add another 1.6bn Euro. Hence,
three-quarters of German economic losses stem
from manufacturing industries. Overall, goods
sectorslose VA, except for mining and quarrying and
other transport equipment (shipbuilding, aircraft
construction or railway) which gain marginally.
Services provide mixed results. Applying WTO
rules, VA effects show that German road vehicles
record the largest losses (-1.1bn Euro), which
account for one sixth of the overall economic Brexit
costs. Pharmaceutical products lose 600 million
Euro and machinery drops by 560 million Euro. VA
effects in subsequent sectors fall rapidly. These
include processed metals, food, beverages and
tobacco, rubber and plastics, chemicals, electrical
machinery, basic metals, textiles and leather.

But Brexit also creates opportunities. Looking
at German services sectors under WTO rules,
simulations predict that the German financial
sector grows by almost 300 million Euro and
wholesale services increase by more than 240
million Euro. Consulting industries also benefit;
these include IT and programming (340 million
Euro), legal advisory and accounting (160 million
Euro), architecture and engineering (130 million
Euro). NTBs offset expected additional costs in all
aforementioned sectors. However, German firms
could lose up to 890 million Euro in real estate.
Health and social services, construction and public
administration could also drop by about 400 million
Euro each. The latter is not directly affected by new
trade barriers, but indirectly through a decline in
German economic output.

Sectoral VA changes in the UK turn out to be quite
different from those in Germany under WTO rules.
Most importantly, simulated losses in UK services

sectors amount to 22bn Euro, while UK goods
sectors bear a loss of 6.3bn Euro. Hence, services
are atleast three times moreimportant for the Brexit
costs of the UK than goods sectors. The often-
discussed financial services sector holds VA losses
of 850 million Euro. Yet, these do not dominate
economic costs as NTB reductions in financial
services are not estimated to be particularly large.
This is aggravated by the fact that the UK has a
very strong comparative advantage in the finance
sector. The considerably smaller insurance industry
could face VA losses of 660 million Euro. Other
services sectors add significantly to overall costs,
such as wholesale (-4.4bn Euro), architecture and
engineering (-2.7bn Euro), or legal advisory and
accounting (-1.2bn Euro). Our simulation exercises
suggest that specific transport sectors could
benefit from Brexit, but gains are rather small.
The most negatively affected goods sectors are
electronic equipment (-1.6bn Euro), chemicals
(-1.4bn Euro), other transportation (-1.2bn Euro),
basic metals and machinery (-1bn Euro each), and
road vehicles (-850 million Euro). Winners include
food, beverages and tobacco with gains of 1.4bn
Euro, mining and quarrying with 950 million Euro,
agriculture and forestry.

Effects on Real GDP per Capita

The simulation exercises calculate long-run effects
and can be interpreted as a deviation of the growth
path of GDP without Brexit relative to the growth
path of GDP with Brexit. Figure 4 shows the effects
of different Brexit scenarios on real GDP per capita
in EU countries (and an EU27 aggregate) in percent
relative to the status quo in 2014. Brexit is more
expensive for the UK than for the average EU27
country. Under WTO rules, the UK would lose 1.4%
of GDP per capita, the EU27 average 0.25%. The
Netherlands is the country with the fifth largest
loss, which amounts to about a third of that of the
UK. Germany loses 0.23%, France 0.17% and Spain
0.14%. Benelux, Scandinavia, Poland and Hungary
are more negatively affected.

The Global Britain scenario leads to slightly
smaller losses for the UK of 1.1% relative to the
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Figure 4 Effects on Real GDP per Capita, in %
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status quo. But, the idea that a few new FTAs
could compensate losses from an EU withdrawal
seems to be a blind alley. The reason is that
trade with geographically and culturally distant
countries involves significantly higher trade costs
than with nearby European partners. Only Ireland,
Luxembourg and Malta are more strongly affected
than the UK itself due to the importance of the UK
as a sales or sourcing market in sectors with high
VA and strong Brexit effects. This concerns agri-
food but also finance or water transport.

A DCFTA would help to reduce losses from Brexit
dramatically for all European parties involved.
Real per capita GDP in the UK would decrease by
0.6% and 0.1% for the EU27 average. Particularly
Luxembourg would significantly reduce its losses
due to smaller frictions in relevant service sectors.
Ireland would still lose more than the UK but far
less than under WTO or Global Britain scenarios.

As the EU is by far the most important trade partner
for the UK, even a partial isolation of the economy
will have negative effects. Conversely, details on
the design of future trade relations will have a
major impact on the UK economy. For all other
EU27 members, a DCFTA has only minor impacts.
But, none of the involved EU states can benefit from
Brexit—neither hard nor soft.
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Fiscal Effects: Divorce Bill and EU
Budget after Brexit

Next, we focus on budgetary aspects of Brexit; that
is the issue of disentangling the UK financially from
the EU and the question of how the EU budget will
adjust after the UK's exit. EU-UK negotiations on
the EU budget involve two different but interrelated
deals: (i) a one-time divorce bill or a Brexit bill
settlement; (i) possible future contributions and EU
expenditures in the UK after Brexit.4

The divorce bill has turned out to be one of the
first sticking points in Brexit negotiations. EU and
member state officials have repeatedly suggested
that outstanding liabilities could be as high as
60bn Euro for the UK. This has awakened fierce
opposition among British negotiation leaders who
have claimed that the EU cash call is unfair and not
legally well grounded.

To determine the size of a fair Brexit bill, Darvas et al.
(2017) distinguish between the divorce and the club
membership approach. The divorce approach—
preferred by the European Commission—would
mean to establish the EU's assets and liabilities
and let the UK receive or pay its share. The club
membership approach would imply that members
who leave would just stop paying membership



fees and no attempt is made to determine assets
or liabilities of the club. As recently pointed out by
Barker (2017), the following types of liabilities can
be lined up for the Brexit bill:

1. Reste aliquider (RAL): The sum of outstanding
commitments for EU spending agreed to but
that have not yet translated into payments;
amounts to 241bn Euro by the end of 2018.

2. Promises made jointly by member states
to fund EU spending of 143bn Euro in 2019
and 2020, mostly on structural and regional
policies; part of the EU budget but covered by a
special regulation (Regulation No 1303/2013).

3. Additional EU spending agreed upon as part
of the multiannual financial framework 2014-
2020; one could argue that the UK has made a
not legally but politically binding commitment.

4. Pensions of EU employees: EU employees’
pensions are unfunded; pension liabilities in
2017 amount to 63.8bn Euro.

5. Additional obligations: Contingent liabilities of
the EU during the UK's membership; 23.1bn
Euro in guarantees and provisions (granted
by the European Investment Bank (EIB) or
under the Horizon 2020) and loans to various
countries including Ireland, Portugal and the
Ukraine worth 56bn Euro.

6. EU assets including property, financial assets
and loans mentioned above. The Brexit bill
could be reduced by the UK’s share in these
assets. In addition, the UK share of spending
implied by the RAL (1.) and other spending
commitments (2. and 3.) could be knocked off
the Brexit bill.

Table 2 summarizes estimates of assets and
liabilities from Barker (2017) and Darvas et al.
(2017). It shows that the divorce approach, despite
its systematic approach based on the division
of assets and liabilities, leads to a wide range of
possible results. First, some of the largest items in
these calculations are controversial. In particular,

net contributors including the Netherlands,
Germany and Sweden have repeatedly rejected the
view that the RAL is a liability of member states.
Moreover, requiring the UK to contribute to the EU
budget as if it continued to be a member until 2020
is problematic because these contributions have
to be seen in the context of the rights of member
states to have access to benefits, including access
to the EU's internal market. These rights can be
interpreted as assets departing members give up.
If the UK loses this access, it is difficult to justify
continued contributions.

Moreover, the approach as such can be questioned.
Countries joining the EU do not pay for EU assets nor
do they get reimbursed for EU liabilities. Joining the
EU very much follows the club membership logic,
not the divorce (or marriage) logic. A Brexit bill on
the basis of the club membership approach would
boil down to determining what belongs to club
membership (e.g., EIB may be a separate club) and
for how long membership fees are due. This shows
that the Brexit bill is ultimately a matter of political
negotiations, not just an accounting exercise.

In November 2018 the European Commission and
the EU reached an agreement on how to settle their
financial commitments to each other after Brexit.
Specifically, it sets out the financial commitments
that need to be covered, the methodology for
calculating the UK's share and details of the timing
of the payment schedule. It does not mention the
exact numbers, though.

As already mentioned before, the proposal was
defeated in Parliament in early 2019 (being one
part of the whole package) but it might still give
us an idea of how a compromise could look like in
the future. The agreement states that the UK will
further participate in the annual budget of the EU
until the end of the current multiannual framework,
i.e. until the end of 2020. It will contribute to and
benefit from the various EU programmes that
are funded under the current framework until
they close. Gross contributions of the UK to the
EU budget are projected to be around 18bn Euro in
2019 and 2020, respectively.
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Table 2 Possible liabilities, commitments and offsetting assets by end-2018, in bn Euro

Barker (2017) Darvas et al. (2017)
Reste a liquider (RAL) 241 248.8
Significant legal

143.4 148.7
commitments (SLC)

29 182.5

Other planned

(Incl. Connecting Europe Facility:
10.1, Copernicus: 2.9 and EU Fund

commitments (OPC)

(E.g. Common Agricultural
Policy (CAP) payments and

for Strategic Inv.: 16) administrative expenditure)
Pensions 63.8 63.8
Continaent liabilities Guarantees: 23.1 Guarantees: 27.6
9 EU loans: 56.1 EU loans: 52.7
Cash: 21.7

EU Assets Properties: 8.6

Assets available for sale: 13.9

Properties: 8.7
Fin. assets av. for sale: 9.6
Other assets: 1.0

Possible range for UK liabilities
(excluding upfront payments for
guarantees and loans)

24.5-60.9

25.4-65.8

It was also agreed that the UK will contribute to
the financing of the RAL that are outstanding at 31
December 2020. The OBR estimates that the UK's
net RAL payment—the difference between the UK's
gross RAL share and RAL receipts— amounts to
271bn Euro in total. Moreover, the UK will contribute
to the financing of the EU's liabilities that are
incurred before 31 December 2020. Liabilities with
corresponding assets can be excluded, as will
assets and liabilities related to the spending and
financing of the EU budget (Keep, 2018). Pensions
and other benefits of EU employees are the
largest amount of liabilities amounting to €73bn
at the end of 2017. The EU’'s pension scheme is
unfunded and works on a pay-as-you-go-basis
meaning that costs need to be covered once they
arise. Itis therefore likely that the UK will contribute
to pension payments over many years, possibly
decades. The OBR expects the UK share of pension
liabilities to be in the range of 9bn to 10bn Euro in
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present value terms. With respect to contingent
liabilities, the UK has agreed to remain liable for
its share at the date of withdrawal. For the case
of contingent liabilities that relate to legal cases,
the cut-off date is extended to 31 December 2020.
With respect to areas outside the EU budget, the UK
will receive back its share it has paid as capital into
the European Investment Bank, which amounts to
around 3.5bn Euro and a relatively small amount of
capital paid into the European Central Bank.

Summing up all terms, the OBR estimates—like
those of the HM Treasury—project total settlement
costs to be between 40bn and 45bn Euro between
2019 and 2064 for the UK, including its contribution
to the annual budget in 2019 and 2020. The major
part of the payments will be made by 2022 with
substantially smaller tranches afterwards, mostly
for pensions as they accrue. There is considerable
uncertainty attached to the projections, however.



Actual payments depend, among other things, on
the relative performance of the UK's economy as
compared to other member states which determine
its contribution to the annual budget in 2019 and
2020. Moreover, as payments are to be made in
Euros, actual pound values are subject to future
exchange rate movements as well.

The Impact of Brexit on the
Budget of the EU27

The EU27 will need to decide how to adjust the
EU budget after Brexit — particularly so with
the beginning of the new multiannual financial
framework in 2021. Since the UK is a significant
net contributor, EU27 states either need to cut
spending, increase contributions or a combination
of both. According to estimates of the Office
for Budgetary Responsibility, the British net
contribution is projected to be between 8.5bn
Pound and 9.5bn Pound until 2019, already taking
into account the UK rebate. The British rebate has
undergone several modifications during the last
three decades but still allows the UK to keep two
thirds of its annual net contribution. It is financed
by the other 27 members, but Austria, Germany, the
Netherlands and Sweden pay only a quarter of their
regular share.®

The long-term Brexit-Gap would be smaller if the
UK continued to make significant contributions
after leaving the EU. This could happen if it
retained its membership in the EU Single Market
and Customs Union, along the lines of the Norway
model. Currently, such a scenario seems unlikely
as the UK government has ruled out both making
large contributions to the EU budget after Brexit
and the jurisdiction of the European Court of
Justice in the UK. Future relations could resemble
the relationship between Switzerland and the EU
with its roughly 120 sectoral-differentiated bilateral
trade agreements.® Of course, the freedom for the
movement of people would be a critical issue, as
it is for Switzerland. The 12-point plan of the UK
Ministry that governs Brexit negotiations is not
specific about the UK's participation in future EU

programs. It mentions, however, that “there may be
European programs in which we [the UK] might want
to participate. If so it is reasonable that we should
make an appropriate contribution.” Estimates of the
Centre for European Reform suggest that if the UK
were successful in negotiating an agreement like
Switzerland, its net contribution would fall by 55%.
Looser arrangements such as those with Canada
or Turkey would allow the UK to avoid paying into
the EU budget at all but would entail more limited
access to the EU's markets.

In the following, we assess the impact of the Brexit-
Gap on the size and composition of contributions
from other EU members on the basis of the
EU budget in 2015. EU revenues, amounting to
146bn Euro in 2015, were composed of 21bn
Euro from the UK in the form of gross payments
(already taking into account the UK rebate of 6bn
Euro), 116bn Euro from other members (incl. the
contributions to finance the UK rebate) and around
9bn Euro from surpluses from previous years as
well as other smaller financing sources. Depending
on the assumptions made about how to deal with
the EU expenses previously assigned to the UK
(around 7bn Euro in 2015) and the amount of future
net contributions of the UK to the EU budget—
through participation in certain EU programs or via
tariff payments—it is a relatively straightforward
mechanical exercise to determine the extra burden
for the other EU members. We take the size of
the EU budget, VAT and GNI contributions as well
as traditional own resources for each country
as given and redistribute the Brexit-Gap and the
sum of previous contributions for the funding of
the UK rebate according to the GNI of the EU27.
Existing rebates, specifically the reduced VAT
contributions for some countries, are kept to allow
for comparability with the status quo. We focus
on the changes in gross and net contributions of
individual member states.”

In Table 3, we describe two key scenarios together
with the corresponding change in the financial
burden for each country. Exchange rate movements
or inflation rate dynamics are not considered. EU
budget figures of 2015 are the most recent data
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Table 3 Change in contributions with and without expenditure cuts, in million Euros

Brexit Gap: 14bn, Brexit Gap: 14bn,

No expenditure cuts Expenditure cuts: 14bn

Changein % changein Newnet : Change % change Change New

gross/ gross contr. contr. in gross in gross in net net

net contr. contr. contr. contr. contr.
Belgium +391 +7.1% -1090 -89 -1.6% +202 -1280
Bulgaria +39 +8.1% -2206 -10 -2.1% +152 -2093
Czech Republic | +143 +9.2% -5390 -32 -2.1% +419 -5113
Denmark +265 +10.5% 1257 -50 -2.0% +144 1137
Germany +4634 +16.5% 21746 +1069 +3.8% +2715 19827
Estonia +18 +87% -214 -5 -2.3% +87 -146
Ireland +178 +97% 9 -32 -1.7% +222 53
Greece +167 +12.5% -4699 -36 -2.7% +911 -3956
Spain +996 +9.9% -2610 -250 -2.5% +1 547 -2065
France +2102 +10.2% 8240 -465 -2.3% +1358 7 496
Croatia +44 +11.2% -163 -6 -1.5% +10 -197
Italy +1515 +9.5% 5097 -369 -2.3% +1048 4630
Cyprus +14 +6.3% 41 -6 -2.5% +16 43
Latvia +23 +10.0% -723 -5 -1.9% +113 -633
Lithuania +32 +8.2% -455 -9 -2.3% +205 -282
Luxemburg +40 +10.8% -1243 0 0.0% +29 -1254
Hungary +97 +9.1% -4 458 -25 -2.3% +507 -4049
Malta +7 +7.2% -23 -2 -2.3% +12 -18
Netherlands +1009 +12.7% 6597 +227 +2.9% + 504 6092
Austria +505 +18.5% 1444 +119 +4.4% +364 1303
Poland +388 +9.2% -8734 -87 -2.0% +1 545 -7577
Portugal +162 +9.9% -787 -40 -2.4% +623 -326
Romania +146 +10.1% -4945 -35 -2.4% +369 -4723
Slovenia +36 +8.9% - 501 -8 -2.1% +85 - 457
Slovakia +73 +10.5% -2965 -14 -2.1% +212 -2826
Finland +204 +11.0% 728 -38 -2.0% +144 668
Sweden +685 +17.0% 3236 +160 +4.0% +378 2929
Budget H H
% GNI) { 1.15% ;1,03%
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available. We take into account that the total net
contribution of the UK is slightly above average
compared to the previous years (14bn Euro in 2015
vs. 8.5bn Euro on average over the period from
2070 to 2014). Note that we define the Brexit-Gap
as the difference between UKs’ total contributions
and receipts for a complete picture of UK net
payments to the EU.

First, we take contributions and receipts of the
UK out of the 2015 budget and fill the resulting
gap via higher GNI contributions from remaining
EU27 members. All countries face an increase in
contributions between 8% and 10% relative to their
previous gross contributions in 2015. Germany,
the Netherlands, Austria and Sweden face larger
increases of up to 18%, which reflect previous
rebates on their respective UK rebate contributions
that we expect to expire after Brexit. The relative
increase in gross payments to the EU budget is
comparably moderate in relative and absolute
terms for most countries. Germany would face the
highest increase with more than 4bn Euro in terms
of extra gross payments. Leaving expenditures
untapped, the EU budget's total size would rise
substantially from less than 1% without Brexit
in 2015 to 1.15% given that the second-largest
economy in terms of GNI is leaving the EU.

The right-hand side of Table 3 illustrates an
alternative scenario in which EU spending would
be reduced by the same amount as the net
contributions of the UK. Changes in gross payments
reflect differences in previous contributions to
the funding of the UK rebate. With respect to net
contributions, budget cuts will make net recipients
of EU funds worse off while net contributors would
improve their net payment balance. For example,
Germany pays 26 cents of every marginal Euro
spent by the EU, according to its GNI-share among
the remaining EU27, but receives only 12 cents in
return, averaging over all payments from EU funds
between 2007 and 2013. Cutting EU expenses
and revenues by one Euro would therefore reduce
Germany’s net contribution by 14 cents; cutting
annual expenses by 14bn Euro—possibly the most

natural response to a structural Brexit-Gap—would
reduce the extra burden from Brexit by almost
2bn Euro with a new annual net contribution of
around 19.8bn Euro. Other countries, especially
Poland, Portugal and Greece, would see their net
payment balance worsen substantially as they
benefit most from EU funds under the current
system. Gross contributions of Poland would be
reduced by 87 million Euros, but together with
cuts in receipts from EU programs the overall net
contribution would rise by 1.5bn Euro. Despite
some substantial worsening of its net payment
balance, it would still be the greatest beneficiary of
the EU, followed by the Czech Republic (5.1bn Euro)
and Romania (4.7bn Euro).

The results illustrate that the distribution of gains
and losses in terms of net contributions is highly
sensitive to the way in which the EU budget
will be adjusted in response to Brexit. While the
magnitude of the financial burden that needs to be
absorbed seems manageable relative to the size
of the public sector in the EU, it is significant as a
share of the EU budget and the absolute change
in net contributions can be considerable for some
countries. It is therefore likely that new systems
of rebates will need to be introduced to achieve
consensus about the burden distribution.

Given that Brexit will lead to significant financial
pressure on the EU budget, this may be the right
moment to think about a more extensive reform
of the EU's finances in order to improve its
effectiveness on the expenditure side as well as
transparency and perceived fairness on the revenue
side. The current system, as is often claimed,
has created a vicious circle where beneficiaries
and contributors are often pitched against each
other in a perceived zero-sum game that leaves
member states neglectful about the true value of
being part of the EU. If citizens were able to see
the link between the resources made available to
the EU and its progress on the most challenging
issues in the EU, it is hoped, it would reinforce
the legitimacy of and political support for the EU
budgetary spending.®
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Adding up Income Effects and Fiscal Redistribution

Next, we bring income and financial redistribution effects together.

Table 4 Effects on Gross Real Income and Maximum Fiscal Costs, in bn Euros

Real Gross Incomes

1: 2: 3: Maximum

WTO Global Britain FTA Fiscal Costs
Austria 0.36 0.36 0.16 0.51
Belgium 1.77 1.77 0.80 0.39
Bulgaria 0.08 0.08 0.05 0.04
Croatia 0.04 0.04 0.03 0.04
Cyprus 0.08 0.08 0.04 0.01
Czech Republic 0.36 0.36 0.12 0.14
Denmark 0.77 0.77 0.41 0.26
Estonia 0.04 0.04 0.02 0.02
EU27 29.56 29.76 13.49 14.00
Finland 0.33 0.33 0.14 0.20
France 3.63 3.63 1.92 2.10
Germany 6.71 7.00 2.62 4.63
Greece 0.21 0.21 0.13 0.17
Hungary 0.25 0.25 0.09 0.10
Ireland 4.08 4.06 1.85 0.18
Italy 2.26 2.26 0.97 1.52
Latvia 0.05 0.05 0.02 0.02
Lithuania 0.08 0.08 0.04 0.03
Luxembourg 0.87 0.90 0.25 0.04
Malta 0.12 0.12 0.05 0.01
Netherlands 3.12 3.05 1.52 1.01
Poland 1.07 1.07 0.54 0.39
Portugal 0.28 0.26 0.14 0.16
Romania 0.18 0.18 0.09 0.15
Slovakia 0.04 0.04 0.02 0.07
Slovenia 0.27 0.26 0.19 0.04
Spain 1.48 1.48 0.74 1.00
Sweden 1.03 1.03 0.52 0.68
United Kingdom 30.21 24.88 12.66 -14.00

Source: Income effects from Felbermayr et al., 2017a.
Notes: Maximum fiscal costs according to Table 3, first column.
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Figure 5 Share of Fiscal Effects in Total Net Income Effects of Brexit,
WTO Scenario and Maximum Fiscal Costs, in %
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Source: Felbermayr et al.,, 2017a and Table 3, first column; own calculations. Notes: Share of maximum fiscal costs in
maximum total losses (VA effects in the WTO scenario plus maximum fiscal costs) in percent.
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Table 4 provides Brexit effects on real GDP in billion
Euros and adds maximum fiscal costs, as outlined
in Table 3, first column. Under WTO rules, the EU27
losses amount to 29.6bn Euro in real GDP per year.
The costs for the UK total 30.2bn Euro per year. In
absolute terms, the UK loses slightly more than
the EU27 altogether. Fiscal costs are at present
difficult to quantify as they are subject to ongoing
negotiations and future budget adjustments.
Even if the UK reduces fiscal costs completely,
Brexit would not turn out to be a positive case, not
even under an ambitious FTA with the EU. On the
contrary, precisely with a FTA the UK would have
to expect further transfers to Brussels. Fiscal costs
for EU27 countries would increase with Brexit.
Assuming no adjustment in the EU's expenditure
structure and that the fiscal gap in the EU budget
is filled proportional to GNI, Germany would have to
contribute an additional 4.6bn Euro and France an
additional 2.1bn Euro. Net recipients would receive
lower transfers. In Poland this would be 0.1% of
GDP. The consideration of fiscal costs leaves the
UK slightly better but the EU27 worse off. In the
unlikely event of no more UK net payments to the
EU budget, the EU as a whole reports a net loss of
43.5bn Euro in the WTO scenario, 11.3bn Euro of
which are allotted to Germany alone.

The maximum fiscal costs of Brexit for the EU
amount to 32% of maximum total effects. However,
a high degree of heterogeneity among EU members
exists. Figure 5 illustrates that the fiscal costs for
Slovakia account for 62.3% of simulated total Brexit
costs. Austria, Croatia and Romania show a share of
more than 45% in total net income effects. Ireland,
Luxembourg and Malta exhibit the lowest shares
with less than 6%. This demonstrates that EU
members have quite diverging incentives to focus
either on a rapid conclusion of a comprehensive
FTA or on continuing high fiscal transfers of the UK
to the EU budget in Brexit negotiations.
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Conclusions

The decision of the UK to leave the EU has been
a watershed moment for the European integration
project. We provide some empirical foundations
for the political process by quantifying potential
economic consequences of Brexit in various
counterfactual scenarios.

The ex-post analysis of trade integration shows that
the EU membership effect for the UK is asymmetric.
Hence, reductions in tariffs and the harmonization
of standards by the EU have had a clear positive
impact on trade relations. These benefits from
European integration—on both sides—are now
at risk. The ex-ante analysis of various future
arrangements between the EU and the UK finds that
Brexit would in fact lead to a considerable decline
of goods and services trade between the UK and
the EU27 countries. The effects on real GDP per
capita show that Brexit is more expensive for the
UK than for the average EU27 country. We clearly
visualize that the idea that a few new FTAs could
compensate the losses from leaving the EU is far-
fetched, while an ambitious FTA between the UK
and the EU would help to reduce the losses from
Brexit dramatically for all countries involved.

The analysis of the one-off divorce bill and of
the impact of Brexit on the future EU27 budget
indicates that the outcome will essentially be a
result of political negotiations, which reflect not
just budgetary issues but wider aspects of Brexit,
including future trade relations. The EU's response
to spending cuts caused by Brexit as opposed to
higher contributions from remaining members is a
political question to be solved. It would be a good
opportunity to achieve a reform of EU spending
towards a greater weight on policies where EU
involvement generates added value.



The consideration of fiscal costs compared to
income losses from Brexit leaves the UK slightly
better off and EU27 members worse off. Even if the
UK were able to reduce its net contribution to the EU
budget to zero, which is unlikely given that the UK
will want to participate in future EU policy initiatives,
Brexit would still give rise to high economic costs
for the UK. For the EU27, we find a high degree of
heterogeneity when combining income and fiscal
costs. This is important for Brexit negotiations, as
EU members have diverging incentives to focus
negotiations either on a rapid FTA conclusion with
the UK or on continuing high fiscal transfers of
the UK to the EU27 budget—particularly under a
comprehensive FTA.

The final outcome of the Brexit negotiations will
shape the relationship between the EU and the UK
for many years to come. Even though the UK will
likely leave the EU, there still exists great potential
for future cooperation, not only in trade but also in
areas like science, education, culture, foreign policy,
and security. Avoiding a failure of the negotiations
and minimizing the costs of Brexit for all parties
involved is a key responsibility of policymakers
on both sides. m
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Notes

1 See Felbermayr et al. (2017b) for econometric details and special challenges arising from modelling
the Schengen Agreement.

2 Dynamic gains from commercial liberalization have been demonstrated in many studies; see Sampson
(2016) for a current example and further references.

3 We show the DCFTA and the WTO scenario, as the latter and the Global Britain scenario typically
show rather similar trade effects for the German-UK trade pair.

4 Inatransitional phase following Brexit in 2019, Britain could negotiate its new status, adjust smoothly
and discuss details of its long-term relationship with the EU. The transitional phase may have budgetary
implications as well.

5 In addition to the UK, several other net contributors to the EU budget have made the case that their
contributions represent an excessive budgetary burden in relation to their wealth and negotiated correction
mechanisms of their own. These include a reduced VAT contribution for Germany, the Netherlands and
Sweden which is fixed at 0.15% for 2014-20 while all other members have a rate of call of 0.3%. Moreover,
Austria, Denmark, the Netherlands and Sweden benefit from gross lump sum reductions in their annual
GNI contributions.

6  See, e.g., Cameron (2017) for a discussion of the different trade agreements.

7  Net contributions are often criticized for being a poor indicator of benefits that members get from
either EU membership or the EU budget, see High Level Group on Own resources (2016). But given
expenditures changes in net contributions are an appropriate indicator for the distribution of the financial
burden implied by Brexit as far as it affects the EU budget.

8  See Blttner et al. (2017) for a recent proposal of how to restructure the financing of the EU.
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