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ABSTRACT 
In this thesis, I investigate the situation wherein the United Kingdom (UK) withdraws its membership of the 

European Union (EU), concentrating on the economic consequences hereof. I provide a description of the 

UK’s history with the EU and the possible frameworks for their future relationship. I produce analyses of the 

economic changes to UK trade, with a focus on the benefits of the Single Market, the City of London and the 

financial sector, and the labour market in response to changes in immigration. I discuss the probability of 

each possible future relationship based on UK and EU preferences, evaluate the consequences for the UK. 

Overall, my findings suggest that the UK will negotiate a Free Trade Agreement (FTA) with the EU, yet will 

suffer significant economic repercussions from exiting the Union. This is largely because the UK will have 

to give up sovereignty in trade for market access, and the UK is disinclined to do so. 

  

INTRODUCTION 
In January 2013, David Cameron, the British Prime Minister, held a speech wherein he pledged to hold an 

in-out referendum on the UK’s membership of the EU before the end of 2017 (CEP 2014). UK citizens are 

increasingly discontent with the EU, its agenda of increasing integration and the large inflow of EU migrants 

to the UK labour market (Glencross 2015). Further, the Conservative party is split in two on whether to 

remain or leave the EU (Whyte 2015). The referendum commitment is a political move by the Conservative 

government to appease its base, as well as the constituency. Hence, Cameron has promised to renegotiate the 

terms of UK membership in the EU, in the hope that UK citizens will choose to stay in the Union on the 

back of more favourable membership terms. The referendum then creates pressure for reform in the EU, as 

the other member states face a realistic risk that the UK withdraws its membership. The EU has recently 

fought tooth and nail to keep Greece in the eurozone, and it would make sense that it would go even further 

to keep the third largest economy in the EU. Finally in November 2015, Cameron announced UK’s demands 

for reform to be: 

1) To protect Single Market rights for the UK and other members outside the eurozone, guaranteeing 
non-discrimination of non-euro countries. 

2) To put competitiveness in the forefront and reduce regulation and bureaucracy that burdens business. 
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3) To exempt the UK from commitment to pursue an “ever closer union” in the form of greater 
integration among EU countries, and instead strengthen the role of national parliaments in the EU’s 
decision-making. 

4) An agreement to let the UK limit welfare benefits for European migrants for four years after they 
arrive in the country (Altinget 2015). 

New membership terms can come in one of two ways, either through unilateral changes that benefit the UK 

alone or through an overarching reform of the EU in line with UK preferences. The first two demands 

require a reform of the EU, whereas the last two fall under unilateral changes. Though originally, the UK 

government sought to remove entirely the pledge of working towards an “ever closer union” from the 

treaties, just as it had been on the table to restrict European migrants’ access to the UK altogether (Glencross 

2015). Part of the official demands then were softened to make them more palatable, however, they still 

touch upon agendas that have become central to the EU project. EU citizenship and the accompanying rights 

for instance, are one of the most fundamental and symbolic rules, and denying EU migrants benefits would 

constitute discrimination under EU law. Since treaties can only be amended with the agreement of all the 

states that signed them, even the two demands of unilateral changes will require the agreement of 27 

counterparts, hence it is hard to imagine a situation in which all demands are accepted. 

The demands should reflect the preferences of the UK population, though it is uncertain whether UK voters 

will choose to remain in the EU, whether it is in its current form or on the back of a reform. Altogether it is 

questionable whether the EU will agree to these demands, just as it is uncertain that UK voters will choose to 

maintain EU membership. Hence, it is highly relevant to investigate a situation wherein the UK is no longer 

a member of the EU. The initial sentiment for joining the Union was to promote trade, though integration of 

the member countries has far exceeded that, and the UK economy is interconnected to the other members on 

many different levels. Hence, it begs the question how the UK economy will fare outside the EU, and 

whether it stands to gain or lose from Brexit. Thus my research question is: 

Is withdrawal from the EU justified from a purely economic perspective? 
Taking the demands for reform as UK preferences, can the UK achieve these by standing outside the EU? 
 
In order to answer my research question, I will investigate the key areas of integration with the EU economy, 

defined as the trade relationship, the financial sector, and EU migration. I will analyse the importance of EU 

membership in these areas, what the membership has achieved, and discuss how this will change after 
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Brexit. I will analyse the possibilities for future frameworks for an EU-UK relationship in order to determine 

the UK’s economic outlook. Further, I will look into the consequences of Brexit for the EU, in order to 

determine the EU preferences for a future relationship. 

CHAPTER 1: METHODOLOGY 

1.1 Delimitations 
This thesis explores the economic consequences that will arise, if UK citizens vote to exit the EU. At current, 

the UK government is pushing for a reform in the EU, hence the UK may face improved conditions in their 

EU membership before the referendum. However, developing assumptions about the outcome of reform 

negotiations is beyond the scope of this thesis, and it is not the primary aim of this dissertation. I will focus 

on comparing the current conditions to the ones the UK may face as a non-EU member. Furthermore, I 

cannot cover all areas of the economy that will be affected by Brexit, and I have instead focussed on three 

main issues. Regulation is a much-debated topic with regards to Brexit, though there has been no convincing 

evidence to explain the economic consequences of EU regulation. Hence, I have chosen to focus on areas 

that arguably will have large economic impacts on the UK, and for where there are developed theories to 

predict the outcomes. 

With regards to methods, I have chosen to rely upon estimates from professionals in the field, rather than 

collecting my own data through surveys or interviews. I am aware that I therefore have less control over the 

validity of the data and I will not be able to present a calculation that sets a number to the costs of Brexit. On 

the other hand, the approach I have chosen allows me to portray a broader perspective and to bring up 

different aspects of the consequences. I can depict the many uncertainties involved and thereby emphasise 

the impossibility of quantifying the economic costs with a number. 

1.2 Scientific Approach 
I have adopted critical realism as my scientific approach, which in turn has affected which theories and 

methods I employed in this thesis. According to critical realism, the main purpose of social science is to 

explain social phenomena and events by uncovering underlying mechanisms and structures. The social 

reality exists independently from the researchers, and is the product of interactions between pre-existing, 
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unobservable structures and agents. Hence, I will consider it insufficient to only study facts, as would be 

done in naturalism, nor to study the subjects and interpret the reasons behind their actions as from a 

constructionist viewpoint. Seeking a more comprehensive understanding, the critical realist perspective 

combines and balances components from both philosophies of science. Thus I acknowledge that naturalism 

can identify natural laws by isolating the object that I study, however, the real world cannot be characterised 

through such empirical regularities, hence, I must in addition uncover structures in the social world in order 

to find wholesome answers. Though, I recognise that while my aim is to produce true explanations, my 

knowledge will always be incomplete and infallible, hence I cannot expect to discover the universal truth. 

Hence, throughout my thesis I emphasise the uncertainty of my explanations and predictions. Further, I am 

aware of how my values will inevitably have affected my analysis and the resulting answers. Though, by 

taking a critical realist stance, I have recognised that human knowledge is cumulative and not linear. 

Accordingly, I have sought to revise my perspective and theories during the process, as I have gotten new 

knowledge. 

1.3 Methods 
My thesis combines a number of methodological approaches that vary according to nature of the subject 

matter and the different stages of the analysis. The primary method I employed was formalisation. 

Answering my research question required a broad base of knowledge and different kinds of data, thus, it 

would be too time- and space consuming to conduct my own studies. Since formalisation exists through 

borrowing from information found through other methods (Abbot 2004), I did not need to gather new data, 

but could instead utilise data found and calculated by professionals in the field. The challenge was to select 

the right data and combine it with the right methods. Formalisation is concerned with behaviour and 

structure and emphasises analyses of that which can be measured. Hence, it was ideal for helping me 

determine economic consequences of a change in a country’s international relations. It is a complex situation 

with many actors to consider, and a simplification of expectations of behaviour and interactions was 

necessary in order to make any predictions. 

In addition, I employed legal method in order to understand what conditions the UK would be facing after 

exiting the EU if no trade agreement was arranged. This would allow me to portray the worst-case scenario 
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for UK trade after Brexit. First, I determined the issue, being the commitments both the UK and the EU have 

made to the WTO regarding their trade. Then I identified the relevant legal sources, which included WTO 

treaties and EU’s schedules of commitments, as well as EU regulation of foreign products. The analysis 

consisted of a description of what the law requires in the specific situation and an exemplification of the 

economic consequences for trade based on EU tariffs for WTO members. I limited this part to only describe 

legal obligations rather than trying to intervene or solve the legal issue. This is because my aim was to 

ascertain an understanding of the framework that will constrain actors and their behaviour. As such my thesis 

circle around the broader debate of behaviourism and culturalism. In terms of social ontology I lean towards 

behaviourism and the idea that there exist regular patterns of behaviour and that inferences and calculations 

can be made based on expected, rational behaviour. One of the strengths of having methods that have a basis 

in this position is that it allows me to get tangible, even measurable results. Trying to make economic 

predictions I needed to make assumptions about behaviour. Thus, I for instance try to explain expected 

migration on the basis of wage and employment levels in the home and host countries. At the same time, I 

was aware of cultural influences, and included such arguments in my discussions, emphasising the 

uncertainty of predictions based on expected behaviour. For instance I pointed to symbolic and cultural 

reasons that businesses and employees would prioritise presence in London rather than within the Single 

Market that would be more profitable economically. 

The research strategy of this thesis has been to employ a variety of methods in order to arrive at a nuanced 

picture of my research subject. Part of my study is conducted using syntactic explanatory methods, so as to 

allow me to rationalise my approach, and for instance focus only on the facts of the law. Though I also 

included pragmatic methods, as I tried to shed light upon the significance of culture, politics and the roles of 

the different actors and their intentions. One might question, whether my methods are too conflicting as I 

both move between different explanatory programs, and position myself between a naturalist and 

constructivist perspective. Though, I would point to Abbott (2004), who argues that combining different 

views and methods will lead to greater accomplishments when producing serious heuristics. The different 

methods I utilise have different strengths and, hence, in some steps of the analysis, one theory will be more 

significant than in others. Thus I employ the methods in a way that they may correct the other methods. 
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My theoretic outlooks for interpreting the data were Intergovernmentalism and Neoliberalism. 

 
1.3.1 Intergovernmentalism 
Intergovernmentalism is a theory seeking to explain the process of European integration rather than the 

nature of the EU. The theory is based on realist assumptions about the role of state and thus states that 

national governments are uniquely powerful entities in the global arena. Hence, the nature and pace of 

European integration is decided by governments, who, in turn, seek to protect and promote national interests. 

The supranational institutions only gained power because national governments granted it, believing that was 

in the best interest of the nation. Therefore I have treated the UK as a single actor driven by the government, 

who seeks to promote national interests first and foremost. I have also taken this standpoint when predicting 

actions by other member states. While the national governments are the key arbiters, they are restrained by 

their position in the EU and their relative strength to the other member states. According to the theory, 

member states will accept integration where national interests coincide or state elites will participate in 

horse-trading in an attempt to preserve state advantages. For instance, eurozone states will seek to undercut 

the non-eurozone states in order to gain advantages. Member states will evaluate integrative decisions based 

on the impact on the national economy and on electoral implications for the governing party. 

1.3.2 Economic Neoliberalism 
Economic Neoliberalism is a theory that promotes minimal governance by employing economic efficiency 

arguments, instead of ideological reasoning. The theory assumes that in a free market, informal signals 

flowing through the economy determines market prices, as market information cannot be erroneous, free 

markets must produce the socially optimum equilibrium of goods and services. Government interference is 

considered disruptive, since agents can predict and undermine it based on rational expectations. The welfare 

level of the economy is determined by the amount of consumption enjoyed by each consumer, thus, 

production efficiency is the ultimate goal, achieved when the economy cannot increase output of one good 

without reducing that of another. This theoretic perspective allows me to identify the important actors and 

mechanisms in markets and to analyse the effects of barriers to trade and restrictions on labour- and financial 

markets. 
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1.4 Empirical Data 
My thesis draws heavily on primary sources. These consist of EU Press Releases, the EU Commission’s own 

websites and of original documents, having used a range of UK government issued publications, as well as 

data from the UK Office of National Statistics and the WTO trade statistics. Whenever possible, I have 

attempted to retrieve information directly from the source, usually the EU or the UK government, to ensure 

its credibility. These sources help me identify the intended action of the institutions, allowing me to better 

determine their incentives. As secondary data, I have employed a large number of textbooks, in addition to 

journal articles. With regards to data on EU FTAs I have relied on one source, as there are not many studies 

to be found on the subject. Consequently, my analysis of this issue is more likely to be flawed. In combining 

primary and secondary sources, I believe that I have limited the disadvantages of both. While primary 

sources may in some cases be biased, websites and journal articles interpret or review previous findings and 

thereby serve to support my analyses of the primary data. I used qualitative data in the form of journal 

articles that analyses single events of relevance to my areas of research, and quantitative data in the form of 

statistics on trade and migration, as well as calculations from specialists in the field. I do take reservations on 

the fact that most of the quantitative data has been based on estimates by third parties, who may have made 

different assumptions than I have. 

1.5 Structure 
In Chapter 2, I outline the development of the British membership of the EU along with the UK’s economic 

situation over time. Included are data on the current direct input and output to the EU budget and numbers on 

the current UK trade with the EU. The Chapter ends with a description of possible exit models. Chapter 3 

explores the consequences for UK’s trade in case of Brexit, and evaluates what can be gained on negotiating 

new trade agreements independent of the EU. I explore the ramifications of Brexit further in Chapter 4, 

where I discuss the implications for the City of London and the UK’s financial and commercial sector. 

Chapter 5 investigates the role of EU migration in the UK economy and answers whether UK public fears of 

CEE migration are well founded. Chapter 6 extends the analysis to cover the consequences for the EU, as 

these will influence the terms of exit for the UK. Finally, Chapter 7 discusses the probability of the possible 

exit models based on EU decision-making processes, and the preferences of the EU and the UK. 
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1.6 Abbreviations
CAP: Common Agricultural Policy 
CEE: Central and Eastern European 
CJ: European Court of Justice 
EC: European Community 
ECB: European Central Bank 
EEC: European Economic Community 
EFTA: European Free Trade Association 
EEA: Agreement on the European Economic Area 
EMU: Economic and Monetary Union 
EP: European Parliament 
ERM: Exchange Rate Mechanism 
EU: European Union 
FTA: Free Trade Agreement 
FTT: Financial Transaction Tax 
 

GATS: General Agreement on Trade in Services 
GATT: General Agreement on Tariffs and Trade 
IMF: International Monetary Fund 
MFN: Most Favoured Nation 
NT: National Treatment 
OCTA: Overseas Countries and Territories 
Association 
QMV: Qualified Majority Voting 
SEA: Single European Act 
TEU: Treaty of the European Union 
UK: United Kingdom 
US: United States of America 
VAT: Value-added Tax 
WTO: World Trade Organisation

 

CHAPTER 2: THE UNITED KINGDOM’S HISTORY IN THE EUROPEAN UNION 
"There are some in this country who fear that in going into Europe we shall in some way sacrifice independence and 

sovereignty. These fears, I need hardly say, are completely unjustified." 
Prime Minister Edward Heath, television broadcast on Britain's entry into the Common Market, January 1973 (cited in 

Podmore 2008, p. 173) 

When the UK government set out to join the EC, it was presented as a trading arrangement, rather than a first 

step towards an eventual political and economic union. As European integration moved forward, and UK 

national sovereignty was continually conceded, the public discontent with the EC grew. This has come to 

show in international media where the UK is the only member state to openly discuss leaving the Union, as 

well as in the several opt-out rights of EU policies and measures. Nevertheless, the UK has been one of the 

strongest powers in moving the European project, and notably the single market, forward. In this chapter, I 

will portray the development of the British relationship with the European Union and shed some light upon 

the background for the public discontent with the Union. Then I turn to the future by describing the options 

for a relationship with the EU after Brexit. Next, I provide an overview of the UK contributions to the EU 

budget, as well as the current trade relationship with the EU. 

2.1 UK and EU History 
The UK first applied for EEC membership in 1961, though the Kingdom finally became a part of EC in 

1973, along with Ireland and Denmark. Where they held successful referendums upon entry, the UK 

government, spearheaded by Prime Minister Edward Heath, took the Kingdom into the EU with no 
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democratic mandate. Instead, an “in-out” vote was introduced in 1975, allowing the UK government to put 

pressure on the EC and renegotiate the entry terms in the UK’s favour (Bache&George 2006). The Prime 

Minister tried to assure the public that there would be no erosion of national sovereignty and in the 

government’s white paper made it clear that EC membership would never be accompanied by a monetary 

union. The EC heads of government had already made a commitment to the achievement of an economic and 

monetary union (EMU) in 1969 upon the recommendation of the Commission (Bache&George 2006), and 

the Council had adopted a programme that would phase in EMU between 1971 and 1980. The UK, however, 

had unsuccessful experiences on federations based on single currencies from their colonies and the public 

feared another such arrangement (Podmore 2008). The referendum on continued membership of the EC 

barely passed with just 67.23% voting to remain in the EC. Shortly thereafter poles showed that a majority 

wished to leave (Vojtiskova 2014). 

The UK joined the EU in the hopes of increasing exports and reducing the costs of trade. At the time of 

entry, UK’s GDP growth was at an all time low at -1%, while inflation was accelerating to over 20%. 

Further, the UK had a considerable trade deficit and the national debt was rising (Pettinger 2012). The oil 

price shock came the same year the UK joined the EC and increased inflation further. The UK went into 

recession that in 1974 became a real recession. The UK, however, was not the only economy suffering 

structural weaknesses at the time. The slow economic growth combined with the oil crisis affected all the 

individual economies of the EC differently, and in 1974 the economic divergence was devastatingly 

apparent, eventually leading to a collapse of the first EMU experiment (Bache&George 2006). 

In 1979 the Prime Minister Margaret Thatcher took government, starting an era of deregulation and 

privatisation. 1980 and 1981 saw another recession, though the Thatcher government introduced a tightening 

of fiscal and monetary policies. In 1983, inflation fell to 4.9%, which was the lowest level seen in the UK in 

15 years. However, the lower inflation came at a high price. Unemployment in the UK rose from 1.5m to 

3.2m people in the same period. Economic growth was re-established in 1982, with GDP growth accelerating 

to 5% in 1988. Though, the economic expansion caused another rise in inflation and a rising current account 

deficit (Pettinger 2012). In 1985 the trade deficit in manufactured goods was at £3.345bn and by 1988 it 

reached an all time high of £20.81bn (Podmore 2008). 
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It is clear that the UK economy was in need of structural changes by the time the Kingdom joined the EC. 

Though, the membership was not off to a good start as the first two decades proved a difficult time for the 

economy. It was not openly apparent to the public what the benefits of membership were. Conversely, it was 

clear that the trade deficit was increased on account of the low barriers to trade within the community and at 

the same time, concerns about the economic contributions to the EC budget grew. It had been a central 

subject under the renegotiations in 1975, and the UK government had achieved a transitional arrangement 

that should limit the extent of UK contributions until 1980. In spite of this arrangement, the UK was the third 

biggest contributor already by 1976 and became the second the following year. It was clear that the UK 

would be the largest net contributor to the Community budget by 1980. Interestingly, the UK was the second 

highest net contributor, while also having the third lowest gross domestic product in EC. In other words, the 

UK contributed more than it should compared to its relative affluence in the EC. The reason behind the high 

contributions were (1) that the UK imported more goods from outside the EC, leading to higher import 

levies, (2) low income taxes, meaning that UK consumers spent more in proportion to the relative wealth of 

the Kingdom, and (3) payments from the EC were mainly dominated by the Common Agricultural Policy 

(CAP) and with a small and effective farming industry, the UK did not receive much in comparison to other 

member states. The Thatcher government pushed for a rebate immediately after being instated, and while 

was agreement in the EC about adopting a rebate, the member states could not agree on the extent of it. As a 

result, the UK started blocking policies in other areas, thus earning a more strained relationship with other 

member states. The situations escalated until 1982 where it became clear that the rebate had to be settled. It 

was won on UK terms in 1984 (Bache&George 2006). In turn, the governmental discontent with the EC 

lessened considerably, though there was still much public criticism of the EC (Wallace 1986). 

In 1985, heads of government agreed on the Single European Act (SEA) in the European Council. This was 

the first agreement on the Single Market. Since the end 1970’s, the EU had been marked by a slow down of 

growth and increasing unemployment, popularly referred to as “eurosclerosis”. The common market had not 

progressed enough and the continued fragmentation of the market came to be seen as a hindrance to growth, 

innovation, and international competitiveness. The solution was to create a continental market that would 

motivate European industrialists to invest in Europe. The Thatcher government had a strong ideological 
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commitment to liberalisation of the markets and had been advocating for international liberalisation since 

coming to power. Hence, the UK government became a strong force pushing for trade liberalisation in the 

EC. They proposed several initiatives for the reinforcement of the common market, as well as measures to 

create a more flexible labour market. Many others in the EC agreed with this stance. The former years of 

disputes between the UK and other member states had meant that the UK’s cooperation in the treaty was 

essential, and it was due to strong British support to the project that Jacques Delors, President of the 

European Commission at the time, chose the Single Market as the focus point for the re-launching of the EC. 

As Hellen Wallace (1986 p. 590) put it:  

“The internal market is important not only for its own sake, but because it is the first core Community 
project for over a decade (…) which has caught the imagination of British policy-makers” 

SEA introduced the freeing of the movement of capital, goods, services and labour inside the Community 

and came into effect in 1987. It also introduced a ‘multiannual framework programme’ for research and 

technological development, which the British government was very enthusiastic about. By 1992 SEA had 

become a great success that revived investment in Europe and lead to cross-border mergers and joint 

ventures. Nevertheless, not all negotiations went smoothly. The internal market required harmonisation of 

the national regulations, one area being the labour market regulation. The UK rejected the Social Charter 

because of a proposal on having worker representatives on company boards. The UK government considered 

it essential to create greater flexibility of the labour market, rather than extending employer responsibilities. 

A bigger problem for the UK, however, was the introduction of Qualified Majority Voting (QMV) into the 

Council of Ministers. The UK was against this measure, as it meant that the country would have less power 

going forward. The government only agreed because it was necessary for the achievement of the 

implementation of SEA by 1992, and because QMV only would apply to Single Market legislation and 

formal amendments of founding treaties. The discussions of trying for a new monetary union started up once 

again, as some considered it a necessary component for enabling SEA. The UK government had refused to 

enter the Exchange Rate Mechanism (ERM), though now that QMV was in effect, the UK could not block 

the motion. Thus, in 1989 the Council agreed to adopt a monetary union, and in 1990, the Kingdom entered 

the ERM. Though by 1992 the Kingdom was forced out of the ERM due to intensive speculative pressure to 
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devalue against their internal parities. The Chancellor of Exchequer accused the Bundesbank of neglecting 

the British currency, whereas the French Franc had been supported in a similar situation (Bache&George 

2006). In the two years of ERM membership, output had dropped by £79bn, manufacturing output had 

decreased 7%, and unemployment had risen by 1.4m people (Podmore 2008). 

In 1991 the Treaty of the European Union (TEU) was signed in Maastricht and came into effect in 1993. Of 

institutional changes the most important was the strengthening of legislative powers for the European 

Parliament (EP) with the co-decision procedure. The treaty paved the way for a future monetary union and 

included a new chapter on social policy. The UK managed to negotiate opt-out rights for both areas, 

allowing the Parliament to decide at a later time whether to participate in any. A key aspect of the new Union 

was the European citizenship that allows EU citizens to live in any EU country and to receive same rights as 

the domestic population. The UK later came to be adamantly against the EU citizenship, though at the time 

of introduction the government was positively inclined. The UK welcomed European labour, even from the 

Central and Eastern European (CEE) countries following the enlargement, where most other member states 

set up quotas for CEE immigrants (Bache&George 2006). It was the hope that that UK businesses would 

profit from access to the new markets, just as further EU integration was thought less possible with 

additional member states. The first steps towards enlargement were made in 1998 and 1999, opening up for 

accession negotiations with 12 CEE1 countries (Bache&George 2006). 

Several treaties then followed to prepare for the enlargement. Most important were the institutional changes 

for the legislative procedure, expanding QMV in the Council of Ministers, replacing unanimity as the 

standard voting procedure in 29 new areas. It was one of the most disputed subjects during the negotiations. 

Member countries each had articles they whished to exclude from QMV. The UK, however, was also keen to 

extend the QMV for trade to include services, in which they succeeded. 

In 2002, 12 member states adopted the euro as their sole currency. The UK did not enter this final stage of 

the EMU and the government decided not to hold a referendum. 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
1 1998: Cyprus, the Czech Republic, Estonia, Hungary, Poland, and Slovenia. 1999: Romania, Slovakia, 
Latvia, Lithuania, Bulgaria, and Malta. 



Sophie Natascha Vasbo  Master’s Thesis 
  International Business & Politics 

 

14 

Summing up, the UK did not enter the EC at a good time. The economy was struggling and the first two 

decades of membership was tainted by recessions, rising inflation, and high unemployment. Altogether, it 

did not set a good scene for the introduction of a new political system. It did not help that the membership 

was not purely about trade, as the public had been assured, and they continuously saw losses of sovereignty 

in new areas. On top of it all, the UK joined the beginnings of a monetary union twice, even though the 

voters had specifically been promised otherwise. 

The changing UK governments were in many cases reluctant towards EU integration, though the UK has 

also been a strong force for integration, not least when it came to creating the single market. Further, it was 

one of a handful of nations that welcomed enlargement of the Union with the entry of the CEE countries, 

albeit British attitudes on the subject have changed much today. 

2.2 Arrangements Following Brexit 
The UK would be the first member state to exit the EU, and accordingly, there is no precedence for 

establishing relationships with former member states. Though Algeria left upon its independence from 

France in 1962 and Greenland voted to leave the EEC in 1985. Greenland is still subject to EU treaties, as it 

is a part of the Danish Realm and thus took the opportunity to join the Overseas Countries and Territories 

Association (OCTA). Of course, OCTA will not be relevant as an exit model for the UK, rather it is a further 

complication, as countries part of the Commonwealth will likely loose their OCTA status when the UK exits 

the EU. In order to get an idea of the possible arrangements, I will in this section describe other models 

existing between the EU and some of its closest trading partners. I will discuss the probability of each model 

in Chapter 7, as well as their attractiveness to the UK. 

2.2.1 Membership of the EEA 
The European Economic Area (EEA) consists of the EU and three of the four European Free Trade 

Association (EFTA) countries2. Members of the EEA have unimpeded access to the Single Market, though in 

turn, they must implement all current and future EU Single Market legislation. They have little input in the 

drafting of Single Market policies and have no decision-making power. As they are subject to all four pillars 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
2!The EFTA countries are Norway, Liechtenstein, Iceland and Switzerland!
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of the Single Market, it is worth to note that the UK will be unable to impose immigration restrictions for EU 

citizens as an EEA member. The EEA agreement covers cooperation in other areas as well, including R&D, 

education, social policy, the environment and consumer protection. EEA countries are not part of the 

customs union, and hence are free to set their own external tariffs and pursue independent trade deals. 

Further, the agreement does not cover the EMU (EFTA 2015). EEA members contribute to the EU budget, 

based on the cost of the EU programmes in which they participate. Norway, for instance, contributes about 

£106 per capita, which is only 17% less than the UK contribution of £128 per capita (Vojtísková 2014). The 

Commission has previously suggested membership of the EEA for states who wanted more access to the 

Single Market, however, pointed out that they would have to be members of EFTA first, requiring 

unanimous agreement of current EFTA members (HCFAC 2013). 

2.2.2 Customs Union  
A less extensive agreement would be to join in a customs union, like the EU has with Turkey. Turkey faces 

no internal tariffs, though has to implement the EU common external tariff. The tariff rates are set by the EU 

with no Turkish influence. Turkey has no freedom to pursue independent trade agreements. Further, Turkey 

is not a full participant of the Single Market, hence the country has limited market access. Turkey has to 

comply with EU product standards and to a large extent, the acquis communitaire, notably with regards to 

industrial standards. The EU can suspend market access if Turkey fails to comply. Turkish exporters face 

two different sets of regulation, domestic and EU regulation, hence there is substantial duplication of 

products. 

2.2.3 Basket of Bilateral Agreements 
Switzerland is the only EFTA country that is not part of EEA, though being a major trade partner to the EU, 

the country has negotiated a basket of bilateral agreements with the Union. Switzerland has free trade in 

goods with the EU, though there is no overarching-agreement covering trade in services. Instead, they have 

agreements on several service sectors, though none for the financial sector, despite Swiss efforts. Officially, 

they have agreed to the free movement of labour, though a Swiss referendum in 2014 limited access of EU 

migrants. Switzerland gains access to the relevant parts of the Single Market in return for accepting the 
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corresponding aquis communitaire, and hence has not as great a loss of sovereignty as EEA countries. As 

there is no automatic acceptance of new EU legislation, new protocols must be negotiated to amend the 

agreements. Switzerland contributes about £53 per capita to the EU budget on the basis of its Single Market 

participation (HCFAC 2013). 

2.2.4 Free Trade Agreement 
With an FTA, trade with EU members would be tariff free, while the UK would have the freedom to conduct 

its own external trade policies. Based on current FTAs the EU has, the UK would come to face a trade-off 

between depth and sovereignty. In effect, the more extensive and deep the trade agreement, the more EU 

legislation the UK should subject to (CER 2014). The EU has a tendency to make demands on labour market 

regulation and health and safety standards for its FTA partners. Hence, like with the bilateral agreement, it is 

difficult to say how much the UK can adopt its own approach to regulation. 

2.2.5 World Trade Organisation 
If the UK fails to reach an agreement with the EU upon exit, trade between the two entities would be subject 

to their commitments under the World Trade Organisation (WTO). In essence, this means that the UK would 

face significant barriers to trade in terms of tariffs and quotas, and in some cases UK exporters would not 

even have market access. Further, the Kingdom will not have to abide by EU product standards and 

regulation, though exporters’ products would have to live up to EU standards in order to access the Single 

Market. 

2.3 Overview of the Basic Output and Input 
As formerly stated, the UK has been a net contributor to the EU budget from the very beginning of its 

membership. In this section, I will shed some light upon the UK’s economic contributions and receipts of 

today. I will describe how the contributions and the abatement are calculated, as well as the outcomes. 

Lastly, I will look into the effect of losing the receipts from the EU. 

The UK’s gross contribution is a function of Value Added Tax (VAT) receipts, gross national income, 

customs duties, and levies on sugar production (Keep 2015). Uniquely, the UK has abatement on its EU 
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contributions. It is calculated by taking the difference between UK’s percentage share of VAT contributions 

and UK’s percentage share of expenditure. This is multiplied by 0.66% and the total expenditure. In effect, 

UK’s net contribution is reduced by around 66%. It is not an exact number, as following elements are 

excluded from the deduction; (1) Overseas aid, (2) non-agricultural expenditure in member states that joined 

the EU after April 2004, (3) gains in the rebate calculation that are caused by the introduction of VAT 

capping and the gross national income resource, and (4) gains from increases in collection costs. The second 

point went into effect in 2009 and largely accounts for the sharp increase in the UK’s net contribution to the 

EU budget. Changing the rebate requires unanimity in the Council, meaning that the UK could veto any such 

(Keep 2015). Hence, it is not likely to change against UK wishes in future years. 

Table 1 

 

Above, Table 13 depicts UK contributions and receipts from the EU budget in the years 2008-2014. In 2008 

UK’s net contribution was £3.2bn. After the non-agricultural expenditures for new member states were 

excluded from the rebate calculations in 2009, the net contribution rose sharply in 2010 to £7.38bn. After 

years of steady increase, the net contribution fell in 2014 to £9.8bn, equivalent to 1% of total public 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
3 FEAGA: European Agricultural Fund of Guarantee 
EAFRD: European Agricultural Fund for Rural Development  
ERDF: European Regional Development Fund  
ESF: European Social Fund 
!
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expenditure and 0.5% of GDP. The net contribution is forecasted to fluctuate between £8bn and £9.9bn per 

year between the end of 2015 and 2020 (HM Treasury 2015). 

The UK has over the years received decreasing funds from both the ESF and the ERDF. Contrarily, the 

receipts for the agricultural sector have risen in the same period. The receipts from the structural funds are 

directed at regions where living standards fall short of the EU average. Exiting the EU will mean that 

additional public expenditure in these regions will be required at the very least for a transitional period. As 

the receipts from the EU budget in these areas have been declining, it is natural to assume that the need for 

development funding is also declining and it can be phased out relatively quickly. Funds for the agricultural 

sector, on the other hand, are rising and will require extensive support upon exit of the EU. And while the 

UK taken together is a net contributor to the EU budget, certain regions are depending on EU receipts. Wales 

and Northern Ireland for example are net beneficiaries of the CAP. 

In addition, it is not all EU funding that is represented in the official budget calculations. This is because the 

EU only counts expenditures to national and regional authorities as the public sector receipts in the EU 

budget. Nevertheless, UK businesses, NGOs, public institutions and public-private partnerships also receive 

grants due to individual projects. The EU funds 20% of the UK’s grants for scientific support, hence the UK 

would also need to increase research funding in order to maintain the country’s scientific base upon Brexit 

(CER 2014). According to the Commission’s Financial Transparency System, the UK received £1.228bn in 

funding from the EU that are not part of the public sector receipts in the EU-Budget (EU Commission 

2015b). Subtracting the funding from the UK’s net contribution, the actual net contribution is £8.579bn. 

Overall, the UK still contributes more to the EU budget than it receives in return. However, certain sectors 

and regions would suffer great losses upon an exit of the Union, and as the net beneficiaries of EU funds are 

so centred in the UK, it will be necessary to cover the differences for at the very least a transitional period.!

2.4 Trade with EU Member States 
By being a member state of the EU, the UK is part of the world largest internal market, consisting of 508 

million people and with a total GDP of $18.46 trillion (World Bank 2015). This economic zone gives UK 

businesses ample opportunity to export their goods and services, unrestricted as they are by customs duties 

or tariffs, or different sets of regulations. In this section, I will investigate what the EU membership has 
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meant for UK trade. Firstly, I will explain the current trade relationship with the EU. Next, I will describe the 

UK’s exports to the EU and future growth opportunities. Next, I will present a similar description of UK 

exports in services and FDI flows. 

2.4.1 Current Trade 
In 2014, UK exported what amounts to £227bn of goods and services to other EU member states. That was 

44.6% of total UK exports. The same year, the UK imported for £288bn, that is 53.2% of the Kingdom’s 

total imports (Webb et al. 2015). The UK has run a trade deficit with the EU since 1998, which reached 

£61bn in 2014. In 2013 the UK was reported as having the biggest trade deficits with Germany, China, and 

the Netherlands, whereas its biggest trade surpluses were with the US, Ireland, and the United Arab 

Emirates. The EU is the UK’s main trading partner, though the share of UK trade accounted for by the EU 

member states has fallen consistently since 1999 (ONS 2015). The total UK exports to the EU has on 

average grown 3.6% each year between 1999 and 2014, whereas exports to non-EU countries grew 6.5% a 

year in the same period (Burrage 2014).  

Further, it has been argued that the share of UK trade accounted for by the EU is overstated due to the 

“Rotterdam Effect”. It is the theory that trade in goods with the Netherlands is artificially inflated, as goods 

that pass through Rotterdam can be recorded as exports to or imports from the Netherlands, even though 

their country of origin and end-destination are other countries. 16% of UK exports to the EU went to the 

Netherlands, equalling £23.4bn in value. Hence, these exports could in fact be destined for non-EU 

countries, just as well as they could be destined for other EU countries. Nevertheless, if total trade with the 

Netherlands were excluded, the EU would account for 42.5% of UK exports and 46.7% of UK imports, and 

thus the EU will still be the UK’s principal trading partner (Webb et al. 2015). 

2.4.2 Trade in Goods 
Goods represented two-thirds of all UK exports to the EU and three-quarters of UK imports from the EU 

(ONS 2015). In 2014 the total value of exports in goods to the EU was £148.2bn, while the Kingdom 

imported goods from EU for a total value of £224.62bn (OECD 2015). Hence the UK is running an extensive 

trade deficit in goods with the EU. Burrage (2014) found that the UK’s trade volume with the EU grew at 
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impressing 172% over the common market years. Though, after the introduction of the Single Market, the 

export volume only increased slightly. His findings indicated that the exceedingly rapid growth during the 

common market years could have lead to a point where demand for UK products was exhausted. In other 

words, the EU might be a mature market for UK goods. 

2.4.3 Trade in Services 
The UK’s overall services trade balance has been in surplus since the 1960s (ONS 2015) and two-fifths of 

the UK’s total exports are in services (CER 2014). The Kingdom has a strong comparative advantage in the 

services sector, especially for its financial- and business services. The UK’s trade in services with the EU has 

grown about twice the rate of EU economic growth since 1998. The trade balance of services with the EU is 

much more favourable than the one in goods, as the UK has been running a surplus since 2005 (ONS 2015). 

Trade exports to fellow member states grew by 68% between 1999 and 2011. In 2014 the UK exported 

services to the EU for £78.8bn. In the same year, the UK imported services for £63.38bn (OECD 2015), 

hence, the trade surplus of services in 2014 was £15,4bn. 

2.4.4 Foreign Direct Investment inflows 
The UK is the uncontested largest recipient of FDI in the EU. Indeed, it is the top destination in Europe for 

investment, having net inflows of £44bn in 2014. In pure capital investments, the Kingdom attracted £35bn, 

equalling 28% of the total capital investment on Europe (UKTI 2015). The UK is a major recipient of FDI 

from the EU, just as it is a major investor in the EU, and 46.4% of assets held in the UK by overseas 

residents and businesses was accounted for by the EU (ONS 2015). However, in terms of individual 

countries, the US is the largest source of FDI for the UK, accounting for 27% of the FDI stock, followed by 

France and India (UKTI 2014). UK inward FDI stock reached £1 trillion by the end of 2014. As the FDI 

stock reflects the historic inflows, it can be used as an indicator of long-term commitment of foreign 

investors. In other words, it shows the trust and confidence that foreign investors have in the UK economy. 

Hence, it is worth questioning whether the FDI stock will continue to increase upon Brexit, as investors’ 

trust in the UK economy might change. 
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Historically, the UK has been very open towards FDI even before the entry to the EEC, yet in the mid-1980s, 

where barriers between markets were removed in preparation for the Single Market the UK came to benefit 

significantly in terms of FDI. Between 1985 and 1992 alone, FDI inflows increased by 350%. The Single 

Market also impacted the flow of FDI within the EU. Between 1985-1988 intra-EU investments accounted 

for 30% of the total FDI involving the EU countries, whereas it was 62% for following five years, during the 

final stages of the implementation of the Single Market (UK Government 2005). The EU became the most 

important FDI relationship for the UK by 1999, a fact that 16 years later, still has not changed. The launch of 

the euro was expected to reduce the UK’s inward FDI significantly due to exchange rate instability and the 

UK’s decision not to join. As forecasted FDI flows coming from the EU fell by 80% from 2002 to 2003, 

though it was soon after countered by an upswing and ever since the EU’s share of UK FDI stock has 

remained steady, in spite of rapid increases in the UK’s total FDI inflows (UK Government 2005). Thus 

while the uncertainty of Brexit will influence the inflow of FDI, it is not certain that it will last in the long 

run. 

2.5 Trade with non-EU countries 
Emerging economies are expanding rapidly, and have over the last decades shown impressive growth in 

trade as well. Consequently, the UK might gain by leaving the EU and pursue new and more comprehensive 

trade agreements with emerging economies. Hence, in this section, I will summarise the UK’s current trade 

relationship with non-EU countries as well as the recent growth levels of UK exports to non-EU countries. 

This will allow me to make inferences on the UK’s prospects for increasing their trade volume outside of the 

EU in the next chapter. 

In Table 2, the top non-EU destinations for UK exports are listed, as well as the top origins for UK imports. 

Many of the same countries figure as both export destinations and import origins for the UK, and 

consequently their absolute trade volume with such countries are larger. In turn, it makes sense to arrange 

trade agreements with countries with which the UK are both large exporters to and importers from. The US 

and China are the largest trading partners outside of the EU, both in terms of exports and imports. At 12.8% 

of total exports, the US is a considerably more important export destination for the UK than China with 4.8% 
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and Switzerland with 3.6%, that are the second and third largest non-EU export destinations for the UK. On 

the import side, China is the largest non-EU origin for UK imports, accounting for 14.9% of total imports, 

and the US the second largest covering 6.8%. Of the top 12 non-EU export destinations for the UK, the EU 

only has preferential trade agreements with three, compared to four for import origins. Of this list, 

negotiations are under way between the EU and Canada, the US, India and United Arab Emirates, though for 

most it may be years before they are finalised and ratified4. The top non-EU destinations and import origins 

consist of both developing and developed economies, though a defining character is that most of these 

countries have large populations. 

Table 2 
Top non-EU destinations and import origins for the UK 2014 

Export Destinations 
Value £ 
billion 

% of total UK 
exports Import Origins 

Value £ 
billion 

% of total 
UK imports 

1 United States 37.35 12.8 1 China 36.1 14.9 
2 China 14.07 4.8 2 United States 28.2 6.8 
3 Switzerland 10.39 3.6 3 Norway 17.23 4.2 
4 Hong Kong 6.35 2.2 4 Switzerland 7.81 1.9 
5 United Arab Emirates 6.05 $8 5 Hong Kong 7.45 1.8 
6 South Korea 5.63 1.9 6 Japan 7.26 1.8 
7 India 4.82 1.7 7 Canada 7.2 1.7 
8 Japan 4.27 1.5 8 India 6.71 1.6 
9 Russia 4.14 1.4 9 Turkey 6.43 1.6 

10 Saudi Arabia 3.89 1.3  10 Russia 6.27 1.5 
11 Norway 3.75 1.3  11 Taiwan 3.52 0.9 
12 Australia 3.68 1.3  12 South Korea 3.2 0.8 

Countries in bold letters are those with which the EU has preferential trade agreements 
Source: Office for National Statistics 2015b  

Table 3 shows the 33 fastest-growing markets for UK exports of goods during 19 years of the Single 

Market5. The table shows that the implementation of the Single Market did not equal faster growing exports 

to the EU 11 than to non-EU countries. UK exports to 25 non-EU countries grew at a faster rate than the EU 

11. Seven of the ten fastest growing markets for UK exports in goods did not have preferential trade 

agreements with the EU. Whereas the exports to non-EU countries in terms of value was dominated by 

economies with large populations, the destinations with the highest growth in UK exports are dominated by 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
4 More on the EU’s trade negotiations in Chapter 3. 
5 For consistency, only the 11 EU countries that were members at the inauguration of the Single Market are 
counted as trade with the EU.  
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developing economies. This implies that there may be significant profits to be made from negotiating FTAs 

with developing economies, especially if they also have large populations. Additionally, it further supports 

the theory that some developed countries, EU member states specifically, may be mature markets for the 

UK, and that economies with rising middle classes show more promise in terms of increasing UK exports. 

Table 3  
The top 33 fastest-growing markets for UK exports of goods in the period 1993-2011 

  
Fastest-growing export 
destinations (goods) 

% Growth in 
19 years in 
US$ (1993)       

1 Qatar 16141 18 Argentina 186 
2 Vietnam 5043 19 Israel 171 
3 Nigeria 1268 20 Australia 159 
4 Turkey 651 21 Thailand 121 
5 Bangladesh 628 22 Bahrain 113 
6 Mexico 545 23 Brazil 112 
7 Russia 508 24 South Africa 100 
8 China & Hong Kong 492 25 South Korea 92 
9 Algeria 446 26 EU 11 81 

10 Canada 428 27 Pakistan 80 
11 Kuwait 368 28 Switzerland 66 
12 United Arab Emirates 413 29 Singapore 62 
13 Sri Lanka 286 30 Taiwan 41 
14 India 269 31 US 36 
15 Norway 255 32 Indonesia 27 
16 Columbia 244 33 New Zealand 22 
17 Egypt 190    

Countries in bold letters are those with which the EU has preferential trade agreements 
Source: Burrage 2014 

Table 4 
Fastest-growing markets for UK export of services in the period 1999-2010 

 

Fastest-growing 
export destinations 
(services) 

%growth in 
11 years in 
US$(1999)       

1 Iceland 256 11 Brazil 63 
2 Taiwan 231 12 Thailand 61 
3 India 189 13 EU 14 53 
4 Columbia 180 14 Norway 51 
5 Switzerland 161 15 Egypt 46 
6 Australia 124 16 Canada 44 
7 Morocco 114 17 Mexico 40 
8 China & Hong Kong 107 18 Indonesia 39 
9 Turkey 104 19 US 34 

10 Korea 99 20 Malyasia 31 
Countries in bold letters are those with which the EU has preferential trade agreements covering services 
Source: Burrage 2014 
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Table 4 shows the fastest-growing markets for UK export of services over 11 years of the Single Market. 

Again, 12 non-EU countries were faster-growing markets for UK exports. Another of the largest markets for 

UK services is the US, which was only the 19th fastest-growing importer of UK services. Preferential trade 

agreements covering services with the fastest-growing non-EU countries are even fewer than those covering 

exports. Hence, only one country of the top ten has a preferential trade agreement covering services with the 

EU, with a total of three agreements in the top 20. The fastest-growing export destinations for UK services 

are not like the exports in goods dominated by developing economies. Altogether, there is still much to be 

won for the UK in arranging more trade agreements covering services. 

As opposed to trade with the EU, the UK runs an overall trade surplus with non-EU countries, which it has 

done since 2012. In 2014 the trade surplus with non-EU countries reached a value of £27.8bn in 2014 (ONS 

2015). The EU does not have preferential trade agreements with many of the most important trade partners. 

Further, agreements covering services in the fastest growing markets for UK exports are even fewer than 

those covering the same for goods, a fact that should not sit well with a net exporter of services. Hence, it 

seems that there is ample opportunity to improve the UK’s terms of trade with important trade partners 

outside the EU. This opportunity will be discussed in the following chapter, though first I will briefly 

describe how the UK’s future relationship with the EU may look after Brexit. 

CHAPTER 3: CONSEQUENCES FOR TRADE 
In this Chapter, I will focus on the consequences for UK trade if the Kingdom were to leave the EU. I begin 

with describing what key parameters will come into play once a country exits a customs union, according to 

economic theory. Next, I cover the tariffs and customs that the UK would be subject to when exporting to the 

EU, if no trade agreement is negotiated upon exit. Further, I will calculate the duties applied to UK’s exports 

and imports in select key sectors, assuming the trade volume remains the same after Brexit. The next section 

covers the consequences for the UK-EU trade volume and the assessed costs of trade lost, followed by a 

section on the indirect costs of leaving the Single Market. Finally, I turn to external trade agreements, 

looking first at the FTA’s the UK currently enjoys through membership and discuss the opportunity cost of 

agreements with non-EU countries that the UK could make, were it not a member of the EU. 
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3.1 Economic Expectations 
A customs union is a group of countries that have agreed to trade freely amongst themselves and agree on a 

common external tariff to countries outside the customs union (Krugman&Obstfeld 2009). If there is no 

agreement that the UK shall continue as a part of the Single Market and the customs union after exiting the 

EU, there will be economic consequences. In theory, the main benefit of a customs union is trade creation 

(see Appendix A) in that it increases economic welfare. The reduction in tariff barriers leads to lower prices, 

in turn switching consumption to lower cost producers. The end result is higher output and more 

employment. In a customs union, there is an additional benefit from increased exports as other participating 

countries remove their tariffs, though according to theory, a country can gain solely from removing its tariffs 

without receiving reciprocation. Thus, when the UK exits the EU, theory predicts that economic welfare will 

fall, due to a switch to high cost producers, a fall in consumption and output. Government revenue will 

increase, though the change in producer surplus will depend on the difference between lost exports to the 

customs union and gains from retrieved domestic market shares. 

On the other hand, if the external barriers of the customs union are high, trade created through the union may 

simply have replaced trade with other countries. If such trade diversion has taken place, the UK could 

instead gain from trade creation with other countries after exiting the customs union and lowering the 

Kingdom’s barriers to trade. Hence, the fallout would depend on whether the EU has created trade rather 

than diverted it, as well as the new costs of doing trade with the EU as a non-member. 

Assuming that UK’s total export volume will decrease as a consequence of exiting the customs union, the 

UK will not be able to exploit comparative advantages (see appendix B) to the same extent as before, since 

companies will have a smaller market and less possibility of specialisation. When it in this way becomes 

more difficult to reach economies of scale, the average costs will increase and industries with high fixed 

costs especially, will be affected by the exit (Salvatore 2007). In addition, competition will be reduced, as the 

domestic industry is more protected due to tariffs. Thus they have less incentive to cut costs and improve 

efficiency, causing a loss of consumer surplus. 
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3.2 Tariffs and Customs for non-EU members 
In this section I will analyse the costs of continuing trade with the EU after leaving the Union, assuming that 

the UK does not negotiate a trade agreement with the EU. Both the UK and the EU are members of the 

WTO, hence tariffs between the two parties would be defined by their obligations to WTO agreements. Since 

1968, EU member states have had a set of common external tariffs on imports entering the Community 

(Civitas 2014). Therefore, the EU is considered a customs territory and it is treated in the WTO as one single 

contracting party. The most relevant agreements are the General Agreement on Tariffs and Trade (GATT) 

and the General Agreement on Trade in Services (GATS). The basic approach of these is to have member 

countries commit to reducing tariffs to a certain ceiling for each sector. 

The two foundational WTO principles that the EU and the UK are subject to are National Treatment (NT) 

and the Most Favoured Nation (MFN) principle. They apply across all sectors covered by GATT, including 

goods, services, and technology. NT is a rule of internal non-discrimination and it thus prohibits members 

from discriminating against other members in favour of their own domestic products or producers 

(Chow&Shoenbaum 2008). Hence, once a UK good has been cleared for EU customs, and tariffs have been 

collected, the EU must treat the good no less favourably than products originating in the Single Market. 

Exceptions are government procurement and government subsidies to domestic products. 

MFN, on the other hand, covers external non-discrimination and it entails that “any trade advantage given by 

a contracting party to a product originating in any other member country must immediately and 

unconditionally be given to like products originating in WTO member states” (Chow&Shoenbaum 2008, p. 

145). The MFN ensures that members do not discriminate in favour of or against any WTO members, and 

that WTO members are ensured the same if not better trade advantages as non-WTO members. Hence, the 

UK will be entitled to export all goods that the EU has agreed to subject to MFN, under the lowest tariff base 

that the EU is offering other countries. Preferential tariffs under FTAs and customs unions are excluded the 

MFN principle, as well as preferences for developing countries under the Enabling Clause6 

(Chow&Shoenbaum 2008). Nevertheless, a pitfall of the MFN is the phrase ‘like products’ referring to 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
6 The Enabling Clause allows countries to extend preferential treatment to developing countries without having to give 
the same treatment to other WTO members. This in turn opens up for possibilities for the UK to increase trade with 
developing countries while remaining former tariffs with other WTO members. 
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whether two products are substitutable. Whether two products are ‘like’ is decided on a case-by-case basis 

and depends on cross-price elasticity (see appendix C) of demand and the end-uses in the given market. If 

the WTO rules that two products are not ‘like’, discrimination is justified. Hence, the UK could encounter 

problems in this regard. 

Whereas barriers to trade in goods have been lowered considerably, the WTO has made little progress in 

opening up the trade in services. Indeed, it has been proven very difficult in general to liberalise services in 

multinational negotiations. GATT mainly covers trade in goods, hence GATS was created as a supplement. 

Unlike in GATT, NT is not mandatory for GATS, and while MFN is in theory mandatory, there are so many 

exemptions that it does not work in practice. WTO member states can choose which sectors they want to 

commit and whether they want to allow market access and NT for said sectors. EU member states retain a 

significant national discretion over services regulation and supervision, which the EU refers to in their GATS 

commitments. Hence, foreign service-providers face many different rules and regulations when exporting to 

the Single Market. Accordingly, barriers to trade in services usually come in the form of non-tariff barriers, 

such as domestic regulations. These are most often intended to meet social objectives or correct failures in 

supply, though in practice they also have a highly restrictive effect on market access for foreign companies 

(Miller 2015). For financial services, one of the most important service sectors for the UK, the EU has 

committed market access and NT, though with different exceptions for individual member countries, making 

it easy to exclude foreign services providers. Hence, the UK access to EU service markets will be limited. It 

would not improve the UK’s trade balance with the EU, if the trade in goods remains liberalised while trade 

in services becomes highly restricted, seeing as the UK is a net importer in goods and net exporter in 

services. In fact, it could skew the trade balance and increase the UK’s trade deficit with the EU. 

Another area of concern is how there are no comprehensive WTO agreements covering investments, though 

there are provisions in GATS and GATT. For instance, for sectors committed to in GATS, investments are 

protected if they concern services with on-site investments (GATS 1994). The Trade Related Investment 

Measure is a provision of GATT, but it only covers investments related to goods and hence is not a strong or 

very relevant provision. The UK would have to rely upon bilateral treaties for enabling EU investments, still 
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it should have ample opportunity to achieve a bilateral treaty on investment with the EU, as such are 

relatively straightforward to negotiate (Lester et al. 2012). 

The simple average of EU’s MFN tariff was 5.5% in 2013 (WTO 2014). However, it is more complicated to 

ascertain the tariffs the UK would face, as the EU will apply different rates depending on the kind of goods. 

To depict the customs duties the UK would face, I have constructed a table with the key products that the 

UK export to the EU, the corresponding duties they face, and the costs incurred. Table 5 thus depicts the 

costs incurred if the current export level was continued after Brexit. 

 Table 5 

Product Grouping 

Export Volume 
in millions of £, 
current prices 

MFN 
applied 
duty in % 

Cost of Duty in 
millions of £ 

Crude Petroleum 15301 2,8 428,428 
Fish 494 11,8 58,292 
Dairy Products 1096 52,8 578,688 
Beverages 2603 20,8 541,424 
Tobacco Products 197 20,8 40,976 
Clothing 4015 11,5 461,725 
Transport Equipment 22073 4,3 949,139 
Electrical Equipment 4836 2,8 135,408 
Other manufactures 4051 2,6 105,326 
Chemicals 15538 4,6 714,748 
Total     4014,154 

Source: WTO, UNCTAD and ITC publication on world tariff rates 2014, and UK Office for National Statistics on 
export volume.  

When applied to just ten key export areas, EU’s MFN duties amount to over £4 billion. Looking at the top 

export areas of transport equipment, chemicals, and crude petroleum it is evident that the duties are not very 

high, indeed, they all fall short of the simple average of EU’s MFN duty rate. Though in other key export 

product groups, the duties are significantly higher. Dairy products are facing the highest duties of an 

impressive 52.8%. The tariffs will serve as an increase in the unit price of each product, and accordingly, 

exports of these products should fall when the tariff is applied. I will elaborate on the effects on trade volume 

in the next section. 

3.3 Consequences for UK-EU Trade Volume and UK National Income 
In this section I will explain why the trade volume will change and why it is important to take both the 

changes that arise in imports and exports into account. Finally, I will provide an estimate of the welfare loss 

arising from lost trade due to the introduction of tariff barriers. 
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3.3.1 The Effects of Tariff Barriers 
When a product becomes subject to tariffs, the unit price increases, which in turn affects the consumers’ 

behaviour. Firstly, the price change will alter the attractiveness of substitute goods, meaning the consumers 

will, to an extent, turn towards goods that are similar to the original product as they are now cheaper in 

comparison. How large this effect will be, depends on how large the price increase is and how close 

substitutes can be found, as well as their relative prices. Second, the quantity demanded will fall, due to a 

change in the consumers’ purchasing power. The total effect of the price increase is the sum of these two 

effects, the substitution- and income effect (Frank 2008). Hence, when EU tariffs are applied to UK 

products, EU consumers’ demand for said products will fall. Consumers may reduce their consumption of a 

certain product or they may substitute it with others. Altogether, though, UK exports to the EU will fall, just 

as UK demand for EU products will. 

Eurosceptics are often arguing that the expected reduction in the trade volume should be considered a 

beneficial development, as the trade deficit with the EU will fall along with the trade volume. Yet, measuring 

the value of a trade relationship solely based on a deficit is misleading. Consider what would happen to the 

UK’s trade with the EU after leaving the Single Market. As the UK is now subject to the EU’s external 

customs and tariffs, the price of EU products will increase. In theory, the demand falls, when the price goes 

up. This is true, but the change in demand will depend on the price elasticity (see appendix D) of the 

individual products. Some goods make up only a small share of consumers’ budget and hence consumption 

might not change much for these upon a change in the price (Frank 2008). Though for expensive products 

like cars, the price increase will have an immense effect. The substitution effect should reduce the import of 

EU products, but only to an extent. Some products cannot be substituted, as for instance goods produced in 

specific regions, as is the case for wine from Burgundy. The demand will not fall significantly for this 

product group, yet now UK consumers would be paying more money for it. Moreover, there is no guarantee 

that UK consumers will substitute EU products with UK products. The closest substitutes at the best price 

might be produced by other non-EU countries. Rational choice tells us that the substitutes will be more 

expensive than the EU products before tariffs were added to the price, because otherwise consumers would 

have picked the non-EU product in the first place. Unless the general UK trade policy reverts to 
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protectionism, the UK will continue to be a net-importer, despite a decline in EU products, and altogether, 

the imports will become more expensive. In turn, consumers will face a lower budget constraint and their 

total demand will fall, including demand for UK products. Meanwhile many UK companies will be less 

price-competitive than their counterparts operating in the EU. Consequently, nations always have an interest 

in reducing the costs of trade with their largest trading partners, and it is the entire trade volume with the 

trade partner that should be the basis for analysis. 

3.3.2 The Costs of Tariff Barriers 
The Centre for Economic Performance (CEP 2014) calculated the costs of Brexit incurred by changes in 

trade, based on a quantitative trade model. They ran a scenario in which MFN tariffs on goods applied to 

UK-EU, and found that the increased trade costs would reduce UK national income with 0.14%. Further, 

they estimated the costs of an increase in non-tariff barriers related to regulations and legal obstacles 

affecting both goods and services. They assumed that the UK would face two thirds of the costs of non-tariff 

barriers faced by the US, resulting in income losses of 0.93% of national income. As intra-EU trade costs 

have been falling steadily over time, about 40% faster than in other OECD countries, CEP assumed that 

costs from non-tariff barriers within the Single Market would continue to fall 40% faster. In turn, the UK 

would lose out on the benefit of future changes in non-tariff barriers, costing 2.55% of national income. The 

loss due to changes in non-tariff barriers is significant, due to the fact that such barriers are imperative to 

services, where the UK has a comparative advantage. 

Altogether, the CEP found that the increase in trade costs would produce income losses of 3.62% of GDP. 

Subtracting the contribution to the EU budget of 0.53% of GDP, the income loss would be 3.09% or the 

equivalent of £50bn (CEP 2014). These calculations do not take into account the effect of trade on growth, 

e.g. increases in productivity due to competition, innovation and adoption of new technologies. It is a 

conventional static approach only measuring the gains from trade arising from comparative advantage. Thus, 

while the model describes well the losses Brexit would cause due to diminished trade and foregone 

specialisation, it underestimates the welfare gains from remaining within the Single Market. Consequently, I 

will look further into the effect of the Single Market in the following section. 



Sophie Natascha Vasbo  Master’s Thesis 
  International Business & Politics 

 

31 

3.4 Exit of the Single Market  
The Single Market is much more than an area cleared of national tariffs and customs. It is a grand project 

built over many years, involving, deregulation, re-regulation, standardization and spillovers into social- and 

labour policies. In this section, I will explain what being part of the Single Market entails, and elaborate on 

the indirect benefits for the UK as an EU member. 

The four pillars of the Single Market are the former most significant barriers to trade. They establish the 

rights of free movement for goods, services, labour and investments. Hence, the creation of the Single 

Market is often thought of as a deregulatory process. It began with the four pillars and spilled over into other 

areas connecting to trade. The four pillars are highly interconnected. For instance, the free movement of 

labour facilitates trade in services, as employees can be present in the territory of another EU country. 

3.4.1 Re-regulation in the Single Market 
Though, the EU has also been highly involved in re-regulation in the single market. In other words, 

European-wide regulations have been adopted in order to achieve the Single Market. These especially cover 

areas within competition policies, social policies, and environmental policies (Caramani 2008). An area 

where EU reregulation is immensely beneficial to EU companies is the anti-trust regulations7 that ensure 

greater competition and thereby more effective businesses and lower prices for consumers. These regulations 

are enforced by the Directorate General (DG) for Competition. The UK is a very open economy and UK 

companies will be highly exposed to international competition after Brexit, hence, they will be forced to 

remain competitive. However, the UK companies will feel the absence of DG Competition’s efforts, 

especially in the area of monopoly behaviour (Bache&George 2006). DG Competition has been given 

extensive powers for an EU entity and has been very effective at combating firms benefitting from excessive 

market power. Hence, the Single Market has not increased monopoly behaviour as predicted by theory, on 

the contrary UK companies may suffer for leaving the EU, as the UK will not have the same power to 

enforce monopoly rules for big players such as e.g. Google or Facebook. 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
7 The anti-trust regulation covers price-fixing, predatory pricing, and monopoly behaviour. In addition, 
mergers are subjected to review and certain government subsidies are prohibited.  
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Beyond the free movement of workers, the social policies see to working conditions, equality between the 

sexes, anti-discrimination, and rights of part-time and temporary workers (Hix 2008). The social policies 

have been a key problem area for the UK, as the Kingdom considers them inhibitive to company growth and 

has been strongly opposed to many such directives. Indeed, it is often argued that the UK would benefit from 

exiting due to the opportunity cost of EU restrictive regulation. Though altogether, the UK’s employment 

protection legislation is considered to be Anglophone, and is only slightly more stringent than for instance 

that of the US or Canada. Moreover, in the area of environmental policies, those of the UK are, in some 

cases, more stringent than is required by the EU, and the UK is bound by other international agreements. 

Hence, it begs the question whether it is in the UK’s interest to repeal EU regulation in these areas? Do the 

benefits outweigh the costs? There is no clear answer, as such impact assessments remain uncertain 

estimations. 

Another area where the EU has re-regulated, and perhaps one of the most important for trade, is the 

harmonisation of business and product regulation. It covers the mutual recognition of skills and 

qualifications and introduces minimum regulatory standards. The cost for potential exporters is reduced as 

they do not have to comply with 28 different rulebooks. With regards to the finished product, the EU has 

introduced minimum standards for a wide range of goods for areas of general interest such as health, 

consumer- or environmental protection (Commission 2007). In this regard one might argue that UK 

companies already are compliant with EU standards and UK products should immediately be approved for 

the EU market, if they do not change production standards or the end product after Brexit. However, this 

only holds true, if the UK civil servants concludes that it is easier to continue to apply and enforce EU 

regulation. If business and products are deregulated, UK companies may choose not to live up to EU 

standards in order to be more cost efficient. Especially, new companies that are only aiming for the UK 

market, will be likely to choose more cost efficient methods and products. This may lead to more successful 

firms, though it will cause a fall in exports to the EU, as some will be discouraged from expanding to the EU 

as they would have to adapt first. Also, a firm may only aim for delivering to the UK market, while being a 

supplier of parts to a second UK firm, exporting to the EU. Suddenly, the second firm will not be able export 

their products to EU countries anymore. Hence, in the area of business and product regulation, the UK will 
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either have to continue to apply the directions from the EU or face a further reduction in exports. Again, one 

might ask if the UK could benefit from repealing EU regulation in this area. According to the OECD, the 

UK’s product markets are not only freer and less regulated than elsewhere in the EU, but also than in any 

other developed liberal economies (CER 2014). Seeing as the EU only makes minimum standards, it is 

possible to have a large scope in the level of regulation, and the UK has thus managed to maintain highly 

liberated product markets. The gains from repealing EU legislation in this area will be limited. 

On the other hand, it is arguable that only some products are subject to EU harmonisation, hence only a 

limited range of businesses will be affected. Nonetheless, they would be subject to individual country 

legislation for all other areas. As an EU member UK companies are exempted from domestic product 

legislation under the ‘mutual recognition’ directive. Initially, it was believed that the removal of tariff 

barriers would be enough to ensure the free flow of trade, though it soon became clear that non-tariff barriers 

existed in the Single Market. Member countries applied various technical rules that would hinder the access 

of foreign goods to their markets. Though, with the case law Cassis de Dijon, the Court of Justice (CJ) made 

an extremely important decision: if a good is marketed lawfully in one member country, it can be marketed 

legally in any other member country (Bache&George 2006). The resultant regulation is known as ‘mutual 

recognition’ and it covers all goods that are not subject to harmonised EU law (EIDG 2010). With the 

services directive of 2006, mutual recognition came to apply to services as well (Commission 2007). Though 

as a non-EU member, goods and services that are lawfully marketed in the UK will not be entitled access to 

member countries’ markets. Hence, there is a strong possibility that UK goods and services will fall prey to 

discrimination based on technical rules, a case often seen in WTO. Especially small and medium-sized 

enterprises (SME) will be affected by the costs of adapting their products to apply with different technical 

rules, and many are likely to be discouraged from selling their products in several EU countries. 

3.4.2 Free Movement of Capital 
Another area that is highly influenced by the Single Market is FDI flows. First, as an EU member, the UK 

receives direct funding from the EU as formerly described. Moreover, EU investments are intended to 

benefit the EU as a whole, hence EU funding to one country should benefit other members (EC 2014b). That 



Sophie Natascha Vasbo  Master’s Thesis 
  International Business & Politics 

 

34 

is, the UK is indirectly affected by the investments in other EU countries. Second, the FDI flow between the 

UK and EU countries will change. As stated in the last chapter, cross-border investment has increased 

considerably since the introduction of the Single Market, and intra-EU investments especially. Investments 

from the EU to the UK have grown much faster than investments from anywhere else (CER 2014), and in 

2015 they accounted for more than 50% of UK’s total incoming FDI. It is arguable how much the total value 

and growth of incoming investments are due to the Single Market, as the UK has strong country-specific 

advantages in this area, a fact I elaborate on in the next Chapter. 

The EU is committed to removing restrictions on capital between EU members and third countries, and the 

Commission negotiates investment in FTAs and as stand-alone agreements (EC 2015f) making it a 

possibility that the UK upon negotiation can get many of the same advantages of the Single Market 

regarding the movement of capital. However, as mentioned the effect of these are connected to the other 

pillars. Further, investment flows from non-EU countries would also be affected by Brexit. This is because 

the UK’s placement in the Single Market makes the country attractive for FDI. Market size is a significant 

determinant of FDI flows and the bigger the market is, the larger inflow of FDI it receives. The Single 

Market expands the UK market significantly. Thus, a large share of foreign companies has established a 

presence in the UK as a way of getting a foot inside the Single Market. 

Additionally, the UK is one of the major global locations, where international companies establish their 

headquarters, which comes to express itself in the fact that the UK at 35% has the highest number of 

headquarter-based investments in Europe (UKTI 2014). According to the EU’s commitments to GATS, third 

country subsidiaries can be treated less favourably than domestic businesses; hence, foreign investors 

operating in the Single Market have an interest in placing their regional headquarters within the EU. This 

effect is intensified by the rule that if a third country company has a headquarter within the Single Market, 

the subsidiaries on EU territory can demand to be subjected to the same regulations as the headquarter, 

allowing the business to operate with just one rule set in the entire EU (GATS 1994). As a consequence, 

non-EU businesses are expected to move their headquarters from the UK into the Single Market territory, 

just as the entry of new businesses to the UK would be reduced. 
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Then again, it is very difficult to assess how much investment would be affected in this regard. Whereas 

foreign capital is more mobile than domestic, and hence is more likely to be relocated when market 

conditions change, services are much harder to move than manufacturing capital. As more than 60% of FDI 

in the UK is in services, and thus reliant upon human capital, the effect of the EU rules for foreign 

headquarters and subsidiaries on FDI into the UK may not be as drastic as one would expect. Altogether, it is 

impossible to assess how much incoming FDI will change with Brexit, though it seems most likely that 

incoming FDI will fall. 

3.4.3 The Overall Effects of the Single Market 
The Single Market is much more than an area with no internal customs. The effect of the various measures 

taken to create a truly Single Market is highly complex and nearly impossible to assess. The UK government 

has estimated that EU member countries trade twice as much with each other than they would have without 

the Single Market (Webb et al. 2015), while the EU Commission finds that the Single Market adds between 

£31bn and £92bn to the UK economy (EC 2014). The wide margin of these ‘profits’ illustrates well how 

difficult it is to assess the effect of the Single Market. Though overall, one can conclude that trade between 

the UK and the EU will fall beyond that resulting from applied customs tariffs if the UK exits without an 

agreement to be part of the EEA. UK companies risk discrimination of their products and services based on 

technical barriers to trade, and it is indeed very likely that companies specialising in services will lose access 

to several EU countries’ markets. As we saw in the former chapter, FDI flows were hugely affected by the 

introduction of the Single Market. Hence, the incoming FDI is likely to be reduced both from EU and non-

EU countries. Moreover, the UK will have to continue to apply and enforce EU standards and legislation for 

production and final products in order to ensure access to the Single Market. Finally, the EU’s continuous 

fight against non-tariff barriers has resulted in a steady reduction of the costs of intra-EU trade, meaning that 

the UK risks losing out on even better terms of trade in the future. 

Altogether, assessing the indirect economic effect of the Single Market is not simple. Though, the think-tank, 

Centre for Economic Reform (CER 2014), constructed a gravity model (see appendix E) in order to measure 

EU’s role in creating and diverting trade, between the EU, the UK and the UK’s 30 largest trade partners. 
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Together, they account for over 90% of UK’s trade. As most member countries are geographically close to 

the UK, have similar cultures and same levels of wealth, they are natural trading partners. Hence, CER 

controlled for factors determining trade in order to capture the effect of the Single Market. Using data on the 

total value of trade between 1992 and 2010, they found that the UK trades 55% more with the EU than 

expected based on the size of EU economies. In 2013 for instance, the bilateral trade between the UK and the 

EU was £364bn, thus additional trade created by the Single Market would have had a value of £130bn (CER 

2014). 

3.5 Opportunities for UK trade with non-EU countries 
Looking at external trade partners, it is the question whether the EU is creating favourable conditions for UK 

trade with non-EU countries. The Commission negotiates external agreements on behalf of the UK, and 

agreements have to be based on preferences of 28 different member states. It begs the question whether the 

UK gain from the EU’s size and clout in negotiations or is losing out, due to the cumbersome nature of EU 

negotiating procedures. Hence, in the following section, I will look into EU’s external trade agreements 

which the UK currently enjoy, as well as discuss its opportunities for trade agreements if the UK was not an 

EU member. 

3.5.1 EU External Trade Agreements 
Considering the extent of the trade volume between the UK and the EU, the main potential cost of Brexit 

will come in the form of lower trade (CEP 2014). Though, the UK can expect to incur further losses in trade 

due to the trade agreements with non-EU countries that the EU has made on behalf of the UK. Unless the 

UK becomes part of the EU customs union, it will most certainly not have access to these markets under the 

conditions given to EU member countries. The UK would have to renegotiate such trade agreements. In this 

section, I will briefly describe the FTA’s the UK is currently enjoying, as well as the ones that are underway. 

The first external EU agreement that comes to mind is not all that external. It is the EEA, which includes 

Iceland, Norway, and Liechtenstein in the Single Market. Since these three countries have signed up to apply 

all Single Market legislation, the UK suffers no tariff barriers and few non-tariff barriers in the trade with 
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these countries (EFTA 2015). As pointed out in the former chapter, Norway8 is a highly relevant trading 

partner to the UK. After the EEA countries, the EU has the closest ties with Switzerland and the country is 

accordingly a key trading partner to the UK. 

Other EU FTAs currently in force with important trade partners are with Mexico and Vietnam9, covering 

both goods and services, and FTAs only on goods with South Korea, Columbia, and South Africa.  

Additionally, the EU has customs unions with Andorra, San Marino, and Turkey (EC 2015e). Below, I will 

elaborate on the associate agreements that have potential to be significant for UK trade. 

3.5.2 Agreements Under Negotiation 
First, the EU has already negotiated an agreement with Canada, the Comprehensive Economic and Trade 

Agreement (CETA), which will come into force once it has undergone a legal review and ratification. It will 

remove 99% of customs duties, protect intellectual property, create predictable conditions for investors and 

remove limitations on access to public contracts. Canada has not agreed to this level of access to public 

procurement in any other trade agreement. Hence, it is not likely that the UK will be able to ascertain the 

same rights, were it to negotiate on its own. Further, trade in services will be streamlined, creating access to 

the Canadian market in key sectors, including financial services. Also, the agreement allows for the 

temporary movement of company personnel and service providers between the EU and Canada. It is the plan 

to set up a Regulatory Cooperation Forum to ascertain in which areas regulators can cooperate on reducing 

technical barriers to trade (EC 2015c). Hence, CETA has the potential to be a major opportunity cost for the 

UK if it exits the EU. It is already a rapidly growing market for UK goods and services, and Canadian 

demand for UK products should increase after CETA enters into force. The services sector, especially, will 

have much better conditions for exporting to Canada. The FTA is expected to enter into force soon, as all 

details of the agreement have already been agreed. 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
8 The importance of each country for UK exports and imports are to be found in the Table 2, Table 3, and   
Table 4 in Chapter 2. 
9 Has yet to be ratified 
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The US-EU Transatlantic Trade and Investment Partnership (TTIP) is another highly debated FTA, though it 

has quite a different outlook regarding time. The EU sets out to remove all customs duties on manufactured 

goods and agricultural products, and to make service providing across the borders easier. Other aims include 

creating a level playing field for public tenders, and non-discriminatory access to natural resources, 

renewable energy and infrastructure. 

As with CETA, it is the plan to increase regulatory cooperation, though to a larger extent, where the two 

parties will recognise each other’s regulation where they provide equal protection. US will come to accept all 

EU products that live up to EU standards and vice versa (EC 2015d). This will reduce many technical 

barriers to trade and is potentially a unique opportunity for UK companies to export with less obstacles and 

costs. It is highly unlikely that the US will agree to recognise another country’s product regulation and 

standards, when it does not have as large a market as the EU. Based in the importance of the US to the UK 

market, an FTA with the US is of great interest to the UK, and TTIP has the potential to be a significant 

opportunity cost of Brexit. Especially, the removal of customs duties and the recognition of many EU 

product standards will change the UK trade volume and the costs hereof. Nevertheless, there are drawbacks. 

Firstly, the agreement has not yet been finalised, hence, it is unclear exactly what will be accomplished, 

especially where definitions are more vague, such as with regards to the trade in services. And EU external 

trade negotiations have a tendency to draw out over many years, if not come to complete standstills. 

Summing up, the most important EU trade agreements are the ones with EFTA states and those still under 

negotiation, such as CETA and TTIP. They both show immense potential for UK trade, due to the depth of 

the agreements and their aim to foster cooperation in regulation and standard setting. However, none of these 

agreements have been ratified and it is the question, whether the UK will be able to conclude FTAs with 

these countries at a faster pace, negotiating on its own, and if they can be as extensive. I will turn to these 

questions in the next section, where I discuss the UK’s opportunities for trade agreements with non-EU 

countries outside of EU membership. 
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3.5.3 Can Trade with non-EU Countries Offset the Loss of the Trade Gained through Membership? 
In British media it has often been argued that membership of the EU causes high opportunity costs with 

regards to lost trade with non-EU countries. In fact, it has been suggested that by opening up for extensive 

trade agreements with BRICS and other economies under rapid development, the UK could offset the losses 

of Brexit. In this section, I take a look at the theory behind, as well as the outcomes of trade negotiations to 

find whether EU membership truly does pose opportunity costs in terms of trade and whether non-EU trade 

could offset the lost trade with the EU upon Brexit. 

In the short-term, the UK will lose trade as its current FTA’s are based on EU membership. The UK could 

renegotiate the agreements, though it is a time-consuming and costly process. It would be a heavy 

administrative burden to negotiate several agreements at once, hence the period of transition could draw out 

over many years. In the meantime, trade volumes will decrease and the price of imports rise. Companies will 

face higher barriers to trade and uncertainty over market access, which in turn will lead to a decrease in 

incoming and outgoing investments. Moreover, it will create uncertainty for businesses seeking to expand or 

source supplies from foreign countries, as well as change the conditions for businesses already doing so. 

On the other hand, it may be preferable for the UK to have the freedom to negotiate its own agreements in 

the long term. Though how much clout would the UK have negotiating on its own? According to theory, the 

UK is not as powerful a player as the EU, as its economy and market size is much smaller (CER 2014), and 

thus the UK should not be able to achieve as extensive concessions from other countries. Also, part of 

getting concessions from the other parties, is to bring something to the table. As the UK is already a very 

open economy, it might have difficulty convincing more restrictive countries to open up (CER 2014). The 

UK should have better chances reaching comprehensive agreements with small, like-minded economies, but 

regarding the big emerging ones, such as China and India, it should not have as much leeway. 

Nevertheless, reaching agreements through the EU is not optimal either. First, EU negotiating procedures are 

cumbersome and slow. Even though the Commission has the power to negotiate on behalf of the member 

states, interests needs to be squared off in the Council and the Parliament, and the consent of 28 member 

countries is still required (Bache&George 2006). An example could be the EU’s trade negotiations with 

India, which began in 2007 and have still not been concluded. And apart from a standalone agreement on 
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investments, the EU has not even begun negotiations with China, one of the currently most relevant countries 

for trade liberalisation. Comparatively, Iceland and Switzerland already have concluded agreements with the 

dynamic economy. 

Another factor against negotiating through the EU, is how there are necessarily more restrictions, as such 

negotiations will always be the sum of many diverse states’ preferences. Member states will have different 

areas where they are not willing to open up trade. Consider TTIP, where the EU has stated that it is aiming to 

enforce import quotas for agricultural products, in order to protect countries with big agricultural sectors (EC 

2015d). The UK is a net-importer of agricultural products and would have preferred cheap access to US 

goods. Were the UK to negotiate on its own terms, the Kingdom could better tailor FTAs to its own interests. 

The liberal minded UK will be willing to concede in more areas than the collective sum of EU member states 

would, and in turn, the UK could ask for concessions that benefitted the economy most. Moreover, acting on 

its own behalf, the UK could prioritise which partner countries it wishes to have agreements with on the 

basis of the its comparative advantages. 

In theory, the EU should be superior to singular countries when it comes to heft and clout in trade 

negotiations, however, Burrage (2014) conducted a study that paints a different picture altogether. He found 

that the EU was not brought to the front of the queue with larger trading countries, was not overtly successful 

in extending the coverage of FTAs to include services, and that in ten out of fifteen cases, the compound 

annual growth rate of UK exports declined after the agreements came into force. Moreover, he conducted a 

similar analysis for Switzerland, where he found that the country had achieved FTA’s with more important 

trading partners than the EU had, concluded them at a faster pace, and more often succeeded in covering 

services. As with the UK, he additionally looked at data of the country’s exports before and after their FTA’s 

came into force, and found that the compound annual growth rate of their exports increased in nine out of 14 

of their agreements. Whereas post-agreement exports to their partner countries were 67% higher than in the 

pre-agreement years, UK’s exports to the partner countries was only 14% greater. Hence, Switzerland has 

been able to negotiate more successful agreements than the EU FTAs have been for the UK. Burrage’s 

evidence suggests that independently negotiated FTAs have considerable merits. Additionally, Switzerland 
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and the UK are both very open economies, suggesting that the UK may conclude comprehensive agreements 

with important trade partners in spite of its already liberalised state. 

In Chapter 2, I determined that the UK could gain considerably from focussing on trade with countries that 

have rapidly increasing income and growing middle classes. The economic growth of developed countries is 

expanding at a much faster rate than the developed countries, and as we saw in the preceding chapter, trade 

with the EU is of declining value to the UK seen in relation to trade with external markets. Looking at the 

UK’s largest trading partners and fastest growing export markets, the evidence suggests that there is great 

potential in lowering barriers to trade with large emerging economies. There is a clear interest in UK goods 

and services and demand is growing. Nevertheless, it is questionable how vast the trade volumes can 

become, considering that the majority of these economies are not natural trading partners to the UK, as they 

are not neighbouring countries, do not have the same level of development or similar cultures. The gravity 

model indicates that the flow of trade between two countries is proportional to their income and is inversely 

proportional to the geographical distance between them (Krugman&Obstfeld 2009). The fact remains that 

many of the interesting extra-EU trading partners have different cultures and for a time to come, different 

stages of development. It takes time to alter tastes and preferences, though the influence of media outlets 

eases the exchange of cultures across borders. 

Meanwhile, the UK’s vast trade volume with the EU is significant for the domestic economy, and intra-EU 

trade has, in fact, a growth of 5.4% a year, in spite having a less rapid expansion compared to extra-EU trade 

(CER 2014). It is difficult to predict when extra-EU trade can offset the loss of this trade volume. In 

addition, trade between developed countries is still growing swiftly and is yet of far higher value than trade 

with emerging economies (CER 2014). Hence, the UK will be dependent on trade with the EU and other 

large developed economies for a time to come. And the EU is already in the process of negotiating FTAs 

with the US and Canada, reducing the necessity of further external trade agreements for the UK. On the other 

hand, developing countries show impressive rates of growth, have potential huge middle classes, and the 

growing demand for UK products show that changes in consumer preferences are already underway. Indeed, 

China is today undeniably important for the UK, regardless of the discouraging geographical and cultural 

distance.  
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To sum up, while the EU has heft and clout in international trade negotiations, its process of negotiating is 

slow and cumbersome. Further, studies comparing EU FTAs and Swiss FTAs indicate that individual 

agreements will be more effective for the UK. Outside of the EU the UK has the freedom to pursue more 

targeted as well as comprehensive agreements with select emergent markets. 

I began this chapter by looking at the worst-case scenario regarding trade, wherein no trade agreement is 

reached between the EU and the UK upon the exit. I proceeded to elaborate on the importance of the Single 

Market and it became clear that several problems would arise if the UK stands outside the Single Market. 

However, there are possible scenarios for trade agreements with the EU after Brexit, which I will discuss in 

later chapters. They may allow for full access to the Single Market or trade without tariffs to mention a few. 

Hence, the UK’s outlook for EU trade is not necessarily as grim as depicted in this chapter. 

I further looked to the extra-EU trade in this chapter, where evidence suggested that the UK would benefit 

from negotiating agreements as an individual nation, choosing their own trade partners among emerging 

economies and other vastly populated countries. However, it is impossible to say how long it would take for 

extra-EU trade to become as important for the UK as trade with the EU. The conclusion is that in terms of 

trade, the UK would benefit from being a non-EU member that has full access to the Single Market, but has 

the freedom to make its own external trade agreements. Still, other areas of the economy will be affected as 

well, which I turn to in the following chapters. 

CHAPTER 4: LONDON AS A GLOBAL FINANCIAL CENTRE 
The City of London is shorthand for the UK financial services industry, since the majority of wholesale 

finance takes place in London. It is the largest financial centre in Europe, accounting for 28% of total UK 

services exports and 27% of the export of business services (ONS 2015). The City of London accounts for 

22.8% of financial services in the world. The financial services industry is becoming increasingly important 

for the UK economy, and today it accounts for 8% of the UK’s GDP. Together, financial- and insurance 

services contribute £126.9bn in gross value added (GVA) (Tyler 2015). The EU has facilitated the 

liberalisation of financial markets, and EU membership is thus perceived as an advantage to the UK’s 

financial services industry (Stichele 2008). It allows continental European banks to concentrate their 
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wholesale activities in London and for London to market itself as a connection for non-EU financial 

institutions wanting to serve the Single Market. Hence, it is central to include the City of London in the 

analysis of Brexit’s consequences for the UK economy. In this chapter, I will first depict the most recent 

history of the City of London. Next, I will explain the comparative advantage that has made the City the 

largest global financial centre in Europe. Then I will analyse the UK’s current power over decision-making 

for financial markets as an EU member, and discuss potential problems of EU membership for the City’s 

future success. Lastly, I discuss the overall consequences of Brexit for the UK’s financial services industry. 

4.1 The City of London’s Advancement and History in the EU 
The UK has a long history of openness to foreign firms and immigrants, who in turn brought with them 

financial expertise. The open-door policy led to an early development of financial expertise, liquid markets, 

and complementary services that supported international wholesale financial activity (HM Treasury 2003). 

The City came to carve out a special role in the European time zone as a hub for intra-regional trade and as 

the exclusive provider of special services within Europe. After the collapse of the Bretton Woods system in 

1971, the UK removed controls on foreign capital in unison with the US, Germany, and Canada, resulting in 

increased financial activity, but also smaller financial collapses (O’Brien&Williams 2010). In 1988 the 

controls on flows of cross-border capital were dismantled at EU level with the introduction of the Single 

Market programme. For instance, the single banking licence meant that banks based in one member state, 

could set up subsidiaries in others, though continue to be regulated in the home state (CER 2014). Despite 

having set up regulatory minimum standards, the effect was deregulatory, as member states with strict 

regulation were concerned to lose financial activity to the states with more open financial markets. By 1998, 

the EU financial markets were as free as the economies that had opened up in the 1970s. The rationale 

behind freeing the movement of capital in the Singe Market was to both allow financial institutions access 

into other member states’ markets and to increase the level of competition. Instead, the UK’s retail banking 

market became more concentrated, as mergers and acquisitions lead to the dominance of few large banks 

over mortgage and business lenders in the decade leading up to the global financial crisis. European bond 

and equity markets grew alongside with cross-border flows of investments and the UK’s financial services 

and wholesale industry was a huge beneficiary of this development. Over the last two decades, the trade 
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surplus in financial services has been growing as a proportion of UK GDP, only dropping slightly in 2008 

(Tyler 2015). 

In 1999 the introduction of the euro encouraged further financial integration, though as the UK chose not to 

join the euro, many expected London to suffer as a consequence, and leak capital, labour, and prowess to 

financial centres within the euro-zone (CER 2014). Instead, London became the largest centre for euro-

denominated trading with more than twice as many euros traded than in all other euro-area states combined 

(Beaverstock et al. 2005). With the introduction of the euro, the EU set up TARGET, a real-time gross 

settlement system, which allowed funds to move smoothly across the EU. The UK managed to gain access to 

TARGET, which established the principle that institutions based in the Single Market should have equal 

right to conduct transactions in the common currency. International financial markets became more 

integrated as the domestic advantage of member states in the corporate bond market was reduced. Prior to 

the euro, over 80% of bond issues were underwritten by banks in countries with the same currency 

denomination. London came to take a great deal of other member states’ domestic trade, and by 2002 its 

market share of issuance of euro-denominated bonds was around 60% (HM Treasury 2003). 

The UK had pushed for liberalisation of the European capital markets and had benefitted tremendously from 

it. However, the global financial crisis came to change this. It generated a pressure to regulate financial 

markets, not least due to the change in public attitudes towards London. The UK came to lead the way 

towards stricter prudential regulation on finance. As a consequence, banks have been obligated to raise 

capital and hold more liquidity, as well as draw up recovery and resolution plans. Moreover, banks were 

forced to ring-fence their retail operations from their trading and investment arms. Altogether, the UK 

government has turned its focus on stability in the financial markets rather than global competitiveness. The 

EU has also tightened regulation in several areas and new measures to control the financial markets are still 

debated today. Most notably, the eurozone crisis has required a deeper integration of the currency union, 

which could in turn reduce the UK’s influence in shaping EU level legislation for the financial markets. 

These developments have caused much debate on the future of London and how it will be affected by EU 

decisions going forward. In the next section I will look at the City’s strengths to see how EU membership 

affects its attractiveness. 
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4.2 The City of London’s Strengths and Attractiveness 
It has already been mentioned that the UK has a comparative advantage in services, one that shows 

particularly within the financial sector. The City of London attracts multinational businesses on a large scale, 

which has created a global financial hub. The key elements that make out the strengths of the City are (1) an 

accommodating regulatory environment, (2) the predictability of the legal system, (3) a market infrastructure 

able to support impressive levels of financial activity, (4) the international status of the English language, (5) 

a critical mass of expertise and skills in finance and complimentary services, including accountancy and law, 

and (6) a tradition of openness to foreign firms and migrants (CER 2014). These factors are not likely to 

change upon Brexit, though the question is whether the City’s overall attractiveness as a financial centre will 

change. 

It was expected that the City would lose business with the introduction of the euro, and that especially 

Frankfurt’s profile would rise considerably in relation to London, due to the fact that the ECB, and hence the 

future monetary policy for then 11 member countries were to be located in the German city. In the end, 

however, London gained more from these changes than any other European financial centre. Beaverstock et 

al. (2005) conducted a study on European financial centre relations, seeking to explain this seemingly 

paradox. Focussing on London and Frankfurt, they interviewed 48 CEOs from leading transnational banks 

and other business service providers, as well as 26 senior executives in government agencies of regulation 

and trade. They found that the euro held a minor role as an agent of locational change and pointed to a 

variety of factors taking precedence. Knowledge-specific factors are highly relevant, as the location of the 

workforce is more important than the location of customers for this sector, since the services provided are 

knowledge products embodied in the skilled employees. Companies compete by differentiating themselves 

based on the employees’ specialisation and diversification skills. The authors found that there was an intense 

competition for highly qualified labour between the two cities. The highly skilled and ambitious people 

preferred to live in London, as it is perceived as a more cosmopolitan city. The CEOs in the study confirmed 

that they had problems recruiting qualified labour in Frankfurt, whereas London effortlessly attracted skilled 

labour. 
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Human contact was described as an overriding factor for knowledge transfer and economic competitiveness, 

meaning that companies face pressure to be physically represented where there is a concentration of 

businesses. As many key global functions are located in London, companies have access to face-to-face 

contact on both local and global scale in the City. The interviewees emphasised that the need for human 

contact will only increase in the future. 

The study also pointed to corporate networks as a decisive factor for London’s attractiveness. The City’s 

history of global connections and the relationship with US capital in particular, has resulted in a 

concentration of corporate power in London. Thus, as the global leadership positions are located in London, 

a path dependency tendency has occurred, keeping the decision-making power and global influence there. 

Finally, cross-border governance was found to be a key issue. Institutional conflicts are particularly 

damaging in the financial services sector, and representatives of the transnational businesses emphasised the 

hope that the UK would continue to have access to the Single Market and to implement EU directives going 

forward. Moreover, the interviewees pointed to the fact the introduction of the euro would have caused 

greater concern and perhaps resulted in relocation if London had not gotten access to TARGET and thus 

euro-denominated trade. 

Altogether, it is a variety of factors that define the City of London’s competitiveness, the majority of which 

has nothing to do with EU membership. It seems evident that it will be hard to dislodge the business flow 

and investments in London. If the UK exits the Union, companies within the financial sector have more 

reasons to keep both their offices and central decision-making in London. 

4.3 The Current and Future UK Influence on Decision-Making 
For financial legislation in the EU, the co-decision procedure is employed. This means that the Commission 

initiates new legislation by submitting a proposal to the Council, which then has to be ratified by both the EP 

and the Council (Bache&George 2006). Most countries are hesitant to give up sovereignty in the area of 

financial legislation. Hence, the EU has a special framework, the Lamfalussy Process, which allows 

considerable influence from the member states on the development and adoption of EU directives on 

financial services and markets. Different committees and their working groups, in which member states and 

domestic companies are consulted, are brought in at all the different stages of decision-making, from design 
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to implementation (Stichele 2008). With the considerable power given to member states over decision-

making processes for financial legislation, it does not seem as if the UK should be particularly worried about 

losing sovereignty due to new financial legislation. 

However, where both the implementation and the actual supervision of financial legislation were formerly 

national responsibilities, the EU has prioritized setting up a financial supervisory architecture after the 

financial crisis. The ECB was given the mandate to supervise banks and other financial actors (Véron 2010), 

yet, as the UK has had an opt-out clause in the TEU, it is not bound by decisions and regulations adopted by 

the ECB or the European System of Central Banks. On the other hand, the UK’s voting rights in the 

European Council are suspended for issues solely regarding the eurozone (EUR-lex 2006). 

Moreover, a change in the voting rules of the Council has caused a shift in power. As proposals in co-

decision are adopted by QMV, new financial legislation has to be approved by a majority of member states, 

weighted according to the population size of each nation. Voting rules introduced in 2014 gave the eurozone 

members qualified majority in the Council for the first time (Euronews 2015). The interests of eurozone 

countries align in the area of financial oversight and legislation, thus, the worry is that future financial 

legislation will be favouring eurozone interests rather than EU-wide interests. In anticipation of this change, 

the UK secured a double majority lock already in 2013 for the European Banking Authority, which ensures 

prudential regulation and supervision for the EU banking sector. Any decision now requires a simple 

majority of both members and non-members of the eurozone, effectively avoiding eurozone caucusing. 

Extending this lock for the entire European System of Financial Supervision would go a long way to secure 

UK power over decision-making for the single financial market (British Bankers’ Association 2014). 

For the time being, ECB favouritism of the eurozone has already materialised, most notably in the case of 

clearing-houses. The ECB proposed that euro-denominated business should be cleared within the eurozone. 

Through this location policy, any “central counterparty” that handled more than 5% of euro-denominated 

product should be based within the Eurozone, and clearing of euro-denominated trade would be limited to a 

maximum of £4.2m outside the eurozone. It would be highly damaging for London, as more than half of 

derivatives traded in the City are euro-denominated. Further, London is home to 75% of the EU’s foreign 

exchange trading (CER 2014), and financial centres within the eurozone could thus look forward to 
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considerable increases in their foreign exchange trading. Although, the ECB proposed the initiative in order 

to increase oversight and secure prudential regulation over clearing-houses, the result would be a beneficial 

arrangement for eurozone countries. Yet, the UK Treasury took the ECB to the CJ and argued how the 

proposal contravened with the free movement of services and capital and violated the right to establish cross-

border businesses in the EU. In March 2015, the CJ ruled in favour of the UK, forcing the ECB to annul the 

policy (Financial Times 2015). 

The second concern is the new EU approach to financial legislation that has produced proposals of several 

troublesome and often populist measures. One is the cap on banker’s bonuses, and banks in London fear that 

it will drive business away to financial centres like Hong Kong or New York. As mentioned, skilled labour is 

essential, and thus the business will be concentrated where the ambitious people want to live. However, this 

scenario could probably be circumvented by raising the fixed salaries (Quartz 2013). Another contentious 

issue is the financial transaction tax (FTT) that may be levied on the 11 EU countries. The tax will levy 0.1% 

on shares and bonds, and 0.01% on derivatives trades, and is supposed to make the financial sector 

contribute to paying for the costs of economic crises (Mayert&Wegner). The UK has chosen to opt-out of 

this measure, but this does not necessarily mean that investors will relocate to London to avoid the tax, as it 

is still lower than the UK’s stamp duty of 0.5%. Further, the FTT is based on a residency principle10 that 

extends its coverage beyond the FTT zone (Europa Press Release 2013). This entails that UK firms will be 

subjected to the tax when trading with other EU banks based in the City. Though, there is no decisive 

conclusion as to the effect of the FTT, several studies indicate that it will create higher uncertainty and price 

volatility, which in turn cause more frequent financial crises (Alworth&Arachi 2010; Schulmeister et al. 

2008; Mayert&Wegner 2010). Increased price volatility can also diminish the activities in the financial 

markets, spilling over in to the real economy as investments fall and growth slows. The UK has no interest in 

seeing a slowing growth or more financial crises, as this would negatively impact the trade volume between 

the UK and EU countries. Hence, the FTT poses a problem for the UK, even as it stands outside the project. 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
10 The residence is supposed to prevent the relocation of financial transactions, by stating that the transaction 
will be taxed if an institution involved in the transaction is established in the FTT zone, or it is acting on 
behalf of a party established in the FTT zone. 
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Accordingly, the UK challenged the introduction of the FTT in the CJ, but the CJ decided it was premature 

to take action when the details of the tax had yet to be finalised. 

Lastly, several concerns are tied to the banking union, which the UK chose to opt out of in 2014, when the 

agreement was reached. Under the provision of the banking union, the ECB has been given the ultimate 

supervisory responsibility for all EU banks. It is the fear that by setting the liquidity and capital requirements 

for the biggest banks in the eurozone, the ECB will favour those banks at the cost of UK banks. 

Summing up, the UK as a member state still has considerable power over financial legislation. It has 

succeeded in maintaining some control despite the qualified majority of eurozone countries, and forced the 

ECB to roll back a harmful proposal. It follows that the UK still has significant power over the decision-

making process for financial legislation, and as long as membership is retained, the UK can seek to expand 

the double majority, as well as take EU institutions to the CJ to protect Single Market rights. 

4.4 The Consequences of Brexit for the City of London 
In this section, I will discuss the overall consequences for the City of London if the UK discontinues its 

membership of the EU, focussing first on a situation in which the UK stands outside the Single Market and 

secondly, if it is part of the EEA. 

First and foremost, it should be emphasised that the City has a very strong comparative advantage in the 

financial sector making it a prime location for financial activity. Nevertheless, some changes will impact the 

City. First, businesses may suffer from reduced access, as well as tariff and non-tariff barriers, especially due 

to the fact that for third countries, financial services are subject to the national regulation of the member 

states. Further, the EU insists that third countries have regulation and supervision of their financial sectors 

equivalent to that of the EU, meaning that the UK would have to continue to carry out and implement new 

EU legislation to ensure market access (Whyte 2015). UK firms wanting to sell their services directly to 

consumers would be required to open a branch within the Single Market. This branch would be regulated by 

the authorities of the host country, but the EU also requires UK authorities to supervise the bank abroad, 

which could be a costly affair. Further, UK supervision and regulation would be subject to continuous 

assessments and upon failing, UK financial institutions would no longer be allowed to operate within the EU. 
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On the other hand, the EU is seeking to establish an EU-wide regime for financial services that standardises 

market-access for non-member countries. To that end, the EU may recognise foreign regulatory or 

supervisory regimes to be equivalent to the corresponding EU framework. The Commission would make the 

decision, based on an assessment on whether the third country framework demonstrates equivalence to EU 

frameworks on having effective supervision by authorities, legally binding requirements, and an outcome-

based analysis of the regulation (EC 2015g). As the EU has an interest in recognising third-country 

frameworks in order to reduce the administrative burden of constant oversight, and the UK currently has an 

equivalent framework to that of the EU, the technical assessment should be a mere formality. Once the UK’s 

framework is recognised, UK-based firms should face less barriers to trade, just as their services and 

products would automatically be considered acceptable for regulatory purposes in the EU. In turn, the UK 

would recognise EU rules as equivalent to its own, and banks from the EU can continue to have branches in 

the UK under domestic regulation. Hence, if institutional differences in this way can be avoided, the 

transition may not be too damaging for businesses in the UK financial sector. 

For foreign financial institutions, however, the rules will change considerably. They can no longer maintain 

access to the Single Market by branching out from a subsidiary in London, but would be required to also 

have a subsidiary within the Single Market, resulting in a relocation of subsidiaries to the Single Market. 

Then again, according to people in the sector, foreign banks will maintain their European headquarters in 

London simply due to path dependency. In that case, the brunt of the costs would be borne by the foreign 

companies. 

Consequently, the main cost of exiting the union will be the loss of control. Arguably the UK has already 

suffered some due to eurozone caucusing and loss of access to decisions made regarding the eurozone. 

Nevertheless, the UK stands to lose all influence if it leaves the EU. Even if the UK can avoid implementing 

EU directives by having its regulatory framework recognised, the UK will be highly affected by EU 

decisions. The FTT is a good example hereof, as well as the ECB’s attempt at relocating clearing-houses. 

Most notable, the latter still poses a threat, as the CJ ruling can be appealed, and eurozone authorities have 

made it clear that they prefer wholesale activities to be conducted within their oversight. Moreover, the CJ 

never adjudicated on the main charge of protectionist behaviour by the ECB, meaning that the ECB has free 
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reigns to continue in this line, adopting legislation that is harmful to countries outside the eurozone. As a 

non-EU member, the UK will not have the option to take EU institutions to the CJ for such violations. The 

relocation of euro-denominated trade would have tremendous economic effect, not only decreasing the UK’s 

global share of trade, but also force clearing-houses based in London to relocate, taking further business and 

employment with them. Hence, it begs the question, how harmful other future initiatives will be? As a non-

EU member, the UK would have to rely on EU members outside of the eurozone to press charges and protect 

the Single Market, but no other member state outside the eurozone have as strong a motive to protect their 

financial sectors, as none are as important to the national economy as London is to the UK. 

In the best-case scenario where the UK joins the EEA after Brexit, the UK would be ensured full access to 

the EU financial markets and would face as few barriers to trade as currently. There would be less chance of 

institutional conflict and less uncertainty for businesses. However, the UK would have to adopt all EU 

directives for financial services, while having no influence in the decision-making, just as the UK 

government and domestic companies cannot offer advice during the drafting and thereby shape new 

initiatives. And, even though the UK would be part of the Single Market, it would not have the option of 

taking cases to the CJ even when its Single Market rights are being violated. EEA countries cannot take a 

case to the CJ, though EFTA countries can take a case to the EFTA Court. It has been set up to enforce EU 

laws, though it only has a mandate to deal with infringement actions against EFTA states, EEA disputes 

between EFTA states, and to give advice to national courts on the interpretation of EEA rules (EFTA Court). 

Summing up, the UK has an incredibly strong advantage in the financial services sector and the City of 

London is therefore expected to maintain its large market share even after Brexit. Nevertheless, everything 

indicates that as a non-EU member, much EU legislation will come to affect the UK, regardless of its future 

arrangement with the EU. Comparatively, as an EU member, the UK can still shape the financial legislation 

and for instance seek to weaken eurozone influence. In addition, the UK has the recourse of challenging 

initiatives in the CJ, if Single Market rights are being infringed. These rights are lost as soon as membership 

is discontinued. And for any access to the Single Market, be that through a bilateral agreement or as part of 
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the EEA, the UK would have to implement EU legislation with no say in its drafting. Hence, the main direct 

effect will be a loss of the power to influence policies that affect the country. 

The actual economic consequences are more difficult to determine. Even though the Single Market is central 

to much of the City’s business, it is evident that as long as UK regulation and supervision are counted as 

equivalent to that of the EU, London business should not incur major losses. The greatest impact would be if 

London were cut off from certain markets, as for instance euro-denominated trade. More such initiatives are 

likely to appear in the future, and it would be speculative to assert the economic consequences of currently 

non-existing legislation. Hence, the future for the City of London is much more uncertain outside EU 

membership, than inside. 

 

CHAPTER 5: IMMIGRATION TO THE UK 
In the past two decades, the UK has experienced a consistent inflow of net migrants, making migration a 

considerable factor in the growth of the UK population. The net long-term migration to the UK was 260,000 

in 2014 and over the last five years, the UK population has been boosted by a net immigration of about 1 

million (Pettinger 2015). The increasing gap between net immigrants and net emigrants is in large part due to 

the free movement of labour within the Single Market, though it was the addition of ten CEE countries in 

2004 that produced the historically largest wave of immigration to the UK (Drinkwater et al. 2009). 

Large income disparities between CEE countries and the UK, the international business language, and 

cosmopolitan cities make the UK an attractive destination for CEE immigrants (Kuvik 2013). The UK was 

one of only three countries to allow migrants from the accession states to enter their labour markets more or 

less without restrictions following the enlargement, though the UK’s formerly open attitude has taken a 

complete turnaround. Migration has become a central issue in the public debate, fuelled by the EU social 

security directive that EU countries have to offer EEA migrants11 the same access to benefits and services as 

offered to natives. It is argued, not least by the government, that CEE migrants either take jobs from UK 

citizens or are only in the UK to claim welfare benefits. Hence, migration has become a key argument for 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
11 The free movement of labour includes the EEA countries, hence I will analyse the effect of EEA migrants 
as opposed to EU migrants. 
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exiting the EU, just as it is one of Cameron’s four demands that UK should be allowed to decide welfare 

benefits for EEA migrants. I will in this chapter look into the macroeconomic effects of immigration, the 

demography, skills and occupation of EEA migrants in the UK, and their contribution and cost to the 

economy. 

5.1 Macroeconomic Effects of Immigration 
In general, migrants are likely to be of working age, as they often migrate in the pursuance of a job or 

education. A net inflow of people should result in an increase in the labour force, and hence increase the 

potential output capacity of the economy, as well as increase aggregate demand and the total spending in the 

economy. This leads to an increase in the demand for labour and, all things being equal, the net migration 

results in an increase in real GDP. In addition, the free movement of labour creates a larger and more flexible 

labour market, allowing people to move where there is demand for their skills. According to this theory, 

EEA migrants should be more attracted to the UK if there are job vacancies in certain areas. In a similar way, 

theory predicts that higher unemployment levels will discourage migrants, yet in practice the UK has seen 

continued net migration between 2008 and 2012, despite higher unemployment (Pettinger 2015). 

As net immigration increases the labour force, it could be assumed that it causes a higher unemployment 

rate. Nonetheless, net immigration results in increased demand for labour along with a higher supply, thus 

higher unemployment is rarely the case. In the 1990s, the net inflow of migrants was consistent with falling 

unemployment in the UK (Pettinger 2015). An increase in the labour supply would, however, push down 

wages. With a higher supply of labour, demand for labour falls, and hence the wage levels fall. This can also 

result in social dumping, where migrants are willing to work for less than the minimum wage. Still, in the 

UK, there is a penalty for employing people below the minimum wage (Euromove 2014). 

Finally, immigrants have a positive impact on the dependency ratio. The age dependency ration is the ratio 

of dependents, defined as people younger than 15 or older than 64, to the working-age population. With an 

aging population the UK is forecasted to see an increase in the dependency ratio12. Net migration will help 

reduce this ratio due to their demographic structure. They contribute to the fiscal budget, by paying VAT and 
!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
12 The World Bank estimates that for the UK, the proportion of dependents per 100 in the working-age 
population was 54% in 2014. 
!
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income taxes and are less likely to receive benefits. Further, some types of public goods are provided at the 

same amount and cost regardless of the level of migration, such as public defence, thus migration entails a 

larger number of individuals sharing the costs for the same public good (Dustmann&Frattini 2013). 

Consequently, this chapter will examine whether EEA migrants increase the labour force, whether they are 

employed, how they affect wages, and what they cost the government in benefits. Altogether, I will uncover 

their net fiscal contribution to the UK economy. 

5.2 EEA Immigrants in the UK 
Of the 260,000 immigrants in 2014, 142,000 were from EEA countries, and 44,000 were from the eight most 

recent EU countries. In 1995 EEA immigrants made up 20% of the immigrant population in the UK, though 

by 2014 this number had risen to 54%. Dustmann and Frattini (2013) conducted a study over the years 1996-

2011 on the fiscal effects of immigration to the UK, denoting immigrants arriving between 2000-2011 for 

“recent immigrants”. They found that immigrants are consistently younger than the native population. The 

age of EEA immigrants has decreased from 36 years in 1995 to 34 years in 2011. This is partly due to the 

low average age of recent immigrants at 26 years, and return migration. The latter explains a situation in 

which the immigrants go to find work and return home after a given period of time. Whereas immigrants 

arriving in 1995 stayed in the UK for 28 years, recent immigrants are expected to stay for just nine. As the 

UK has an aging population, it should in theory be a benefit to receive migrants of working age that returns 

home before they reach retirement age. 

In general, immigrants tend to be more highly skilled than UK workers, and since 1995 this gap has steadily 

increased. In 2011, 32% of the recent EEA immigrants had university degrees compared with 43% of non-

EEA immigrants and 21% of the UK adult population. However, the migrants’ high qualifications are not 

reflected in wage differences. Whereas the median wages for natives and non-EEA immigrants are similar, 

the median wage for EEA immigrants was 15% below that of natives in 2011. This can be explained by 

factors such as language proficiency, their young age and thus early stage in their careers. Graduates from 

CEE countries also have particular difficulty with diploma recognition, as there is a devaluation of CEE 

education in Western countries (Trevena 2013). Hence, EEA migrants’ high education is not always used 

most efficiently in the UK, and do therefore not necessarily raise the productivity of UK labour force to the 
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extent one would expect based on their educational level. 

5.2.1 Employment Status 
Since the mid-2000 EEA immigrants have had slightly higher employment rates than natives. In 2011 75% 

were employed as opposed to 70% of natives and 62% of non-EEA immigrants. The recent EEA immigrants 

had an even higher employment rate at 79% (Dustmann&Frattini 2013), and accordingly the employment 

rate of EEA migrants reached 83% in 2013, as opposed to 77% for natives (Springford 2013). Hence, there is 

no evidence that EEA immigrants do not come for work, but purely come to receive benefits. An important 

question then is whether the immigrants are competing with UK natives, i.e. simply taking their jobs, or if 

they are complementary and take the jobs that UK citizens do not want or have the skills for. Dustmann and 

Frattini (2013) found that immigrants took about 2.3m jobs created over the period 1995-2011, while 1m 

jobs went to UK citizens, despite the fact that their population size was unchanged over the period. Hence, 

immigration was mainly complementary. It contributed substantially to the overall employment and to 

increase the productiveness of the domestic labour force. 

5.2.2 Future Demand for Labour 
Looking at CEE immigrants, the majority have low-skilled and low-paid work, despite the fact that they tend 

to have a higher educational level than the native population. By comparison, western EEA immigrants tend 

to work in more high-skilled jobs than the average UK citizen (Springford 2013). Along with the large intake 

of CEE immigrants, there has been a steady inflow of western European immigrants at 20,000 people 

annually between 1995 and 2011. Hence, the EEA immigrants provide a slowly growing stock of high-

skilled job takers and a more rapidly growing stock of low-skilled job takers. Due to technical changes, most 

new jobs in the UK over the last three decades have been created at the upper and lower ends of the skills 

scale and EEA immigrants have answered this demand. It is difficult to predict the future, but there is no 

evidence to indicate that this trend is changing. The UK government expects 1.5m jobs to be created by 2020 

in sectors requiring high-skilled labour, skills that are in short supply in the domestic labour force. The 

amount of low-skilled jobs is also expected to decrease, and since the UK has a decreasing working age 

population, more low-skilled jobs will have to be filled by immigrants (Springford 2013). 
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!
5.3 Welfare Tourism 
It is a popular idea that immigrants are more likely to claim welfare benefits and social housing, and hence 

be a burden on the economy. The UK’s generous welfare benefits could be an incentive behind immigration 

for EEA labour, and I will in this section uncover to what extent EEA immigrants claim benefits and in turn, 

what they contribute to the fiscal budget. 

The principle of the EU’s social security directive is one of non-discrimination, meaning that migrant 

workers from other EEA countries should be treated like nationals for the purposes of social security, 

employment, health and other public services. Important is the fact that the rules only refer to migrant 

workers and their dependants. Thus it should not be possible for EEA citizens to migrate to the UK and 

receive benefits without taking employment (Euromove 2014). Six months after arriving, only 0.4% of EEA 

immigrants receive unemployment benefits, and a year after arrival it is 0.8%. Hence, while unemployment 

for EEA immigrants is low, the percentage of them who claim unemployment benefits is even lower. 

Further, only 2.1% claim child benefits before one year of residence in the UK. Springford (2013) found that 

the longer EEA immigrants have taken residence in the UK, the more likely they are to claim benefits, thus 

welfare tourism is a small problem, if it even exists. 

Based on numbers from the British Labour Force Survey and government receipts and expenditures, 

Dustmann and Frattini (2013) sought to calculate the net fiscal contribution of immigrants in the UK. They 

included both income tax, VAT13, and two kinds of public goods; those that are non-rival in consumption 

and rival goods, such as education, health services, social protection, housing, disability, old age and benefits 

for children. They found that in the period 2000-2011, immigrants were 45% less likely to receive tax credits 

or public benefits than natives. This can partly be attributed their composition of age, gender and education, 

though when compared to natives of same composition, immigrants are still 21% less likely to receive 

benefits. Moreover, the immigrants made higher fiscal contributions than natives. Whereas the EEA 

immigrants had a net fiscal contribution of £15.2bn between 2007-2011, equalling an annual average per 

capita of £2,610, non-EEA immigrants had a net fiscal cost of £223 per capita. This difference is explained 
!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
13 Assumed all immigrants only consume 80% of that of natives’ consumption, hence their VAT payments 
are calculated from a worst case scenario wherein the immigrants do not pay as much in VAT as natives. 
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by the lower employment rate of non-EEA immigrants and a larger amount of dependants. In the same time 

frame natives cost £1,900 per capita. Altogether EEA immigrants contribute 34% more than they receive, 

whereas natives only contribute 89% of the transfers they receive. Thus, EEA immigrants had a net fiscal 

contribution of £22.1bn over the years 2001-2011, contributing a yearly average of £2.21bn. 

Altogether, there is no evidence that welfare tourism is a problem for the UK with regards to EEA migrants. 

On the contrary, EEA immigrants contribute positively to the UK economy in terms of the fiscal budget. 

During a period where the UK was running a budget deficit, EEA immigrants alone managed to provide 

positive net fiscal contributions. Consequently, the UK can expect a rising budget deficit if access for EEA 

immigrants is restricted after Brexit.  

5.4 Consequences of Denying Access to EU Migrants 
Brexit does not necessarily entail the end of EEA immigrants in the UK. The UK government can choose to 

allow access to the domestic labour market. However, seeing as one of the goals of the referendum 

negotiations and with Brexit is to limit migration from EEA countries and welfare expenses, it is highly 

unlikely that the free inflow of EEA migration will continue. With no exit agreement covering the movement 

of labour, EEA migrants would be subject to the current immigration system for non-EEA migrants. It 

allows entry based on the applicants’ skills, qualifications, and capital and is sectioned into five tiers. Tier 

one and two allows entry for graduates, highly skilled and skilled people if certain conditions are met. 

Hence, demand for high-skilled labour may still be met after Brexit. On the other hand, it is safe to assume 

that more EEA migrants will be discouraged by a more complex process for migrating. The last tier of 

relevance is the third tier, which governs low-skilled immigration. Access through the third tier is usually 

limited through quotas, but is currently closed, as workers from CEE countries have sated the market 

(Springford 2013). As one rationale for leaving the EU is to discontinue the flow of CEE migrants, it seems 

unlikely that the UK government would reopen migration through the third tier.  

The first consequence then would be a smaller labour force, in turn decreasing national output, and 

eventually, the demand for labour will decrease as well. The UK labour market will be less flexible, and 

unemployment may rise in some sectors, while underemployment rises in others. For instance employees 
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taking caretaker jobs will be underrepresented, as UK citizens either do not possess the relevant skills or do 

not wish to work in the sector (Ruhs 2006). 

Migrants help counter the UK’s rising demographic problem by supplying people of the working age that in 

turn rarely stays in the UK long enough to become part of the elder burden. Further, there has been an 

increasing reliance on EEA migrants to fill both skills and people shortages (Pemberton&Stevens 2010; 

Springford 2013), and accordingly, Ruhs (2006) found that employers had been the biggest beneficiaries of 

the increased flow of EEA immigrants. Having access to a near unlimited supply of low-skilled CEE 

migrants, willing to take up work at near minimum wages, has cut costs significantly. In addition, CEE 

migrants tend to work longer hours than is average for their occupation and employers found low-skilled 

workers to be over-qualified, in turn raising productivity levels. Pemberton and Stevens (2010) also notes 

how CEE migrants tend to have a high level of productivity, high work ethics, work long hours, and 

minimise labour costs. 

The lower level of total migration inflow could theoretically affect the wage level, and thereby both inflation 

and the interest rate. Ruhs (2006) found that the rising levels of immigration over the years 2000-2005 

lowered the wage level, lowered inflation and kept interest rates low, thus immigration contributed to UK 

growth. Pemberton and Stevens (2010) also concluded that immigration in the UK facilitated economic 

growth due to the downward pressure on the wage level. Yet, Lemos and Portes (2008) found no hard 

evidence that immigrants had contributed to a fall in wages following the accession in 2004, where the 

inflow of CEE migrants arguably created a situation where immigration would have the strongest impact on 

the wage level. Moreover, the CER Commission (2014) looked over all academic research on the subject and 

found that only few studies concluded that CEE immigrants have reduced or increased UK’s average wages 

or even those of the poorly paid. The ones that did were outliers and showed contrasting results. Hence, CEE 

immigrants have little, if any discernable impact on UK wages. In addition, they found that the combined 

impact of high- and low-skilled immigrants leaves a very small impact on the overall wage level. Thus, the 

UK should not expect a change in the wage level, inflation or the interest rate as a direct consequence of 

denying EEA migrants unlimited access. Further, there is no evidence that immigrants increase 

unemployment in the UK, to the contrary, they create more jobs, which so far has also benefited the UK 
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labour force. And studying the years after the 2004 accession, Lemos and Portes (2008) found no increase in 

unemployment as a result of increased inflow of CEE labour. The research conducted on immigration to the 

UK is summarised in Table 6. 

Table 6 
Immigration in UK Literature 
EEA immigrants have a higher employment rate than 
natives and non-EEA immigrants.  Dustmann&Frattini 

Higher levels of immigration increases the wage level Ruhs 2006 
Higher levels of immigration reduces the wage level Pemberton&Stevens 2010 
Higher EEA immigration produces little or no change in the 
wage level 

Lemos&Portes 2008; CER 
Commission 2014 

Increases in CEE immigrants do not increase 
unemployment Lemos&Portes 2008 

CEE immigrants increase productivity Pemberton&Stevens 2010; 
Ruhs 2006 

The biggest beneficiaries of EEA immigration have been 
employers Ruhs 2006 

There is an increasing reliance upon EEA immigrants to fill 
both people and skill shortages 

Pemberton&Stevens 2010; 
Springford 2013; CER 
Commission 2014 

 

A clear consequence of denying EEA migrants the same access to UK labour markets is lower government 

funds. EEA immigrants claim less benefits than they pay in taxes. Further, if EEA migrants will come to 

apply on the same terms as non-EEA migrants, non-EEA migrants will take up a larger share of the total 

migrant population than currently. Thus it is worth noting how non-EEA migrants over a period of 16 years 

did not on average contribute to the fiscal budget, as opposed to the EEA immigrants. Altogether then, the 

fiscal budget is likely to be negatively affected and significantly so.  

Another fact to consider is how 1.8m UK citizens live and work elsewhere in the EEA. If the UK does not 

make an agreement on migration flows, they would most likely have to return to the UK. One might argue 

that they could help counter the loss of immigrant workers, though they are not nearly enough to close the 

gap, let alone replace future incoming immigrants. Further, the domestic labour market may not necessarily 

demand their particular skill set. The idea with the free movement of labour is that labour can follow 

demand, hence some may return to unemployment. Adding to this is the fact that the majority of UK citizens 

living elsewhere in the EEA are retirees. They will constitute a net drain due to the health care costs, which 

will be imposed on the UK economy upon their return home.  
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Nevertheless, if the UK becomes an EEA country after Brexit, the Kingdom will have to continue to allow 

the free movement of EEA workers across their borders. It is one of the four pillars to the Single Market and 

appliance would be as undisputable as it is for EU members. Of course in this scenario, UK migrants cannot 

be denied access to other EEA countries either. Hence, EEA participation would mean that the UK’s 

economy would not be affected by the migration factors.  

Overall, the benefits of limiting EEA migrants seem to be purely political. This chapter clearly illustrated 

how the economic consequences of denying access to EEA migrants come in many shapes and forms. The 

most concrete evidence is how the fiscal budget will be negatively affected, though my findings indicate that 

employment levels and productivity will fall, and the UK will face a higher dependency ratio in the future. 

One worry for allowing unlimited EEA immigration is how the big gap between UK and CEE wages has 

secured a steadily increasing flow of EEA migrants even while unemployment rose in the UK. In the future 

this tendency could prove problematic if unemployment and immigration continue to go hand in hand.  

!

CHAPTER 6: ECONOMIC CONSEQUENCES OF BREXIT FOR THE EU  
In this chapter I will look into the economic consequences for the EU if the UK decides to discontinue its 

membership. I start by looking at the consequences for the collective EU economy and follow up by briefly 

describing the areas in which individual member states will be affected by Brexit. I finish with a discussion 

of the internal political consequences for the EU.  

6.1 Consequences for the Collective EU economy 
6.1.1 The EU Budget 
The EU stands to lose the second largest contributor to the EU budget. The UK’s direct contribution 

in 2014 amounted to 10.97% of the EU budget (Statista 2015). Although enjoying a significant 

rebate, the UK is a net contributor to the budget and its absence will be felt. The remaining 27 member states 

would either have to raise their contributions or accept a reduction in the EU’s total spending. The Global 

Counsel (Irwin 2015) estimates that member states chance increasing their contribution with a maximum of 

5.8% of their current payments. However, depending on the future arrangement the UK may have to 
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contribute to the EU budget, for instance if it joined EEA, though the size of the contribution would be up for 

negotiation.  

6.1.2 Trade 
From Chapter 2, we know that the EU imports for £227bn and exports for £288bn to the UK. The UK is an 

important source of demand as it takes one-tenth of EU exports. Hence, the EU trade surplus with the UK 

amounts to 0.6% of the GDP of the remaining 27 EU states (Irwin 2015). The EU will see a reduction in 

their exports to the UK and face higher prices for their imports if no exit agreement is made. 

The remaining member states have opportunities for attracting more FDI projects. Firstly, the UK is one of 

the top recipients of EU investment spending, but will no longer be applicable for such EU funding 

following Brexit. Second, the UK will no longer be part of the Single Market and hence is not guaranteed the 

free movement of capital to and from the EU, potentially leaving more FDI from within the EU to other 

member states. Third, the UK can no longer be a stepping-stone for third country companies wishing to get a 

foot inside the Single Market. Nonetheless, it is a risk that the UK deregulates and improves the business 

environment further in an effort to increase its competitiveness relative to the EU. In effect, the UK could 

draw investment away from the EU over time. In addition, EU GDP would decrease with 15% when the UK 

leaves, in turn, making the EU a less attractive trade partner (Irwin 2015). 

6.1.3 The City of London 
The City of London is deeply integrated in the EU financial system. European banks situated in the UK 

would incur high costs of relocating their activities, and businesses and households would suffer from the 

loss of liquidity and the higher charges for financial services. Conversely, a few European financial centres 

might benefit from more inward FDI from non-EU banks looking for a new way in to the Single Market. 

These are Frankfurt, Paris, Amsterdam and Dublin. They stand especially to benefit from euro-denominated 

trade, as it must take place in the Single Market. Conversely, EU banks face significant costs, since they 

would have to move their wholesale banking activity within the Single Market. Further, the aforementioned 

financial centres have a long way to go before they become global centres that can compete with London’s 
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business environment. Hence, EU businesses may migrate to London instead, and some areas like the 

derivatives trade might move outside of the Single Market altogether. 

6.1.4 Migration 
If the UK restricts access for EU migrants, about two million EU citizens will be seeking jobs and residence 

in other EU countries. EU businesses operating in the UK should not be affected as such, seeing as there is 

no limit to inter-company employee transfers under tier two in the UK migration system. A few EU countries 

could benefit from the lower health costs, when UK retirees return, though on the other hand, they currently 

benefit from the pension payments of these residents (CER 2014). The greater impact would stem from the 

returning EU citizens. Many come from CEE countries and may be returning home to unemployment. Other 

EU countries could be affected indirectly as the migrants may seek jobs in wealthier member states rather 

than returning home. The UK has been one of a few EU countries actually benefitting from the free 

movement of labour, as the Kingdom has mainly received migrants of working age, with high skills levels 

and who tend to return home before retirement. It is probable that other EU countries may profit from this 

migrant population. However, the returning migrants may cause political unrest within the EU, as migration, 

and not least benefit tourism, is also a contentious issue for other EU members than the UK.  

6.2 Consequences for Individual Member States 
Several countries will be highly affected by lost trade following Brexit. In value terms, only a few members 

have trade surpluses with the UK, though as a percentage of national GDP, the exports to the UK are 

essential in many countries. For instance, the trade surplus with the UK exceeds one percent in the 

Netherlands, Poland, Belgium, Hungary, Latvia, Lithuania, Slovakia and Czech Republic. Ireland is the EU 

member most integrated with the UK in terms of trade, migration, and supply chains. Further, its exports to 

the UK equals 12% of GDP, the highest of any EU member. Also Cyprus has tight cultural links to the UK 

as member of the British Commonwealth, and the country exports the equivalent of 7% of national GDP. 

Comparatively, the German trade surplus with the UK is larger than that of any other member state, though 

the total exports to the UK were only the equivalent of 2.4% of German GDP, and the trade surplus equalled 

1% (Irwin 2015). 
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With regards to financial services, Ireland, Cyprus, the Netherlands, Belgium, France and Sweden would be 

affected significantly, due to their strong ties to the UK financial sector and bank loans between the 

countries. Frankfurt and the City of London are highly interdependent (Beaverstock et al. 2005) and hence 

German businesses in the financial sector would suffer substantial disruption from Brexit. 

Poland will mainly be affected by Brexit in terms of migration flows, as currently there are 1m poles residing 

in the UK, making it the biggest group of foreign nationals. The country has a high level of unemployment 

and would be pressured economically if citizens could no longer work in the UK in the future. Poland further 

enjoys remittances sent home from residents in the UK with a value of €1.1bn every year. Apart from 

Poland, Ireland stands to welcome the most returnees following Brexit with 329.000 Irish citizens currently 

residing in the UK (Irwin 2015). 

The EU member states have an interest in keeping the cost of trade with the UK low. This is the case 

whether the individual countries are running a trade deficit or surplus with the UK. The larger the trade 

volume with the UK, the more motivation they have for allowing free trade and full market access with the 

UK. In addition, financial sectors in EU member states risk loosing out on much business if the City of 

London is left out of the Single Market. Only a few European financial centres stand to gain from Brexit, 

though at the same time they are so deeply integrated with the London, that much of their business would be 

disrupted.  

6.3 Internal Political Consequences  
Migration is a key topic in the referendum debate and will most likely be so as well after Brexit. Some 

member states will be directly affected, if their citizens are no longer given free access to work and reside in 

the UK. The Polish government have made it clear, that they are unwilling to scale back on the free 

movement of people in response to British referendum suggestions (Baranowski 2015). Hence, Poland 

would likely take the same stance after Brexit, pressing for free access for EU citizens in turn for the UK 

getting a preferential trade agreement. Member countries struggling after the crisis, such as Spain and Italy, 

are suffering from high unemployment, and have little interest in welcoming returning citizens from the UK. 

Still, a more pressing issue is the potential political contagion. Not many members have been beneficiaries of 

the free movement of labour in the same way that the UK has (Springford 2013). The bulk of CEE migrants 
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reside in the UK, hence other wealthy member states that had restrictions and quotas for CEE migrants 

following the accession, now would expect to receive a large number of such migrants. Some countries may 

actually require an influx of labour, and it is likely that the CEE migrants, considering their age and 

educational level, could come to benefit several EU economies. Though the fact remains that in many 

member states, the public attitude is becoming increasingly negative regarding CEE migrants. For instance, 

in the Netherlands and Germany concerns are raised on the account of benefit tourism. Consequently, the 

fear is that the western and northern member states would press for reform of the social directives, reducing 

access to welfare benefits for migrant workers. Thus both sender countries and receiving countries would 

want continued and unrestricted access to the UK labour market. For receiving countries, it would be easier 

to make demands of the UK than to reform EU legislation. Moreover, there would be less fear of domestic 

political ramifications if they avoid a great influx of CEE migrants. 

More essential to the future of the EU, Brexit will have significant implications for the internal politics. The 

EU would have to rewrite treaties and recount the number for voting procedures in majority and qualified 

majority votes to account for a now smaller EU. Currently, both the northern and the southern bloc have a 

blocking minority in the Council of Ministers, allowing the two groups to balance each other (Irwin 2015). 

Following Brexit, the southern bloc would have strengthened its voting weight, while the northern bloc 

would loose its blocking minority. The northern bloc tends to be more liberal and use its blocking minority 

to hinder protectionist measures. Hence, the EU will potentially be less liberal in the future (Möller&Olliver 

2014). 

Moreover, member states outside of the eurozone14 will suffer further marginalisation in the Council without 

the backing of the UK. The consequences of this are harder to predict. The eurozone would find less 

opposition in the adoption of eurozone favourable policies. In turn, this may create more conflict as non-

eurozone members demand more influence and perhaps turn to obstructionist behaviour like the UK did in 

the 1980s. Denmark that has opted out of the euro, might draw further away from the EU and perhaps 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
14 Denmark, Sweden, Bulgaria, Croatia, Czech Republic, Hungary, Poland, Romania that are oblige to join 
once the convergence criteria are met. 
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renegotiate the Danish terms, in response to the loss of influence. And this is the ultimate fear; that Brexit 

may cause a domino effect where member states decide that membership of the EU is no longer in their best 

interest. Anti-EU political parties are spreading across the continent and they will likely point to the UK as 

an example of existing and prospering outside of the EU and its restrictions. The UK would be the first full 

member to actively leave the EU and their exit agreement will set a precedent for potential future exit 

agreements. Hence, member states with pro-EU governments will be politically motivated to fight 

favourable exit terms for the UK.  

To sum up, Brexit will firstly have a direct and tangible effect on the EU budget, which is relevant at a time 

where most member states are still reeling from the crisis. The EU’s total trade as well as the financial sector 

will incur significant losses if there is made no special trade arrangement with the UK. The majority of the 

individual member states will either be severely affected on trade, financial commerce or immigration. 

Accordingly, it would make economic sense to press for the UK to join the EEA. Trade and financial 

commerce would go on, largely, as before, and the UK could be made to contribute to the EU budget. If the 

UK joined the EEA, a political goal would also be reached, in that the UK would have to allow the free 

movement of labour across its borders, and political unrest on behalf of migration would be diverted. On the 

other hand, there may be broader political implications of Brexit. The UK will come to set an example for 

exiting the Union, and if it is economically successful, anti-EU forces will gain ground. Hence, to an extent, 

the EU has a political interest in raising the costs of exit by refusing special agreements or access to parts of 

the Single Market. This in turn, would raise the economic costs of Brexit for the EU, which would not incite 

a positive public attitude towards the EU.  

CHAPTER 7: THE FUTURE RELATIONSHIP BETWEEN THE UK AND THE EU  

“Those in favour of leaving the EU say we could still be part of the Single Market. They may be right. But 
who would set the rules? Not us. It would be those within the European Union. We would live by rules that 
we have no say in making ourselves (…). Unable to change the terms of trade.” Ed Miliband, speaking for 

the Confederation of British Industry in 2012 (cited in Burrage 2014) 

The UK’s deep integration with other EU economies mean that the economic ramifications of Brexit will 

largely depend on how the framework for a relationship with the EU will look like. Hence, this chapter will 
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analyse different possibilities and determine the most probable scenario. The chapter will include a 

description of the structure for negotiations on the exit agreement as well as the decision-making procedure 

in the EU for such instances. I will discuss both UK and EU preferences in terms of the five possible 

frameworks pointed out in Chapter 2 and finally evaluate the probable outcome. 

7.1 Framework for Exit Negotiation and Decision-Making in the EU  
When a member state informs the Council of its decision to leave the EU, the negotiations process 

commences. The treaties will continue to apply to the exiting state until the withdrawal agreement is signed 

or till two years after the notification if the negotiations fail. This period can be extended only if both the 

Council and the concerned member state unanimously agree to do so. During these two years, the UK cannot 

participate in discussions or decision-making in the Council or the Commission in matters regarding its exit 

(The Lisbon Treaty 2013).  

The agreements will be negotiated according to Article 218 of the TEU, meaning that the framework will be 

the same as for negotiations on international agreements. The Council first authorises the opening of the 

negotiations and adopts directives for negotiation. Trade negotiations are conducted by the Commission. It 

works in conjunction with a committee that will monitor the negotiations and ensure that it is in accordance 

with the mandate given by the Council (The Lisbon Treaty 2013a). The committee is appointed by the 

Council and consists of civil servants from the member states. Further, the Council appoints a head 

negotiator. The agreement has to be confirmed by QMV in the Council, where the UK has no voting right, as 

well as by the EP. Hence, the Council is the primary force in the exit negotiations, despite the Commission’s 

role as negotiator. Whereas the Commission is a caretaker of EU interests, the Council looks out for national 

interests (Bache&George 2006), thus the demands from the EU are likely to be partial to individual national 

preferences. Accordingly, I here assume that the member states will look out for their own economic and 

political agendas, favouring a close relationship with the UK, rather than looking out for EU’s unity and 

penalising the UK for leaving.  
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The member states do not always trust the Commission to represent their interests on more sensitive 

subjects, hence the Commission has full competence for trade in goods only15. On other issues, the 

Commission shares the responsibility with the member states. Due to the importance of the UK to many 

member states, both economically and politically, it is then most probable, that the negotiations will proceed 

under shared responsibility. This produces a three-level game, where first the governments of each member 

state decide a negotiation position that reflects the domestic constraints. Then governments will negotiate 

with each other to determine a mandate for the Commission. Finally the Commission will negotiate with the 

exiting member state based on a tight parameter, and if necessary to exceed this, will have to refer back to 

the Council, who will refer to the domestic constituencies. It is a highly complex pattern of bargaining, 

which in the worst-case scenario may result in a collapse of the negotiations (Bache&George 2006). The 

UK’s size and importance make it unlikely to exit without an agreement, however, the difficulty in getting 

all these parties to agree could be the very reason that WTO rules would come to define the relationship 

between the UK and the EU going forward. 

7.2 The Possible Future Frameworks  
Going forward, it will be most critical and most challenging for the UK to fashion the future participation in 

the Single Market. The question is what the EU will demand and how much the UK is willing to concede. 

My analysis then will be based on the existent trade models and known preferences for the UK and the EU. 

7.2.1 WTO 
The UK government has made it very clear that going forward they wish less integration and to increase 

national sovereignty. With only WTO rules to govern UK-EU relations, the UK will not have to adhere to 

any EU legislation. Further, the UK can be sure of its rights to restrict immigration and benefits for migrants. 

The UK could distance itself from the EU and focus on trade with the rest of the world. The EU is falling 

behind in the global race, and as I have argued, there is much to be won by reducing barriers to trade with 

countries that show increasing interest in UK goods and services. However, this approach would be 

inconsistent with the UK liberal outlook on trade. Furthermore, based on my analysis, a complete withdrawal 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
15 Upon unanimous agreement, member states can give the Commission mandate to negotiate other issues.  
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from the Single Market would be self-destructive. Similarly, the individual member states have an economic 

interest in a closer relationship to the UK. While the complex negotiation procedure could pose a problem, 

the importance of the UK would most likely let the Council to agree on an extension of the negotiation 

process if necessary.  

7.2.2 Customs Union  
If the UK engaged in a customs union, they could not be sure that all sectors would be covered, and it is 

probable that market access would be limited. Further, UK exporters would face non-tariff barriers. The 

financial sector risks losing out, as there would be no pass-porting of banks from the UK. Moreover, the UK 

would not be able to set its own external tariffs or pursue trade deals independently, something that would be 

necessary to help make up for losses in trade with the EU. Altogether, it would be a dire compromise for the 

UK. Moreover, the EU intends customs unions as precursors to full membership, thus it is questionable that a 

customs union will even be on the table (Bache&George 2006). 

7.2.3 Membership of the EEA  
Economically, membership of the EEA seems to be the most appealing solution for all parties. The UK 

would retain full access to the Single Market and would thus avoid current and future tariff and non-tariff 

barriers to trade. Further, EU member states would not have to fear a drop in the trade volume, repercussions 

from cutting off the City of London or the political ramifications of returning migrants. Still, this solution 

does not address the UK’s political issues with the EU. First, the UK could not discriminate EU migrants. 

Second, the UK would still have to comply with all Single Market legislation. Third, and most importantly, 

the UK will incur a major loss of sovereignty as the Kingdom will now have to oblige by rules while having 

no influence in their drafting. As a UK Foreign Affairs Committee (HCFAC 2013) expressed it, EEA 

membership effectively involves integration without representation. While the UK would have Single 

Market rights, it would have to depend on the other member states to ensure these rights. For instance, if 

euro-denominated trade was moved inside the eurozone the UK could not turn to the CJ, but would have to 

rely on the small and decreasing group of non-eurozone members to take up the fight.  
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7.2.4 Basket of Bilateral Agreements  
Negotiating a basket of bilateral agreements would be a much more palatable solution for the UK. The UK 

would only have to follow regulation in the sectors covered by the agreements, hence it would be possible to 

opt out of unwanted regulation by ruling out cooperation in such areas. Moreover, as amendments would be 

made every time the EU adopted new legislation, the UK would not have to fear future loss of sovereignty 

without first agreeing to it. 

With this model, Switzerland has gotten the closest trade relationship with the EU next to the EEA countries. 

It is, however not as extensive as an EEA agreement, as for instance Switzerland only has sectoral 

agreements for trade in services with the EU. Here, none for financial services are included, despite Swiss 

efforts (CER 2014). Then again, as per my discussion in the previous Chapter, member states might see 

differently on UK access to the Single Market, due to the deep integration of their financial markets. 

Altogether, the UK should expect to see limited access for vital areas of business.  

More important, however, is the fact that the EU is not willing to engage in another such arrangement. The 

EU is increasingly frustrated with the Swiss arrangement, as it involves renegotiation whenever EU 

legislation advances. It is both time-consuming and costly to administer. Moreover, the EU has refused to 

move forward with bilateral agreements with Switzerland, until the country agrees to establish an 

overarching institutional framework that could ensure the homogeneity of interpretation and implementation 

of Single Market rules (HCFAC 2013). Then even if the EU agreed to negotiate a basket of bilateral 

agreements with the UK, it would be with the demand that the UK gives up sovereignty of the same kind as 

in the EEA agreement. In turn, this would not be accepted by the UK.  

7.2.5 Free Trade Agreement 
Last, but no least, the UK could negotiate a FTA with the EU. The UK would have the freedom to pursue its 

own external trade agenda, while enjoying tariff free trade in the Single Market. However, the UK would not 

be a full participant in the Single Market, thus being cut off from certain sectors is a risk. Indeed, such an 

agreement would in all likelihood be a trade-off between depth and sovereignty. Giving the UK the right to 

participate in the Single Market without having to oblige to EU legislation would put EU business at a 
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disadvantage. This will not be in the best interest of EU member states, the UK will to an extent have to 

concede sovereignty in order to gain access (Glencross 2015).  

Historically, it has proven easier to promote trade in goods than in services (Bache&George 2006; 

Chow&Shoenbaum 2008) and it is likely the negotiation of services that will prove the most challenging. On 

the other hand, they will not be negotiating to break down barriers to trade, but to protect existing trade; 

hence the continued free movement in services between the EU and the UK ought to be less sensitive. In 

fact, EU businesses risk disruption of their business if the access to UK services is discontinued. 

Nevertheless, the UK has an even stronger interest in the free movement of services, which the EU can use 

to their advantage. For instance, they could link the access to service markets with another area. This is 

because the multi-issue nature of FTAs makes negotiation all the more complex. With the basket of bilateral 

agreements, the different issues would be broken up and treated separately, but with an FTA, different areas 

become connected. Hence, differences of preferences regarding the extent of the trade in services may come 

to affect the agreement on trade in goods, for instance. And while there is no precedence of the EU 

demanding free movement of labour as part of a FTA, the EU could demand this in turn for market access. 

Considering the political motivation of many member states, it is not an unlikely request.  

Another issue again, is the complexity of the framework for EU negotiation, allowing individual member 

states much power. In effect, the UK is not facing one single party with a set of preferences, but many 

different parties with different political agendas. This in turn, increases the chances of a collapse of the 

negotiations, just as it makes it more difficult for the UK to predict the moves of the counterpart. For 

instance, while the EU has an interest in allowing financial services across the borders, the eurozone 

countries have their own agenda, increasing the oversight of financial services and maintaining euro-

denominated trade within the eurozone. With a qualified majority in the Council, they could effectively 

exclude the UK’s financial sector. Hence, the UK is facing the same political obstacles outside the EU as it 

did as a member. 

7.3 The Outcome 
As I have maintained throughout this thesis, the best scenario for the UK economy after Brexit, would be 

participation as an EEA member. While this arrangement has some clear drawbacks, it is still the least 
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problematic, because it will impose the least changes to a very beneficial economic arrangement. 

Additionally, any other agreement will lead to less market access and allow for non-tariff barriers. Though, 

as I have found, with regards to the relationship with the EU, the UK’s political and economic interests do 

not align. What is most beneficial for the UK political agenda, is the most damaging economically. The UK 

government is set against loss of sovereignty, and a Foreign Affairs Committee concluded upon 

investigation: 

“We agree with the Government that the current arrangements for relations with the EU which are 
maintained by Norway, as a member of the European Economic Area, or Switzerland, would not be 

appropriate for the UK if it were to leave the EU. In both cases, the non-EU country is obliged to adopt 
some or all of the body of EU Single Market law with no effective power to shape it” (HCFAC 2013, p. 79) 

 
The UK would have to comply with the acquis communautaire in exchange for market access under EEA, a 

Swiss approach, or a customs union, thus not addressing the reason for leaving the EU in the first place. 

Altogether, I determined that the most probable withdrawal arrangement both the EU and the UK could 

agree to, would involve a FTA. In essence, this does not leave us much the wiser in terms of the future 

relationship between the two parties. There is little doubt that the UK will be better off than if WTO 

obligations set out the framework. With an FTA the UK will gain further access and lower barriers to trade. 

Additionally, it will be more beneficial than a customs union, as the UK will have an opportunity to 

independently pursue FTAs and tailor them to UK preferences. However, it is uncertain to what extend trade 

in services will be covered by an FTA, whether the City of London maintains access to the Single Market, 

and whether the UK will have to allow an unlimited inflow of EU migrants. The first uncertainty will be 

highly significant for the UK economy as the trade in services is where UK’s comparative advantage lies, 

and where it has a surplus in trade with the EU. The second may end up being costly for the financial sector, 

as it stands to loose business and FDI, although, the City of London’s strong comparative advantage ensures 

that it will maintain most of its market share regardless. The third uncertainty could be a blessing in disguise. 

If the EU succeeds negotiating the free movement of labour, the UK economy would be better off. Whereas 

it is clear that the UK government is not willing to allow the considerable loss of sovereignty an EEA 

agreement would incur, it is questionable if they will allow for free movement of labour. So far, the UK 
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government has solely demanded the right to limit welfare benefits for EU migrants, thus there may be 

willingness to concede free flow of labour.  

All in all, only three things are certain: (1) the EU and the UK both have a strong interest in negotiating an 

open trade relationship, (2) the UK will strongly oppose losses of sovereignty, and (3) the EU will demand 

something in return for its concessions on access to the Single Market.  

 

CONCLUSION 
This thesis shed light upon the changes to the UK economies following Brexit. In my investigation of the 

trade relationship between the UK and the EU, I found that the trade with the EU is vital to the UK economy. 

If the UK leaves without a trade agreement, the total trade volume will fall drastically as an effect of not only 

tariff barriers, but also significant non-tariff barriers to trade. The UK financial sector has strong comparative 

advantages and is not likely to be affected to the same extent, though the UK will incur a major loss of 

sovereignty, regardless of the future arrangement between the two parties. This in turn has unknown 

consequences, as future EU decisions will affect UK financial markets. Lastly, the UK can, as a non-EU 

member, continue to allow the free inflow of EU migrants, thus maintaining the status quo. However, this 

would not be in line with the current political agenda, and it is expected that the UK will seek to restrict 

either access or benefits for migrants. In that case, especially the fiscal budget would incur losses, but the 

insufficient supply of labour could potentially have a negative impact on national output. Altogether, my 

findings suggest that Brexit cannot be justified from an economic perspective. 

Several have tried to produce a number that could quantify the economic consequences of exiting the EU; 

nevertheless they are marred with uncertainty. Some are influenced by political convictions and typically 

overemphasise either the gains from trade with the EU or the burdens of EU regulation on business. Others 

fail to encompass some of the most relevant issues, as for instance Minford et al. (2005) who examined the 

impact of the CAP, EU protectionism of manufacturing and future EU harmonisation of tax laws. Based on 

this narrow perspective, they found that ceasing to participate in the EU would introduce a gain in the range 

of 3.2-3.7% of UK GDP. CEP (2014) focussed on the effects of Brexit on UK trade alone and found that the 

UK could lose 2.2% of national GDP in the scenario, where it gains similar access to the Single Market as 
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Switzerland or the EEA countries. In the pessimistic scenario, where there is no trade agreement, the net loss 

amounts to 3.9% of GDP. 

Open Europe went one step further and included scenarios for increased UK trade with the rest of the world. 

In a worst-case scenario, where the UK fails to reach an agreement and reverts into protectionism, they 

estimated a fall in UK GDP of 2.2% by 2030. Comparatively, a scenario wherein the UK still has no 

agreement, but pursues large-scale deregulation and an open trade policy, produces a net gain of 1.6% of 

GDP. In scenarios with different UK-EU trade agreements, they estimated the economic consequences to be 

between 0.8% and 0.6% of permanent loss to GDP by 2030 (Booth et al. 2015). 

Neither of these calculations includes the effects of changes to migration or to the financial sector other than 

the introduction of barriers to trade, hence an estimate of the economic consequences ought to be greater. 

CBI (2013) included these factors and estimated the net benefit of EU membership to the UK to be around 4-

5% of UK GDP. Though they did not produce estimates of scenarios based on future trade agreements. 

Bertelsmann-Stiftung (2015) worked with different scenarios of openness, static trade effects, and dynamic 

economic consequences. The most favourable scenario is one where the UK receives similar status as 

Switzerland, where the effects are estimated to bring a loss of 0.6% of GDP by 2030. In the least favourable 

scenario, the UK looses all trade privileges arising from EU membership and reverts to protectionism. Here 

the GDP would be 3% lower by 2030. It gets worse when the dynamic effects (e.g. loss of competitiveness 

and innovative power) are included. In this scenario, UK’s GDP in 2030 could be 14% lower than if it had 

remained in the EU. However, they give no estimation for a positive scenario of open trade policy that 

includes the dynamic effects. 

With estimates giving both positive and negative outcomes, it is hard to depict the fallout. The question is, 

how does one determine a baseline, and perhaps more relevant; does it even make sense to do so? It is 

possible to come up with a range on the economic consequences of a change of terms, but when the future 

framework is still unknown, and hence the future terms for the economy, how can one calculate the fallout? I 

have, nevertheless, concluded that the Swiss and EEA approaches will not be possible, as either one or both 

parties will not agree to them. Hence, the most positive scenarios, which are all based on these models, 

should not be included in a baseline. Furthermore, both the EU and the UK have a strong interest in an open 
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trade relationship. The UK will be trying to strike a deal with the very organisation it just exited, thus the 

negotiations will not be of the same nature as normal trade negotiations. The goal will be to protect the level 

of openness that the UK and the EU already share, rather than breaking down existing trade barriers. Thus, I 

argue that an FTA will come into effect, though the extent and depth of it is unknown, why the baseline must 

be an interval based on different scenarios of integration with the EU. Altogether then, the baseline should 

include calculations with the all the important components and exclude most favourable and worst-case 

scenarios. In effect, I determine that Brexit will incur a permanent annual net loss between 2-5% of national 

GDP. Again, I can conclude that from an economic outlook, Brexit cannot be justified. 

I additionally set out to find whether Brexit will address UK preferences, in the form of the four re-

negotiation demands. The first demand was to guarantee the UK’s Single Market rights as a non-euro 

member, though I found that as a non-EU member, the UK would only have Single Market rights in the 

unlikely case it agrees to EEA membership. In that situation the UK will have no influence on EU decision-

making and without UK opposition, the eurozone coalition will be stronger and have better opportunity to 

impose discriminating legislation. Moreover, the UK will not have the recourse to challenge EU initiatives in 

the CJ when its Single Market rights were infringed. 

The second demand was to focus on competitiveness and reduce bureaucracy and regulation. After Brexit, 

the UK government can certainly put these issues on the national agenda. Nevertheless, if the UK stands 

outside the Single Market it risks losing competitiveness. And in order to export to the Single Market, the 

UK would have to oblige to EU Single Market legislation, just as the administrative burden could increase 

due to the EU’s strict demands for countries they import from. 

The third demand is fulfilled to a similar degree. Standing outside the EU, the UK will no longer have to 

work towards an “ever closer union”. However, the UK will have to give up sovereignty in exchange for 

market access. Thus, as the remaining EU members increase integration, the UK will have to keep up and 

adopt harmonising legislation in exchange for market access. Nonetheless, the future integration will be 

limited to Single Market legislation. 

Finally, the demand on limiting welfare benefits for immigrants, seem the most likely to be achieved. The 

outcome will depend on the final agreement, but the UK can decide to not make a concession in this regard. 
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However, as my analysis suggests, allowing EU immigrants results in net fiscal gains, just as EU labour is 

becoming increasingly important for the UK economy. In essence, it would not be economically beneficial to 

make the UK a less attractive location for EU migrants. 

Altogether, only two of the four demands will be addressed if the UK withdraws its membership, and this 

only to a limited extent. Many of the issues that UK citizens are discontent with would either remain or 

worsen after Brexit and, additionally, the economic consequences of exiting could be dire for the UK. 

Of course, the ramifications of Brexit reach much further than my analysis. For instance, Brexit would 

reopen the question of Scottish independence, since the Scottish National Party has pledged to keep Scotland 

in the EU (Glencross 2015). In other words, the UK risks division within the Kingdom and a land border 

with a country intended for EU accession. The economic and political consequences of losing Scotland in the 

midst of exiting the EU would indeed be an interesting area for future research. Another subject could be to 

delve deeper into the consequences of Brexit for the EU. What happens when a formerly close-knit union 

looses an important member? Will it be necessary to change the current agenda of working towards an “ever 

closer union” in order to resist losing other members? The EU has always been an interesting unit to study, 

and this change will bring a whole new perspective to the political definition of the union. In addition, it is 

highly relevant to study how the image of the EU will change and whether the EU in turn will lose influence 

in global affairs. 
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APPENDIX 

Appendix A: Trade Creation 
The effects of trade creation are depicted in Diagram 1, where the removal of tariffs reduces the price of 

imports from P1 to P2, and increases the imports purchased from Q3 to Q4. Hence, the consumer surplus 

increases, adding up to the area 1+2+3+4. Domestic producers sell less, and their surplus declines by area 1. 

Further, the government loses tax revenue from tariffs, equivalent to area 3. Thus the net gain from trade 

creation is the areas 2+4. The extent of this gain depends upon the elasticity of supply and demand, meaning 

that if the demand is elastic, consumers will have a significant increase in welfare. 

 

Diagram 1 

 

!

Appendix B: Comparative Advantage  
A concept that explains how differences between countries ensure that trade is mutually beneficial to all 

countries participating in trade. Countries derive gains from trade by specialising in the production of goods 

in which they have comparative advantage. In this way, the individual nations can produce these goods on a 

larger scale and thus more efficiently, in other words reaching economies of scale, while retrieving other 

goods through trade. A nation has comparative advantage in producing a good, if the opportunity cost of 

producing said good, is lower than it is to produce the same good in other countries. The comparative 

advantage is determined by international differences in labour productivity, the relative abundance of factors 

of production, and the relative intensity with which the different factors of production are used in the 

Source: 
Pettinger 2012b 
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production of different goods. Hence, the opportunity cost of producing a good is the quantity that could 

have been produced of other goods, using the same amount of labour and resources. When countries 

participate in trade and specialise in the production of goods in which they have comparative advantage, it 

results in a higher production level. Trade has enlarged the range of choice for consumers, in turn making 

them better off (Krugman&Obstfeld 2009).  

Appendix C: Cross-price Elasticity 
The quantity demanded of a good depends on the price of the product and the consumer incomes and 

preferences. Though additionally, the demanded quantity will depend on the prices of related goods. Cross-

price elasticity of demand then is the percentage change in the demanded quantity of a good that results from 

a one percent change in the price of the related good. The cross-price elasticity can be positive or negative 

depending on the relationship with the other good. If the goods are complements, the cross-price elasticity is 

negative. Accordingly, if the price goes up in one good, consumers will purchase less of both. If the products 

are substitutes, the cross-price elasticity will be positive. A price increase in one product will increase the 

consumption of the other product, as it replaces the first (Krugman&Obstfeld 2009).   

Appendix D: Price Elasticity  
Price elasticity is the percentage change in the quantity of demand for a good, following a one percent 

change in the price of said good. In effect, products that are highly responsive to changes in price have high 

price elasticity of demand. One important determinant of a good’s price elasticity is the substitution effect. 

According to the substitution effect, when the price of a good increases, consumers will tend to reduce their 

consumption of that good in exchange for a similar product. For goods that have no close substitutes, the 

substitution effect is very small. Hence, the price elasticity of demand will be lower for goods with a small 

substitution effect than for those with a high substitution effect. Another key determinant is the good’s part 

of the budget share. The larger the share of a consumer’s total expenditure accounted for by the product, the 

higher is the price elasticity of demand for the product. Conversely, goods that only account for a small share 

of the budget are not likely to offset or reinforce the substitution effect upon a change in the price, hence 

they do not have as high a price elasticity (Frank 2008).     
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Appendix E: The Gravity Model  
There is a direct empirical relationship between the size of a nation’s economy and the volume of its imports 

and exports. Large economies are inclined to consume large amounts in imports, as they have large incomes. 

In turn they attract large shares of other nations’ spending, because they produce a wide range of products. 

Hence, trade between any two countries is approximately proportional to the product of their GDPs. Further, 

the volume of trade between two countries diminishes with distance. Thus looking at world trade as a whole, 

economists have developed the Gravity Model to predict the volume of trade between two countries 

accurately. The equation is expressed as 

Tij = A x Yi x Yj / Dij 

Tij is the volume between country i and country j, A is a constant term, Yi and Yj is the GDP of country i and 

j, respectively, and Dij is the distance between the two countries. In other words, the value of two countries’ 

trade with each other is proportional to the product of the countries’ GDP and diminishes with distance. 

Thus, the Gravity Model is often employed to help identify anomalies in trade; if the trade volume is larger 

or smaller than the model predicts, economists will look for the explanation. They may point to factors 

limiting international trade, such as tariff and non-tariff barriers, separate national currencies, language and 

culture. Also customs unions can divert trade from outside (Krugman&Obstfeld 2009).  
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