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INSIDE

Britain is flirting with departure from the European Union, 
one of the world’s most powerful trading blocs. The risk is 
that a new agreement between the U.K. and its neighbors 
fails to placate voters and they choose to leave.

This report shows how the U.K.’s withdrawal from the EU 
could trigger significant near-term disruption and explains 
how lower migration and less trade might affect the 
economy for decades to come.

The stakes are high. 
— Jamie Murray, Bloomberg Intelligence Chief EMEA Economist
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Modeling a Surprise Exit
BY JAMIE MURRAY AND DAN HANSON,  
BLOOMBERG INTELLIGENCE ECONOMISTS

Originally published on Feb. 1, 2016

The Referendum 
Precedent That Isn’t
In casting around for episodes that could 
help gauge the near-term market impact 
of Brexit, Scotland’s flirtation with indepen-
dence is often mentioned. That’s probably 
because there was a referendum, and a vote 
to leave the EU could prompt another vote on 
Scotland, so there is some commonality. The 
pound also seemingly depreciated as the 
vote neared and the polls tightened. But the 
parallels are more askew than they appear.

First, the Scottish referendum was one 
with important consequences, but the im-
plications of leaving the EU for the U.K. as 
a whole are completely different to Scotland 
gaining independence. For sure, breaking up 
the country is an emotional subject, but the 
economic implications always looked small 
for what would have remained of the U.K. An 
exit would have been much more disruptive 
for the Scottish economy.
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Is it 1%? 3%? A string’s length? The truth is that any estimate 
of the near-term growth impact of Brexit will be drawn from 
the heavens. It simply isn’t possible to know in advance 
how much fear will set in to markets or how consumers and 
businesses in the U.K. will respond. That’s because there 
are no good precedents. Still, it is possible to model a styl-
ized scenario that captures some of the potential impact. 
Confidence, credit provision and exchange-rate risk could 
all combine to deliver a nasty shock to the British economy.

Key points:
 ■ The absence of precedents means the 

magnitude of the economic impact from a 
surprise vote to leave the EU cannot be 
quantified with precision.

 ■ Risks associated with the exchange rate, 
credit worthiness and confidence among 
consumers and businesses could crystal-
lize, resulting in a nasty shock.

 ■ A darker growth outlook would be met 
with looser monetary policy from the Bank 
of England, despite the higher inflation 
associated with any exchange-rate move-
ments. It could take years for demand to 
recover fully.

 ■ A shock result at the time of the EU ref-
erendum could mean the next change to 
interest rates is a cut instead of an increase.

Second, the depreciation of sterling 
ahead of the referendum had little to do with 
Scotland. As the chart below illustrates, the 
pound fell significantly against the U.S. dol-
lar but held its value against the euro. The 
slippage against the dollar reflected a run of 
bad news emerging from the rest of Europe, 
to which the U.K. is extremely exposed. After 
the results were announced, there was no 
significant relief rally.

The lessons to be learned from the Scot-
tish vote are in the polling. The vote was far 
less close than the polls made out, and that 
was followed up the next year by another er-
ror ahead of the British general election. What 
that means is that there’s a chance market 
participants could be very surprised when 
the official results are made public.

Mapping a Shock Result
If recent noises from the prime minister are 
to be believed, there may be a referendum in 
June. The lack of relevant precedents means 
that putting a robust number on the short-
term impact is impossible.

Still, some features of a scenario in which 
Britons vote to leave the EU can be traced 
out and the direction of the possible policy 
response can be assessed with the Bloom-
berg Intelligence Economic Assessment and 
Scenario Tool (BEAST). It captures the im-
pact of different shocks on the U.K., U.S. and 
euro-area economies, and the interaction 
between them. It’s worth pointing out at this 
stage that BI attaches no specific probability 
to the combination or magnitudes assumed 

The Pound Was Broadly Stable Against the Euro
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for these shocks, though the resulting eco-
nomic impact would not be particularly un-
usual, looking back on the history of the 
British economy.

The scenario that follows is driven by 
three shocks, each of which BI Econom-
ics judges could plausibly be triggered by 
a surprise vote to leave the EU.

 ■ Confidence Shock: Business invest-
ment slips and household saving in-
creases, reflecting uncertainty over post-
exit arrangements. This leads to a demand 
shortfall, which enters the model through 
a shock to its Investment-Saving relation 
for the U.K. The size of this shock is set at 
1.5% of demand.

 ■ Credit Shock: Banks located in the U.K. 
and with exposures to British borrowers are 
regarded as being riskier. This prompts an 
increase in the price at which banks can 
raise financing compared with the Bank of 
England’s policy rate. That shock is set at a 
pretty large 100 bps and gradually subsides 
over the following year.

 ■ Currency Shock: Foreign direct invest-
ment flows dry up over the course of a year, 
but participants in foreign exchange rate 
markets don’t wait for that. Outside investors 
reassess the risks associated with Britain’s 
large current-account deficit and the currency 
depreciates significantly. That enters the 
model through an increased risk premium, 
and the depreciation is calibrated to 10%.

The Dynamics
Here’s how that might play out after a sur-
prise vote for Brexit. The shock to demand 
gradually builds over three quarters, and 
growth slows markedly. The pound drops 
sharply against the euro and the dollar and 
continues to do so over the next couple of 
quarters. Credit spreads widen immediately, 
pushing up on real interest rates and wors-
ening the shock to demand.

Inflation first surges, reflecting higher im-
port costs associated with the fall in sterling. 
It then slows and remains weak, owing to the 
margin of spare capacity that has opened up 
in the economy. The Bank of England looks 
beyond the initial increase in inflation and 
quickly begins to ease. The worst is over 
by 2017. Thereafter, the economy gradually 
recovers, reflecting a very loose monetary 
policy stance. It could take a number of 
years for slack to be absorbed fully.

An Alternative Outlook
It’s worth pausing to see how forecasts 
could be affected should a scenario of this 
sort come to bear. For the purposes of con-
structing the chart at top right, the baseline 
is the Bloomberg survey estimate for British 

Model Responses (Deviations From Baseline)
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GDP growth out to 2017 and BI Economics’ 
own assessment of trend growth thereafter.

The chart shows that the combination of 
three stylized shocks could have substantial 
influences on the economy’s growth path. 
Because the shock comes mid-way through 
the year, it isn’t until 2017 that the biggest 
impact on the calendar-year growth rate is 
felt. Likewise, rather than the magnitude of 
the inflation shock, it is the timing that might 
be most of interest.

The combination of shocks in this sce-
nario warrants a substantial policy response. 
Uncertainty over the outlook means the 

Bank of England is likely to act cautiously, 
and so its stimulus gradually builds as the 
extent of the damage becomes clear. With 
deposit rates having been cut by a number 
of central banks without causing disruption 
to the financial sector, that would probably 
be the BOE’s first line of defense against a 
slowdown. So in this scenario, the bank rate 
would be significantly lower, compared with 
market expectations.

As the third chart illustrates, rather than 
the next move being up, a shock result at 
the time of the EU referendum could mean 
the next change to rates is a cut instead. 

Calendar-Year Growth, Inflation Most Affected in 2017
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Bank Rate Would Be Lower in This Scenario

-0.2
0.0
0.2
0.4
0.6
0.8
1.0
1.2
1.4
1.6
1.8

1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q
2016 2017 2018 2019 2020 2021

Pe
rc

en
t 

Market Expectations
Model Scenario

Source: Bloomberg Intelligence 



Index | Previous | Next

February 2016 BI ECON<GO> Bloomberg Intelligence: Brexit Special 3



-2,000

-1,000

0

1,000

2,000

3,000

4,000

5,000

1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014

N
et

 C
um

ul
at

iv
e 

 F
lo

w
  (

Th
ou

sa
nd

s)
 

Other EU EU8 EU15 Non-EU British Total

Source: ONS, Bloomberg Intelligence 



Migration Front and Center
BY JAMIE MURRAY AND DAN HANSON,  
BLOOMBERG INTELLIGENCE ECONOMISTS

Originally published on Jan. 6, 2016

Key points:
 ■ The net flow of migrants to the U.K. 

has been large, and EU migration has ac-
counted for a significant proportion of those 
flows lately. 

 ■ Migrants are more likely to be of work-
ing age and are less likely to claim out-of-
work benefits than those already living in 
the U.K.

 ■ If the U.K. were to leave the EU and 
clamp down on migration from member 
states, the economy could be about 1% 
smaller in 2020, though GDP per capita 
would be little changed.

 ■ A significant decline in net migration 
would mean debt relative to GDP would 
be higher in the medium term. Taxes could 
be raised or spending lowered to offset that.

 ■ EU treaties mean other countries are 
unlikely to agree to the reforms the U.K. 
government wants. In any case, the pro-
posed changes may do little to stem the 
net inflow of migrants.

Migrants “swarm to Britain,” “steal ALL our jobs” and 
must be “banned” – so say the British tabloids. Accurate 
or not, those assertions seem to be reflected to some 
extent in public opinion and the British government has 
put migration at the heart of its EU renegotiation efforts. 
If EU migration flows shrink, the U.K. economy will be 
smaller for it, possibly by as much as 1% by the end of 
this parliament in 2020.

account for almost two-thirds of people liv-
ing in the U.K. who were born abroad. The 
U.K. has also been a net exporter of Britons 
in recent decades.

One might reasonably ask, then, why the 
government should focus on those moving 
to the U.K. from within the EU, whose right 
to do so is enshrined in law. After all, it would 
surely be easier to reduce the typically large 
numbers of those arriving from outside the 
common market, many of whom are let in 
at the government’s discretion. Partly, the 
answer may be that, although non-EU mi-
gration accounts for much of the cumulative 
increase, flows from within the EU have re-
cently become larger, as the chart illustrates.

Migrants: How Many 
and Where From?
People are more concerned about migra-
tion than they were in the 1990s. Almost 4 
million more people had arrived in the U.K. 
by 2014 than had left since 1990, according 
to census and survey data. It might come 
as a surprise, but those from the European 
Union’s recent accession countries – such 
as Poland and Slovakia – account for only 
a minority of that, at least for now.

Data on migration by country of citizen-
ship shows that, of the roughly 5 million net 
inflow of foreigners to the U.K. between 1990 
and 2014, those from other EU countries 
account for about a quarter and those from 
the eight accession countries a tenth. The 
actual proportion from within the EU may 
have been a little higher than that because 
census figures point to faster migration than 
was reported by the surveys. Still, consid-
ering people who arrived in the U.K. before 
1990 as well, those born outside the EU 

Cumulative Flows of Net Migration
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How Do Migrants Affect the 
British Economy?

Employment
The facts are relatively simple. Those arriv-
ing in the U.K. are more likely to be of work-
ing age than the indigenous population, and 
they generally come to work. Slightly more 
complicated is that they are more likely to 
be high- or low-skilled than are the locals.

There is no convincing evidence that the 
migration flows to the U.K. have caused 
higher unemployment overall among those 
already in residence. In other words, they 
haven’t stolen jobs, as the newspaper head-
lines suggest. After all, there is no fixed num-
ber of jobs in the economy – people come to 
the U.K. and make themselves useful. And 
despite the net influx, unemployment is very 
low, close to pre-crisis rates and well below 
historical levels.

Earnings
The bifurcated skills distribution of migrants 
means that the arrival of foreign labor af-
fects groups of workers differently. Some 
migrants are likely to be competitive with 
less-skilled local workers, squeezing the 
earnings of those at the bottom end of the 
pay distribution. Empirical evidence sug-
gests this has happened only marginally. 
Still, that may explain why those on low 
pay are far more likely to cite jobs as a 
motive to reduce migration than top earn-
ers do. At the high end of the skills dis-
tribution, migration could help to push up 
wages if knowledge and best practices 
brought from abroad lift the productivity of 
domestic workers. In aggregate, the overall 
impact of migration on wages is likely to 
be roughly neutral.

Output
The Office for National Statistics expects a 
further 2.3 million people to be living in the 
U.K. in 2020 than in 2015, an expansion of 
3.5%. Of that projected increase, net mi-
gration to Britain explains a bit over half. A 
bigger migrant population means a bigger 
economy. How much bigger depends on 
how many migrants will choose or be able 
to work. Taking age and sex into account, 
the U.K. economy may be about 2.2% bigger 
in 2020 than at the end of 2015 because of 
migration, and perhaps about 1 percentage 
point of that will be thanks to EU migration, if 
relative flows are maintained. That’s a bigger 
source of growth than the natural change 
in the working age population, which may 
provide a boost of 0.7% come 2020.

Living Standards
Whether migration economically benefits 
the locals depends not on whether the 
economy will be bigger or smaller but on 



what will happen to locals’ own spending 
power. As mentioned, the average pay of 
those already in the country is unlikely to 
have been substantially affected by migra-
tion flows. Still, there could be advantages. 
If migration improves the public finances, 
for example, that would lower the burden 
on domestic taxpayers.

The new arrivals tend to consume less 
by way of public services over the course of 
their time in the U.K. than those born there. 
In many cases, the cost of entering the world 
and being educated has been absorbed 
elsewhere. And fewer migrants than locals 
collect out-of-work benefits. Over the course 
of a lifetime, migrants are likely to contribute 
more to the public purse than those already 
living in Britain.

The chart on the next page illustrates the 

importance of migration to debt dynamics. 
The population is likely to expand, reflecting 
net migration over the next few decades. 
Should migration be lower by about 120,000 
people per year (roughly what might be ex-
pected if EU migration were to be signifi-
cantly stemmed), the public debt-to-GDP 
ratio would gradually rise compared with the 
baseline and might be about 1% higher by 
2020. By 2040, debt could be 13% of GDP 
higher. Without those migrant flows, spend-
ing may have to be cut or taxes increased 
to keep debt on the same path relative to 
national income.

Still, it’s not just debt and incomes that 
matter – prices do, too. There’s little reason 
to think that migration affects the price of 
many goods and services in the U.K., but 
the cost of housing is the exception. By 

The Changing Composition of Migrant Flows
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The Workforce Will Grow Mostly Because of Migration
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2040, there could be more than 9 million 
extra residents in Britain than there were 
in 2015. They will need somewhere to live 
and, unfortunately, the U.K. has a poor 
track record in building houses. The com-
bination of increased demand and con-
strained supply has helped push house 
prices up significantly and there seems to 
be little prospect of a meaningful house-
building revolution in the near term. Migra-
tion is likely to keep putting upward pres-
sure on home and land prices in years 
to come.

Negotiations and Migration
There are at least two scenarios worth con-
sidering for migration. The most obvious is if 
the government’s negotiations fail to deliver 
an outcome that the public finds satisfac-
tory and the U.K. leaves the EU. Alterna-
tive scenarios take in the gamut of possible 
outcomes from a successful EU negotiation 
– none of the most likely possibilities should 
have a significant impact on migration flows 
going forward.

Scenario: Britain Leaves the Union
Migration from EU countries, if relative flows 
are maintained, could add about 1% to the 
annual level of output by 2020, more still 
in later years. So, if the entrance of EU mi-
grants were completely restricted, that would 
be the size of the negative effect on U.K. 
GDP. It’s a significant influence but rather 
smaller than the contribution of productiv-
ity growth, which may contribute 10% to the 
expansion of the economy over that time. 
And it’s worth remembering that the influ-
ence of migration on GDP per capita will be 
far smaller than 1%.

Even if EU migration is restricted, some 
would likely apply for access to the U.K. via 
the existing system for non-EU migrants, 
which is associated with about half of cur-
rent net migrant flows. The rules around this 
are largely at the government’s discretion, 
but it seems the flows would be higher ab-
sent a policy change. The effect on the level 
of GDP via the migration channel over the 
next few years might therefore be smaller 
than the 1% that might be lost by 2020 if EU 
migration ceased entirely.

 Debt Effects of Different Migration Paths
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Scenario: Britain Gets a Deal
Prime Minister David Cameron is in a tricky 
position. The Conservative Party manifesto 
put migration front and center in Britain’s EU 
negotiations, and there’s little that can be 
done to achieve meaningful change. Rules 
to restrict the flow of all EU citizens clash 
with the law – freedom of movement is a 
key tenet of the treaties. Disincentivizing 
particular groups of people from moving to 
the U.K. for work is discriminatory – again, 
at odds with EU rules. Given that these 
principles are the foundations of the union 
and other member states don’t want them 
to be meddled with, it seems very unlikely 
that the treaties will be amended to allow 
such behavior.

At present, the government has focused 
negotiations on limiting the provision of 
benefits in the hope that it makes Britain a 
less attractive destination. Since migrants 
generally come to work, cutting out-of-work 
benefits would not affect many. Instead, the 
government has proposed a four-year ban 
on EU migrants claiming in-work benefits, 
such as tax credits. It’s hard to see this pan-
ning out because it is patently discrimina-
tory – it boils down to a tax on EU migrants.

A measure that might be more acceptable 
to the EU would be to have the four-year ban 
apply to all its citizens, including Britons. 
That might be unpopular with the electorate, 

however, as it would affect those returning 
from periods of residence elsewhere in the 
world. Even if the government were able 
to introduce a four-year ban of some sort, 
it may do little to stem the flow of migrants 
anyway. Relative pay and unemployment 
gaps between the U.K. and elsewhere would 
remain wide. When asked what difference 
changing the benefit rules would make to 
migration flows, “Not much” was the reply 
from Stephen Nickell of the independent Of-
fice for Budget Responsibility.

So what is the likely outcome? No settle-
ment would probably raise the chances of 
the U.K. leaving the union, but the public may 
decide to stay anyway. More likely is that an 
agreement of less ambitious scale will be 
reached. A short extension or expansion to 
the three-month period migrants have to wait 
before claiming some benefits seems a pos-
sibility, though it would provide only a small 
disincentive to would-be migrants.

In summary then, should Britain leave 
the EU and clamp down on migration from 
member states, the U.K. economy might be 
1% smaller (but probably less than that) by 
the end of this parliament in 2020, thanks 
to lower migration. If negotiations lead to 
an agreement being reached and Britain 
stays in, given the constraints of EU law 
and reluctance to change it, it is unlikely 
that migration will be significantly affected. 
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Brexit’s Cost to Trade
BY DAN HANSON  AND JAMIE MURRAY,  
BLOOMBERG INTELLIGENCE ECONOMISTS 

Originally published on Jan. 11, 2016

Advocates of Brexit argue that leaving the European Union 
poses little risk to U.K. trade. A Bloomberg Intelligence 
economic model suggests that the stakes are high: be-
ing a member of the biggest single market in the world 
has boosted trade between the U.K and EU members by 
10%. Leaving the union would put those trade flows and 
the associated benefits to the British economy at risk. 
An inability to negotiate favorable alternative arrange-
ments and a gradual divergence of policies and institu-
tions could cost the U.K. about 2% of national income in 
years to come.

The U.K. is an open economy, which makes 
the possible impact of Brexit on trade flows 
an important one. In 2014, imports and ex-
ports of goods and services to and from 
the rest of the world amounted to just un-
der 60% of GDP, and the EU accounted for 
about half of that. Those in favor of Britain 
leaving the EU claim there would be little 
impact on trade. The argument hinges on 
the U.K. being able to renegotiate favorable 
bilateral trade agreements with the EU and 
others that, over time, would compensate 
for the benefits surrendered from exiting the 
union. To understand how big that challenge 
might be, it’s first worth asking how much 
trade is actually up for grabs. That the U.K. 
trades a lot with the EU is unsurprising; 
many other members are relatively wealthy 
and on Britain’s doorstep. But the question 
is, do those factors alone explain why so 
much trade is done with the EU, or is trade 
with the EU higher than one would expect 
even after controlling for those factors?

BI Economics has built a gravity model 
to try to explain the amount of goods trade 
between the U.K. and 60 of its trading part-
ners. The size of each economy gets part of 
the way there, but other factors matter, too. 
Some of these are observable and quanti-
fiable, such as EU membership, but many 
aren’t. The model therefore includes a vari-
able for each country to act as a catchall 
for specific characteristics that don’t change 
over time and help explain trade patterns 
with the U.K. With that included, it is then 
possible to see whether countries inside the 
EU trade more with the U.K. than one would 



EU Accounts for Largest Portion of U.K. Trade
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Key points:
 ■ Britain is an open economy and a big 

share of its trade is with other EU members.

 ■ A Bloomberg Intelligence model of Brit-
ish goods trade flows shows that EU mem-
berships boosts trade – possibly by about 
10%. The benefits could even be bigger 
during economic downturns.

 ■ There is no evidence that trade with EU 
members has come at the expense of busi-
ness with other countries.

 ■ If Brexit were to totally erase the benefits 
of EU membership for goods and services 
trade, the level of GDP per person in the 
U.K. economy could be reduced by about 2%.

expect, given their other features and idio-
syncrasies. The model suggests that they do.

The results from this exercise suggest 
that, because of the EU, the level of U.K. 
trade with other members is about 10% 
higher than trade with countries that aren’t 
part of the single market. That’s probably 
to be expected, given the lack of tariff bar-
riers within the EU and the synchronicities 
of the single market. Moreover, there is little 
evidence to suggest that higher trade with 
the EU has come at the expense of trade 
with others (see Eicher et al, 2008). Taken 
together, it appears membership of the EU 
has created trade in goods overall, not just 
displaced it from elsewhere.

The central estimate takes the period 

1980 to 2008 in order to prevent the results 
being distorted by the impact of the financial 
crisis on trade flows. However, it’s interesting 
to note that including the years after 2008 
has a material impact on the model’s es-
timate for how much the EU has boosted 
trade – instead of a gain of 10%, the model 
suggests gains of around 20%. One possi-
bility is that, during the crisis, being a mem-
ber of the EU helped protect trade between 
member states. Still, a lot was going on at 
that time, so an estimate of 10% seems 
more central, at least during normal times.

A further issue to bear in mind is that the 
data included in the model are for goods 
trade only – it ignores services, which con-
stituted about a third of total trade in 2014. 
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It seems reasonable to assume that the es-
timates for the impact of EU membership 
on services trade may be broadly similar to 
the estimates set out for goods. On the one 
hand, the single market in goods is more 
developed than that of services, meaning 
benefits such as common regulatory stan-
dards might be smaller to services trade 
than to trade in goods. On the other, a big 
chunk of U.K. services trade relates to the 
finance industry, where the EU has taken 
a number of steps to improve the function-
ing of the single market, which has prob-
ably boosted trade between member states 
relative to trade with those outside. In 2014, 
the EU accounted for over 40% of the U.K.’s 
financial services trade surplus with the rest 
of the world.

It’s worth thinking about the link with trade 
and living standards. Countries which trade 
more benefit from being more open in a vari-
ety of ways. For example, firms face greater 
competition, which can raise efficiency 
through specialization and the adoption of 
new technologies, all of which is likely to 
manifest itself in the form of higher produc-
tivity. Using a wide variety of estimates for 
the link between income levels and trade 
suggests that if Brexit were to totally erase 
the benefits of EU membership for goods 
and services trade, the level of GDP per 
capita in the economy could be reduced 
by about 2%. Of course, that doesn’t mean 
the benefits would be eroded overnight; evi-
dence from the International Monetary Fund 
suggests that changes in the trade share of 
GDP take time to affect incomes. After all, 
trade patterns change relatively slowly and 
policies and institutions affecting trade may 
take time to diverge. The estimates suggest 
that it takes about 10 years for half the effect 
to be felt, and it’s reasonable to assume that 
the intervening years would see the U.K. 
negotiate a variety of trade agreements, in-
cluding with the EU, which could soften the 
impact somewhat.
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Methodology Note
The model used in this analysis is known as a 
“gravity model.” The framework draws on Newton’s 
law of gravitation, which posits that the gravita-
tional force between two objects is directly propor-
tional to their masses and inversely proportional 
to their distance. In the same vein, a vast number 
of economic papers have shown that GDP (used 
a proxy for size) and the distance between two 
countries can go a long way to explaining bilat-
eral trade flows.

Of course, there are a variety of other variables 
which help explain the flow of goods and services 
between countries: common language, contiguity, 
colonial links and trade agreements, to name a 
few. It is possible to throw the kitchen sink at the 
model and include as many variables as possible, 
but that will inevitably result in some variables 
being missed, which, in turn, would bias the esti-
mates for the impact of EU membership on trade. 
To deal with that issue it is possible to include a 

catchall variable, which captures idiosyncratic 
features of the trading relationship between the 
U.K. and each of the countries included in the data 
set – these are known as “fixed effects.” As well 
as GDP, a time trend is also included to capture 
the rapid growth in the amount of trade the U.K. 
does with China.

The model, which is estimated using trade 
flows between the U.K. and 60 of its biggest 
trading partners between 1980 and 2008, is set 
out below:

In short, being a member of the EU ap-
pears to have delivered significant benefits 
to Britain in the form of higher trade flows. 
That’s unlikely to be interrupted if the U.K. 
negotiates some alternative deal that sees 

it stay in the EU, albeit on different terms. 
However, if Britain were to leave the EU, that 
flow of benefits would be at risk and there 
would be work to do to prevent trade being 
permanently lower in the longer term.  

Decomposing the ‘Fixed Effect’
One thing to note in the equation above is that 
distance is excluded. That’s because distance is 
captured in the catchall for time-invariant charac-
teristics between the U.K. and country j. It is pos-
sible to decompose that variable using a set of 
time-invariant characteristics between the U.K. and 
each of the 60 other trading partners in the sample.

The result of the exercise above shows that 
distance alone accounts for about 40% of the 
variation in the catchall variable, and when 
common language and colonial links are in-
cluded, 60% of the variation can be explained. 
That there is a portion left unexplained suggests 
there are some unobservable characteristics 
which help explain bilateral trade flows between 
the U.K. and each of its trading partners. That 
finding provides some support for the estima-
tion approach taken.
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Capital Flight Risk
BY JAMIE MURRAY AND DAN HANSON,  
BLOOMBERG INTELLIGENCE ECONOMISTS

Originally published on Jan. 14, 2016

Britain is a serial borrower. It hasn’t run a 
sustained current account surplus since the 
early 1980s. One might think that living be-
yond its means for so long would mean the 
country’s debt to the rest of the world has 
increased, and one would be right. But for 
most of the time since the start of the 2000s, 
net external liabilities have grown no faster 
than incomes, so the debt is no harder to 
pay back. In other words, despite the large 
current account deficit, Britain’s net interna-
tional investment position, which measures 
what is owned minus what is owed to the 
rest of the world, has been broadly stable, 
fluctuating roughly around -40% of GDP 
mark, as the first chart illustrates.

Still, just lately, things have gotten worse. 
The net international investment position 
has slipped a little and failed to bounce back. 
And the current account deficit made the 
headlines in 2015 because it became bigger 
compared with national income than ever 
before (consistent records go back to the 
mid-1950s). The deterioration reflects not 
a surge in spending on goods and services 
from abroad but a deterioration of the in-
come earned on assets held there relative 
to what foreigners own in the U.K., as the 
second chart shows.

In part, the deterioration of net income 
flows reflects weaker revenue from the 
extractive industries, such as oil and gas, 
where assets abroad are yielding a good 
deal less than they once did. Should the cost 
of oil remain low, as seems likely, a rebound 
in investment income may prove elusive. 
The shortfall of saving must be made up by 
borrowing from foreigners, and that means 
the U.K. is in a more vulnerable financing 
position than in the past.
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No Less Sustainable, Despite the Deficits – Until Now

Key points:
 ■ Britain has consumed more than it has 

earned since the 1980s and more so lately.

 ■ The U.K.’s wide current-account deficit 
means it could be more vulnerable to shifts 
in investor sentiment than in the past.

 ■ Foreign direct investment is a sustain-
able source of long-term financing, though 
it would be at risk if Britain left the EU.

 ■ A reduced willingness of others to fi-
nance Britain’s overall deficit with the rest 
of the world would put downward pressure 
on the currency, denting living standards.

The last year that Britain consumed less than it earned, 
the Austin Metro was the country’s most popular car and 
David Bowie’s “Let’s Dance” could be heard on radios 
for the first time. A persistent shortfall of saving has 
dominated since 1983, but the U.K.’s current-account 
deficit has been sustainable since the 2000s, partly due 
to rising incomes but more fundamentally because for-
eigners have been willing to finance it. Leaving the EU 
could put that at risk.

The Income Deficit Has Widened 
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Now, more than usual, the U.K. is depen-
dent on net foreign direct investment flows 
to finance the current account, as the chart 
illustrates. Support can be gained either be-
cause fewer foreign assets are bought by 
U.K. entities or because foreigners invest 
more in the U.K., and it looks like the former 
has been the dominant force in recent years. 
The point, though, is that FDI is a desirable 
type of financing. Inflows are more likely to 
be equity than debt, which limits large fi-
nancing risks. FDI is also more likely to be 
long term than short term, which makes it 
less susceptible to a reversal in sentiment 
that leads to a large capital outflow and ne-
cessitates a sharp current account adjust-
ment. Beyond financing, FDI can also bring 
with it new technologies and enhance com-
petition within industries – both tend to be 
associated with efficiency gains.

A British departure from the European 
Union could make the U.K. a less attrac-
tive place to own assets and the risk is that 
some investors would walk away. Britain 
benefits from being a part of a single mar-
ket that allows capital to move freely across 
borders, and that freedom is one reason 
why EU member states account for about 
50% of the stock of FDI in the U.K. Britain 
also benefits from FDI inflows from countries 
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British Current Account Is Increasingly Financed by FDI Flows

outside of the EU. In part that’s likely to be 
the result of factors such as language, but 
being a member of a single market is prob-
ably influencing investors to some degree.

How those with money parked in the U.K. 
might respond to Brexit is not easy to judge. 
In many cases the investments are likely to 
be long term, and so the impact could be 
felt in the medium term rather than over a 
short time horizon. The crises of 1976 and 

1992 had fiscal and monetary tensions at 
their roots. A shift in investor sentiment of 
the same order is rather less likely this time 
around but poses a risk all the same. At the 
margin, a reduced willingness of others to 
finance Britain’s overall deficit with the rest 
of the world would put downward pressure 
on the currency. The effect via this channel 
would be lower living standards for Britons 
compared with the alternative. 
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Brex and the City
BY JAMIE MURRAY, SARAH JANE MAHMUD,  
JONATHAN TYCE AND DAN HANSON

Originally published on Jan. 28, 2016

Should Britain leave the European Union, 
access to the single market could be cur-
tailed. That would reduce the attractiveness 
of the City of London as a global financial 
center and might prompt the relocation of 
some activities. Thankfully, access to the 
European single market is not the only thing 
London has going for it, and there would be 
plenty of reasons to stay. That means the 
economic and fiscal impact is likely to be 
manageable. The long-standing commit-
ments many firms have in the City and the 
time required for the U.K. to make post-EU 
arrangements mean that it would take many 
years for the full effect of Brexit to be felt.
Why London?
London has a long tradition in financial 
services, emerging as the major center 
for merchant banks as trade took off in the 
19th century. It has remained a world leader, 
thanks to the network of companion ser-
vices that has been built around the City, 
the respect commanded by British law, the 
widespread use of the English language and 
a favorable time zone. It also helps that the 
regulatory environment is transparent and 
that the government is generally flexible on 
skilled migration. With so many reasons for 
banks to choose London as their home, it’s 
hard to isolate the attraction associated with 
access to the single market of the EU. Sur-
vey evidence provides some insights.

Access to the Single 
Market Is a Benefit
The market for services is generally less 
standardized in the EU than that for goods, 
though the financial sector has been subject 
to a deeper treatment since the global cri-
sis. EU rules are incorporated into U.K. law 
via updates to existing statute, the Financial 
Conduct Authority handbook and the Pru-
dential Regulation Authority rulebook. How-
ever, in some cases, national governments 
will layer extra regulations on top, meaning 
the requirements can still differ across Eu-
rope despite the baseline common rulebook.

So rather than perfectly synchronized 

The U.K. Economy in 2014

Source: ONS, Bloomberg Intelligence Calculations
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Key points:
 ■ Language, a big pool of talent, trust in institutions and a convenient 

time zone make London an attractive location for international banks.

 ■ Access to the single market is also valued by finance profession-
als, and leaving the EU has the potential to make business harder 
in up to 30 countries for companies based in the U.K.

 ■ London’s dominance in wholesale finance means international 
banks would be highly likely to retain a front-office presence in the 
City even if they had to set up subsidiaries elsewhere to maintain 
market access.

 ■ Financial services output is greater than the construction industry 
and the sector accounts for a significant proportion of tax receipts.

 ■ The economic and fiscal impact of Brexit via the city will depend 
on how much of the financial services workforce is relocated and 
the extent to which regional headquarters are shifted elsewhere.

regulation, the main benefit of Britain’s 
membership in the union could be market 
access, which is delivered via the EU’s fi-
nancial services passporting system. That 
allows banks based in the U.K. to provide 
services across the common market and 
banks based elsewhere in the EU to provide 
services in the U.K., without having to set 

up subsidiaries that would be subject to ad-
ditional local regulations. Though companies 
must apply for passports, and these depend 
on the country and type of service being 
provided, the regime minimizes regulatory 
and operational burdens on those that offer 
cross-border financial services. Instead of 
having to comply with up to 31 rulebooks 

% of GVA
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(for each European Economic Area coun-
try), companies need only comply with one.

A survey of opinion among finance pro-
fessionals published in April by the Centre 
for Study of Financial Innovation suggests 
that this market access is valued. Almost 
two thirds of finance professionals believe 
in the single market, and 86% think the City 
of London has gotten its fair share of the 
business associated with it.

But Membership May Come 
With Costs
Regulatory costs associated with EU mem-
bership may become bigger over time. At 
present, the U.K. enjoys freedom over a 
range of domestic policies. The fear is that 
ever-closer union will see that flexibility 
eroded in years to come and that some 
policies will not be in Britain’s best interests.

If the EU’s laws could be avoided, it’s 
unlikely to be the case that U.K. regulatory 
laxness would provide a big lift to the City’s 
competitiveness. With regulation increas-
ingly being determined on a global scale 
and financial stability the subject of close 
attention, there’s little chance that Britain 
gaining more policy flexibility would translate 
into relaxed regulatory standards.

The financial crisis prompted a major 
shake-up in the British regulatory frame-
work, and the new regime, led by the Bank 
of England, has been tough on banks lo-
cated in the U.K., in some cases setting 
more onerous policies than those in Eu-
rope. Strict market abuse rules, for exam-
ple, were in place in the U.K. before those 
at the EU level. Two thirds of City profes-
sionals agree that tighter domestic financial 
regulation has put U.K. firms at a disadvan-
tage in the EU market.

Still, on balance, it seems banks would 
rather see Britain inside the EU than out. 
Several are said to have made or are plan-
ning to make contributions to the campaign 
to keep Britain in the EU.

How Would Leaving the EU 
Affect Banks’ Behavior?
About half the world’s largest financial ser-
vices companies have their global or regional 

Decomposing the Current Account Deficit
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base in the U.K. Whether they would stay if 
Britain left the union would depend a lot on 
post-exit arrangements. The main thing at 
stake is market access, and leaving the EU 
has the potential to make business harder 
in up to 30 countries for companies based 
in the U.K., depending on the nature of the 
service they seek to provide cross-border.

Should the U.K. retain market access 
via a special agreement, then there would 
be little incentive for banks to up sticks. 
Yet given increased tension between the 
EU and Switzerland, whose relationship is 
based on more than 100 separately nego-
tiated treaties, a passport concession for 
the U.K. is by no means guaranteed. That 
a post-exit Britain could be regarded as a 
risk to broader financial stability in the EU 
points to tricky market-access negotiations.

Leaving the EU is more likely to prompt 
banks to shift activity outside of Britain than 
to attract more to the country’s shores. Still, 
should banks leave, it would be a slow pro-
cess. The notice period for leaving the union 
is two years, so it could be a long time be-
fore a post-exit agreement is reached. Also, 
many firms have long-standing arrange-
ments in London that would make it hard 
or costly to move quickly.

London’s dominance in wholesale fi-
nance means international banks would 

be highly likely to retain a front-office pres-
ence in the City even if they had to set up 
subsidiaries elsewhere to maintain market 
access. Still, with an eye to cost manage-
ment, some banks are already shifting 
back- and middle-office functions outside 
of London – that would probably accel-
erate in the event of Brexit. As Barclay’s 
John McFarlane put it in an interview with 
Bloomberg TV recently, “Foreign organi-
zations use London as their main access 
to Europe, and we don’t know what the 
impact of withdrawal will be.”

How Important Is the City to the 
British Economy?
Quite important, as the chart on the previous 
page illustrates. Finance and insurance ser-
vices accounted for about 7% of economic 
output in 2014 – a little more than the British 
construction industry, for example. The trou-
ble is that this classification captures some 
activities that are unlikely to be significantly 
affected should Britain leave the EU, such 
as retail banking. And for similar reasons 
there might be an impact on other related 
sectors, such as legal services, account-
ing and management consultancy – include 
those and the share of output at risk jumps 
to about 11%, bigger than the manufacturing 
sector. Finance and insurance is also a high-
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productivity business: while it accounts for 
7.1% of output, it provides only 3.4% of jobs.

The financial-services sector also plays an 
important role in supporting Britain’s balance 
of payments. As is well-known, the U.K. is 
running a current-account deficit, meaning 
more is consumed each year than is earned, 
and the saving shortfall recently breached 
5% of GDP. The headline deficit masks a 
persistent trend: a widening of the goods 
deficit has been partly offset by an increase 
in the services surplus since the beginning 
of the 2000s.

The City has been one driving force be-
hind this trend in the current account. In 2000, 
the value of exports of financial and insur-
ance services was about 1.5% of GDP big-
ger than the value of the imports of those 
services, and in 2014 that figure had risen 
to 2.8%. Should an exit from the EU prompt 
weaker financial services output, the result 
would be not only lower national income, but 
the current account would look worse as well.

Taxation
The City of London makes profits and pays 
wages, and a levy is raised on the size of 
banks’ balance sheets. It’s not easy to gauge 
the broader contribution of the financial ser-
vices industry to the Treasury’s coffers, but 
there is good information available for the 
banking sector. In the 2014-15 financial year, 
banks paid 22.9 billion pounds, with pay-as-
you-earn taxes (payments from labor income) 
by far the largest source of revenue. To put 
that into context, receipts associated with the 
banking sector are slightly bigger than spend-
ing on Justice and the Home Office.

Overall, the banking sector accounts for 
a disproportionately large share of PAYE 
taxes, at a bit over 7% in 2014-15, and con-
tributes about 5.6% of all on-shore corpora-
tion tax receipts. The share of taxes paid on 
profit was higher in the past, but losses as-
sociated with the financial crisis have served 
to lower profits in the sector.

Economic Impact of Britain 
Leaving the Union
As with trade, migration and capital flows, 
how a departure from the EU affects the 
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economy via the banking sector depends 
entirely on what sorts of arrangements are 
in place afterward. The City of London oc-
cupies a dominant position as a global finan-
cial center. That reflects many advantages 
unrelated to EU membership, such as lan-
guage, a big pool of talent, trust in institu-
tions and a convenient time zone. Even if a 
post-EU settlement resulted in significantly 
reduced single-market access, it seems 
likely that many international banks would 
retain a presence.

Still, the fear is that the loss of single-
market access would prompt a relocation of 
some activities away from London. Ties to 
the City and existing obligations mean that 
would be a slow process, so any impact on 
national income associated with the financial 
services sector would probably be felt over 
a number of years.

Should leaving the EU prompt shrink-
age in financial services, the impact on 
GDP would depend on a couple of key 
factors. Most important is whether the la-
bor follows the financial services activity – 
that would be associated with the biggest 
loss of output. If workers were relocated 
internationally, so too would be the value-
added and revenues from labor income. 
Since financial services jobs tend to be 
high-productivity, it wouldn’t just be GDP 

that would be lower but GDP per capita 
as well.

If the jobs were to leave Britain but most 
of the labor stay instead, those people would 
simply find new work. What happens to out-
put would depend on whether they are as 
productive in those new jobs as they were in 
the old ones. It seems likely that this would be 
a challenge, and so productivity and earnings 
would probably be lower as a result. 

Beyond labor dynamics, a smaller prob-
lem would be if some financial firms relo-
cated their head offices to the continent, 
pushing down on the tax take. Since bank-
ing sector corporation tax is equal to about 
0.5% of total receipts and it is very unlikely 
that all banks paying tax in the U.K. would 
relocate, the loss to the Exchequer from this 
source would easily be manageable.

In summary, there are a lot of reasons 
why the U.K. has a large financial ser-
vices industry, and many wouldn’t change 
should Britain leave the EU. While loss of 
access to EU markets might prompt some 
relocation of activities elsewhere, the im-
pact on GDP would probably be small, 
and it would take many years for the full 
impact to be felt. 
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