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FOREWORD
BY GERRY GRIMSTONE

TheCityUK, the leading cross-sectoral body for financial and related professional
services, is gathering evidence of the importance of the UK's relationship with the EU,
including our industry’s view of how that relationship should develop, to enable the UK
to be part of a globally competitive Europe.

A study of the views of business leaders in our industry, The City Speaks, showed
unequivocal support for Britain’s continued membership of the EU. Our survey of public
attitudes to EU membership, The City Listens, made it clear how important the views
of business leaders are in helping people decide about the EU. Finance for Jobs and
Growth in Europe illustrated the role of financial services in delivering solutions to the
policy challenges facing the EU. A Legal Assessment of the UK's relationship with the
EU summarises the legal implications of different EU membership scenarios for the UK.

This study by Dr Rebecca Driver examines the economic benefits that accrue from
Britain’s membership and argues that the Single Market, by virtue of its size and
geographical proximity, plays a fundamental role in driving innovation and productivity.
Its message is clear: membership of the EU is essential for the UK's success and for the
ability of our businesses to compete in world markets.

It has been suggested that the UK could fundamentally change its relationship with
Europe, but still maintain the benefits of membership. This report shows that the
alternatives to membership would not be in the best interests of the UK.

Continued EU membership is essential to this country’s economic wellbeing, but
that does not mean that the status quo is good enough. Europe must reform and
modernise if it is to better to serve the needs of its 500 million people.
TheCityUK is gathering evidence as a starting point in the reform
debate; the next step is to use this evidence to show how
Europe can be made increasingly competitive and successful.

L. R

Gerry Grimstone
Chairman of TheCityUK
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THE PURPOSE OF THIS REPORT

This report answers the questions “what is the impact of EU membership on the UK?” and “how do the
alternatives compare?”, by analysing what we know about how economies function and using these insights to
understand how EU membership will influence outcomes. The results of the analysis are very clear: in every case,
and across almost every dimension, membership of the EU is good for the UK economy and exit would involve
significant costs. In particular, EU membership benefits high productivity firms that drive trade and growth within
the economy. It is therefore unsurprising that, whether they are in the manufacturing or the finance sector, eight
out of ten business leaders would prefer the UK to remain a member. This is not to say that the functioning of
the EU could not be improved, simply that the EU membership is better than the alternatives.

What does this report cover?

What is the EU? The report examines what the EU is, how big it is, and what trade agreements it has. Crucially,
the EU is a large market (with 25% of world GDP), and around 60% of UK trade is with countries either in the EU
or with an EU trade agreement. This will rise to around 85%, if current EU trade negotiations are successful.

What are the alternatives to EU membership? The report identifies and analyses five alternatives to EU
membership: membership of the EU Customs Union and Single Market; membership of the EU Customs Union only;
membership of the EU Single Market only; a Free Trade Agreement; or no preferential trade agreement with the

EU. All these options would be costly from a business perspective and there would be significant challenges in the
negotiation process.

What drives growth and output? The key insight from the report’s assessment of growth and output is
that productivity varies across firms, with high productivity firms having better survival rates and driving growth.
Productivity benefits from increased market size and strong competition, meaning EU membership is beneficial.

What drives trade? The evidence shows that trade is important for productivity, as only high productivity firms
trade. Trade is costly, so firms prioritise the markets they target, preferring large, geographically close markets, with
strong institutions and sophisticated financial markets, making EU countries ideal partners.

Supply chains and MNEs The evidence shows that under globalisation, outsourcing, offshoring and MNEs are
an increasingly important part of the world economy. EU exit would increase trade costs, disrupting supply chains
and reducing investment returns.

Immigration The report assesses the evidence on immigration, showing that immigration, particularly from the
EU, has had a largely positive economic impact.

What drives wellbeing? The evidence on wellbeing, including subjective measures of happiness, shows that
the economic benefits of EU membership will boost wellbeing, so exit will only be beneficial if voters have a strong
preference for self-determination.

ANALYSING THE CASE FOR EU MEMBERSHIP | 2014
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HOW ECONOMIES WORK AND
WHY EU MEMBERSHIP MATTERS

ISSUE ASSESSMENT
Productivity e There is a big gap between the productivity
— important levels of high and low productivity firms in all
for growth industries.
e Firms that trade have higher productivity.
¢ Market size and competition influence
productivity.
e The productivity levels achieved by domestic
firms matter for growth and convergence.
Trade - e Trade costs are significant.
important e Trade costs are particularly high in service
way for high

e sectors.
productivity firms

to get market
size ® So only a small proportion of (mostly large)
firms can afford to trade.

e Distance matters.

e And firms prioritise which markets they enter.

e Trade costs could rise significantly, if the UK
leaves the EU.

e UK exports are price sensitive.

Supply chains e Supply chains are increasingly complex.
— increasingly

lobal ¢ Understanding value chains is therefore
globa

important.
e Services play an increasingly important role in
global value chains.
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KEY FACTS

e In the US high productivity firms are twice as productive as low
productivity firms. This gap rises to five times for China and India.2

e In the UK, between 1996 and 2004, productivity growth for exporting
firms was on average 1.3% p.a. compared to 0.8% p.a. for non-
exporting firms. 60% of aggregate UK productivity growth over the
period is attributable to exporting firms.?

By boosting market size and competition, the 1989 US-Canadian Free
Trade Agreement led to a 13.8% increase in Canadian manufacturing
productivity caused by: improved allocative efficiency, with high
productivity firms prospering and low productivity firms exiting (8.4%);
improved incentives to innovate, again the result of market size and
competition (4.9%); and better access to imported inputs (0.5%).¢

Firms’ productivity converges to the national market leader, not the
global leader.d

Average international trade costs for developed countries are equivalent
to an ad valorem tariff of 74%.¢

In service sectors, such as financial services, foreign trade is roughly
seven times harder than trade in manufactured goods.f

Empirically trade declines with distance. The impact of distance on trade
by developed countries suggests that trade between London and Berlin
would typically be about 1.6 to 2.7 times higher than trade between
London and Beijing.9

On average only around 11% of UK firms trade. In UK manufacturing,
around 75% of firms with over 250 employees trade, but only around
15% of those with fewer than 10 employees do.?

Empirically, firms prefer large, geographically close markets, with strong
institutions and a sophisticated financial sector.n

An example of how costs could rise under EU exit, are compliance costs
for Rule of Origin regulations in EU PTAs. These are estimated to be 8%
and would apply if the UK had a trade agreement with the EU, but was
not part of the EU Customs Union.!

A 10% increase in UK export prices would lead to a fall in exports
volumes of between 15-25%.)

For large Spanish firms: 28% import inputs from their foreign
subsidiaries; 66% import inputs from unaffiliated foreign suppliers;
91% purchase from unaffiliated Spanish suppliers and 34% produce
their own inputs in Spain. Only 1.5% produce all their inputs exclusively
in-house in Spain.k

For UK exports, 51.7% of value added comes from exporting firms,
30.7% from domestic intermediaries, 17.3% from foreign suppliers and
0.3% is reimported domestic value added.!

e \alue added by domestic services account for 50.2% of the value of UK
gross exports, and foreign services a further 7.5%.!



HOW ECONOMIES WORK AND WHY EU MEMBERSHIP MATTERS ‘

ISSUE ASSESSMENT KEY FACTS

MNE activity ¢ \MINEs have a big impact. ® In 2000, US MNEs accounted for 1.1% of US firms, 27.4% of non-

ﬁer I;DI —t « MINEs improve productivity. governmental employment and over 90% of trade.™

pfo%sucg\?iiy « The UK is a big source and a big recipient ® 14% of US productivity growth between 1987 and 1996 came from
of FDI. inward FDI."

e The EU is a key source and recipient of UK FDI. ~ * The UK is the third largest recipient of FDI, with £937bn invested in the
UK by foreign firms. UK investment abroad is even bigger, at £1,088bn.°

e Close to 50% of UK FDI (both inward and outwards) is accounted for by

the EU.°
Immigration —  * Immigration is a powerful force for improving ® Removing barriers to emigration could increase world GDP by between
an important world outcomes. 147% and 67%.P
Zcr)]tér;erocj/tlf]bour o [mmigration boosts trade. e |n Spain, a 10% increase in an immigrant community increases exports
* Immigrants do not reduce natives’ wages to that country by 0.5 to 1%.4
« Immigration from the EEA has been particularly Immigrants are imperfect substitutes for natives — immigration reduces
beneficial. wages of immigrants not natives."

e Since 2000 immigrants from the EEA accounted for a third of UK
immigration and on average are younger, better educated, and more
likely to have a job than UK nationals, and have contributed 34% more
to the UK in fiscal terms than they have taken out.®

EU - e The EU is a very important trade partner for e The EU accounts for around 45% of UK exports of goods and services
strategically the UK. and around 50% of imports of goods and services.® Over 80% of UK
) Ll e EU trade deals with third countries further firms that trade, do business with Europe.!
rc]lqjsr:?/vtitlﬁrgg)d boosts its significance. e EU trade deals with third countries means that around 60% of UK
R A « This is likely to increase. goods exports fall under the umbrella of EU trade agreements.®
& developed e If current trade negotiations are successful that number will rise to
finance sector around 85%.°

Notes:

asyverson (2011). P Harris and Li (2007). “Melitz and Trefler (2012). 9Syverson (2011). eAnderson and van Wincoop (2004). fAnderson, Milot and Yotov (2012).
9Based on the distance elasticities in Anderson and van Wincoop (2004). hSee the discussion in Anderson and van Wincoop (2004), Helpman (2011) and Melitz
and Trefler (2012). 'See discussion in Brenton (2011) and Cadot et al (2006). Based on the estimated trade price elasticities in Imbs and Méjean (2010). KKohler
and Smolka (2009). 'OECD-WTO TiVA data for 2009. MBernard, Jensen and Schott (2009). "Keller and Yeaple (2009). °Data for 2012. PClemens (2011). 9Peri and
Requena (2010). "Manacorda, Manning and Wadsworth (2012). sDustmann and Frattini (2013). tUKTI (2013).

Source: Analytically Driven Ltd.
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EXECUTIVE SUMMARY

Despite the political controversy surrounding EU
membership, whether they are in the manufacturing
sector or the finance sector, eight out of ten business
leaders would prefer the UK to remain a member.! This
report has therefore been commissioned by TheCityUK
to understand what is driving opinions within the bulk
of the business community, by providing an economic
framework to assess the costs and benefits of EU
membership compared to the alternatives. While no
attempt is made to calculate a precise net benefit, the
results of the analysis are very clear. In every case, and
across almost every dimension, membership of the EU
is good for the UK economy and exit would involve
significant costs.

In particular, both the level of competition and
market size matter — especially for the country’s most
productive firms, which drive trade, innovation and
growth. It is understandable therefore that the EU is
popular with businesses. The EU is a large market,
with higher GDP than either the US or developing Asia
(including both India and China). Furthermore, taking
into account the trade deals the EU has negotiated
with third countries, around 60% of UK trade is

with countries that come under the umbrella of EU
trade deals. If the EU’s current trade negotiations

are successful, around 85% of UK trade will be with
countries that have some form of EU trade deal.

Replicating this level of market access from outside
the EU would be challenging, particularly when you
take into account the fact that firms prioritise the
countries that they trade with, generally preferring
large, geographically close countries, with a strong
institutional framework and a sophisticated financial
market, making EU members attractive trading
partners from a UK perspective. These advantages are
enhanced by the Single Market, which aims to provide
a common regulatory regime and a competition
framework designed to ensure that firms face a level
playing field.

Exit from the EU would significantly raise costs for
UK firms that trade, forcing them to reduce output

TIn the manufacturing sector, a poll in 2013 showed that 85% would prefer the
UK to remain in the EU. See EEF (2013). Similarly, in the financial sector, 84%
of business leaders would prefer the UK to remain a member of the EU. See
TheCityUK (2013a). Eight out of ten CBI members (including 77% of SMEs) also

ANALYSING THE CASE FOR EU MEMBERSHIP | 2014

and employment. Firms that engage in trade are
typically more productive than firms that only serve the
domestic market, so this represents a reallocation of
resources away from more productive firms towards
low productivity firms, reducing productivity within
the economy. At the same time, increased trade

costs faced by importers, including those importing
intermediate inputs, would raise prices. The exchange
rate would not be able to offset this price increase,
because export prices will also have risen. Going
forward, reduced market access would also reduce
the incentives for firms to innovate, reducing future
productivity growth.

This is not to say that the EU could not be more
efficient — every organisation could. Simply that, even
in its current form, EU membership brings significant
benefits to the UK economy. Indeed, even in the case
of the Top 100 most costly EU regulations, combined
they bring net benefits to the UK economy of

£29.7 billion per annum.? These benefits need to

be recognised in any debate about EU exit.

Methodology

This report uses the economics literature on what
drives economic outcomes to assess the likely costs and
benefits of EU membership. The question that is being
answered is not whether there are areas where reform
of the EU could lead to improvements — the answer

to which is almost certainly yes. Instead the report
addresses the more fundamental question of whether
EU membership is good for the UK in the first place.

The use of a literature review, rather than primary
research, means that the report is able to cover a much
broader range of issues than it would be possible to
capture within a model based approach. In addition,
rather than simply reviewing the research that focuses
solely on the EU, the approach has been to go back to
first principles and explore how economies function.
The advantage of this approach is that it allows us to
step back from the specifics of how a particular cost

said that they would vote for the UK to remain in the EU, if a poll were held
tomorrow. See CBI (2013).

2 Open Europe (2013).
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or benefit was calculated, or how the functioning of

the EU could be improved in an individual area and

instead to focus on the big picture. The report therefore

considers the evidence available from a broad range

of countries and sectors, rather than purely the UK’s

financial services sector. This provides a much richer

picture of the issues that are likely to be important for

economic outcomes and how they will be influenced by

EU membership. In particularly, the report considers five

key areas:

e growth and output;

e trade;

e outsourcing, offshoring and the activities of
multinational enterprises (MNEs);

e immigration; and

e economic wellbeing.

In each case, the report then asks the questions:
how are these outcomes influenced by governments;
what impact does EU membership have on outcomes
(relative to what governments can do); and would the
alternatives to EU membership be better for economic
outcomes? To answer this last question this report
explicitly identifies five potential alternatives to EU
membership that the UK could attempt to negotiate
following an exit, namely:
e membership of the Single Market and the

Customs Union;
e membership of the Customs Union only;
e membership of the Single Market only;
® a Free Trade Agreement; or
¢ no preferential trade agreement.

The approach has been deliberately to move away
from using country labels associated with the different
alternatives. The UK would need to negotiate its

own deal, as it is unlikely that any of the off-the-peg
solutions would work. Therefore this approach allows
us to focus on what the framework and implications
of each alternative would be, rather than the specifics
of the deal that Norway, Turkey or Switzerland have
negotiated.

What does EU membership mean?

The EU is a large market, with higher GDP than either
the US or developing Asia (including both India and
China). Furthermore, taking into account the trade deals
the EU has negotiated with third countries, around 60%
of UK trade falls under the umbrella of EU trade deals.

If the EU’s current trade negotiations are successful,
around 85% of UK trade will be with countries that
have some form of EU trade deal.

At the heart of the EU is the concept of the Single
Market, which promotes the freedom of movement
of goods, people, services and capital.? The belief is
that the Single Market will help underpin prosperity
throughout the region, by fostering competition and
helping to ensure an efficient allocation of resources.
This is reinforced by the fact that the scale of the EU’s
Single Market makes it an attractive trade partner for
third countries. While the process of creating a single
market in all sectors is by no means complete,* the
Single Market principle remains a core part of the EU’s
strategy.

The importance of the Single Market has several
implications for how the EU functions:

e Firstly the EU is a Customs Union. Member States
impose a common tariff on imports from non-member
countries, while imports from fellow EU members are
not subject to any import tariffs. This also means that
trade negotiations take place at an EU level, rather
than at an individual Member State level.

e Secondly, the EU aims to create a common regulatory
framework for goods and services produced and
sold in the EU. EU firms complying with domestic
regulation can sell their products throughout the
EU without the need to comply with any additional
regulation, at least in sectors where the Single Market
is complete. This is achieved through a combination
of mutual recognition of regulations from other
Member States and harmonisation of rules to ensure
regulations are the same across Member States (at

3 This is sometimes referred to as the Four Freedoms. The Single Market is also sometimes referred to as the Common Market, or the Internal Market.

4 See, for example, the discussion in HM Government (2013) and Europe Economics (2013).
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least to a basic level).> This helps create a level As the Single Market has developed, the EU has
playing field and improve competition, by ensuring inevitably had to start to tackle more complex issues
that firms only need to comply with one set of that have distributional implications, making it
regulations in order to be eligible to sell throughout increasingly important for countries to forge alliances
the EU. within the EU.

The Single Market for financial services has the potential to
deliver significant benefits for the EU in the form of reduced
cost of capital for firms; better access to financial products
to help households; and a reduction in the risk of financial
crises. These benefits will stem from the positive impact

of competition within the sector, as well as the raising

of standards within the EU on issues such as consumer
protection and prudential regulation. The UK, with its strong
tradition in financial services, has a lot to gain in this area
and, historically at least, has been very influential in shaping
the financial services agenda within the EU.®

However, while the aim of the EU is to create an effective
Single Market covering both goods and services, in practice
progress has been more limited for services. This in part
reflects the nature of services, which makes them harder to
trade’ — while services account for around 75% of world
GDP, they only account for 20% of total trade.® In the case
of financial services therefore, most progress has been made
in the area of wholesale financial markets.? This reflects the
different nature of wholesale and retail financial markets,
with retail markets being heavily influenced by the legal
framework and tax treatment of different products, as well
as benefit rules and local conventions.'®

Nonetheless, there are clear examples of how the move to
create a Single Market for financial services has improved
outcomes. For example, the EU’s Financial Services Action

Box A: The EU Single Market for Financial Services

Plan (FSAP) was launched in 1999 with four key strategic
objectives: developing a single European market in
wholesale financial services; creating open and secure retail
markets; ensuring financial stability through establishing
state of the art prudential rules and supervision; and setting
wider conditions for an optimal single financial market. An
assessment of the impact of the FSAP shows that it led to:

e a reduction in the cost of cross-border payments, with the
average charge for a €100 payment falling from €24 in
2001 to €2.50 in 2005;

e improvements in the availability of comparable
information on listed companies;

e the creation of new trading venues leading to a reduction
in fees;

e an increase in the number of passported Prospectuses of
over 50% between the second half of 2005 and the first
half of 2008;

e an increased focus on risk management within banks,
with the number of banks using an Internal Rating Based
modelling approach accounting for a market share of over
80% in the UK, Sweden, the Netherlands, France and
Belgium in 2008;

e a growth in the use of fund of funds, and fund managers
taking advantage of changes to eligible assets; and

e an improvement in the quality of financial advice, for
example for insurance.!!

5 From the point of view of creating a Single Market, harmonisation of rules is probably more
effective. However, the use of mutual recognition enables regulatory competition, which can
act as a brake on over-regulation. See the discussion in HM Government (2013).

6 See the discussion in Europe Economics (2013).
7 For example, many of the barriers are behind-the-border or regulatory.
8 Mion (2012).
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9 See the discussion in HM Government (2013), Europe Economics (2013) and CRA International
(2009).

19 Wholesale financial services involve the provision of services by financial services institutions to
corporate clients, other financial services institutions and public sector bodies. Retail financial
services involve the provision of financial services to individuals and SMEs.

1 CRA International (2009).
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What are the alternatives
to EU membership?

This report considers how five potential alternatives

compare to EU membership, where the alternatives are

given by:

e membership of the Single Market and the Customs
Union;

e membership of the Customs Union only;'2

e membership of the Single Market only;'3

¢ a Free Trade Agreement;'* or

* no preferential trade agreement (ie trading with
the EU under WTO “most favoured nation”
(MFN) terms).

Making the alternative to EU membership explicit
allows us to assess what would drive costs under

the different alternatives. What is clear here is that
there is a potential mismatch between the least cost
alternative from a business perspective and the political
motivations behind any exit.

The relative merits of the different options, including
EU membership, from a business perspective are
summarised in Table A, where the questions have
been deliberately structured so that answering “Yes”
is seen as good from a business perspective. What is
clear is that businesses would be better off in the EU.
However, in order to maximise market size and reduce
the costs of trading with the EU, the least-worst
alternative to EU membership from an economics
perspective would probably be membership of both
the Customs Union and the Single Market. This
alternative would maximise market size and reduce
costs for the UK's largest, most productive companies
that are the ones that the analysis shows drive trade,
growth and innovation. However, this option would
require the UK government to surrender all control
over areas of regulation where the EU takes the

lead. This would imply even less control than the
government currently has, as exit would mean that
the UK would have surrendered a seat at the EU
negotiating table, where policies and regulations are
framed.

12 This would be similar to Turkey’s agreement with the EU.

13 This would be similar to the EEA's agreement with the EU, covering Norway,
Iceland and Liechtenstein.

14 Free Trade Agreements come in many shapes and sizes, including Switzerland’s
agreement with the EU.

In contrast, if the political motive for exit is to move
away from any EU influence over UK regulation,
then that would push the UK towards not seeking a
preferential trade agreement, and instead to trade with
the EU under WTO MFN terms. This would, however,
be the most costly outcome from an economic
perspective, because of the implications for the UK’s
most productive firms, which are also the ones that
are most likely to engage in trade. Estimates of just
the trade costs of trading with the EU under WTO
MFN terms, in other words ignore factors such as the
impact on productivity, suggest the fall in UK exports
would be equivalent to 1.77% of UK GDP p.a."® Even
an ambitious Free Trade Agreement, similar to the
one envisaged with the US (the Transatlantic Trade
and Investment Partnership, or TTIP), is estimated to
lead to a fall in UK exports equivalent to 1.24% of
UK GDP p.a.'® Furthermore, it would not be possible
for the exchange rate to offset these costs — while a
depreciation in the exchange rate would help reduce
the price of exports, it would exacerbate the increase
in the price of imports.

This potential mismatch between the alternative to

EU membership that would be chosen as the least
worst under a cost benefit analysis from an economics
perspective, and the outcome that is most likely to
reflect voters’ preferences in the event of a decision
to exit, will make agreeing on a negotiating strategy
complicated. Furthermore, what is clear is that one

of the biggest risks the UK faces is that the EU will
have a strong incentive to punish a decision to exit, to
preserve the perceived benefits of full EU membership
amongst other countries. This risk could be particularly
dangerous for the UK’s financial sector, as the EU
would be under no obligation to include all sectors in
any deal — financial services are not included within
the Free Trade Agreement between Switzerland and
the EU." In addition, the costs associated with EU exit
are clearly likely to be exacerbated by the uncertainty
associated with the shape of the post-exit regime and,
given the complexities of the necessary negotiation
process, this uncertainty could well stretch for years.

15 CEPR (2013a).

16 CEPR (2013a).

7 The exception to this is non-life insurance. In general the feeling is that the
exclusion of the Swiss financial sector from the deal with the EU has led to a
reduction in its size. See Buchan (2012).
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Table A: Summary of impact for businesses of alternative EU/UK relationships

No
Customs _ preferential
Union and Customs Single Market Free Trade trade
EU Member  Single Market Union only only Agreement agreement

Extent of sectors covered by deal? Full Full or partial Full or partial Full or partial Full or partial None
Automatic adjustment in EU Yes No No No No n/a
agreement to cover changes in
markets or regulation?
Freedom of movement of goods, Yes Yes No Yes No No
services, labour and capital
across EU?
Automatically benefit from EU Yes No No No No No
trade deals?
UK free to negotiate trade deals No No No Yes Yes Yes
with third countries and to set its
own tariff levels?
Automatic protection from third Yes No No n/a n/a n/a
countries with trade deals with the
EU gaining access to UK markets,
without the need to give the UK
reciprocal access to their markets?
Trade with EU free from country of Yes Yes Yes No No Yes
origin rules?
Sales to the EU free from EU MFN Yes Yes Yes Yes Yes No
tariffs?
Influence over domestic regulation Some No Yes No Yes Yes
of firms?
Influence over EU regulation Yes No No No No No
of firms?
Single set of regulations needed for Yes Yes No Yes No No
firms exporting to the EU?
Exempt from contributing to the No No Yes No Yes Yes

EU budget?

Notes: The Yes/No questions are worded so that “Yes” signifies a positive outcome for businesses. For the first question on market coverage, except for full EU
membership, the UK or EU would have the option of leaving some sectors out of any deal. For example, Turkey's Customs Union with the EU excludes services,
non-processed agricultural products, coal and steel. The outcome for sectors not covered by the deal would then be the same as the final column, but with added
uncertainty in all sectors over whether they were covered by the deal.

Source: Analytically Driven Ltd
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What drives growth and output?

At a basic level, output depends on three things: the
two main factors of production, labour and capital
(eg buildings and machinery), and productivity, which
measures how efficiently these factors of production
are combined. The choices firms make about how to
organise their output determine how productive they
are and ultimately how productive the economy is.
Analysis of firm data show that the most productive
firms in any industry tend to be up to twice as
productive as the least productive firms, with more
productive firms tending to be larger and enjoying
better survival rates.'® Productivity depends on many
factors, including:

* market size, which determines the incentives to
invest in innovation;

e product market competition, which is in part driven
by market size;

e learning-by-doing, where market size is also
important;

e convergence to the national (rather than global)
leader through R&D and technological spillovers,
making incentives to innovate such as market size
and property rights important;

e the cost of regulation, which partly depends on how
big a market it is spread over;

e managerial incentives, which are influenced by
taxation; and

e CEO performance, which is influenced by taxation
(including inheritance tax rules for family firms) and
the corporate governance regime.

Governments can have a big impact on firm outcomes,
by setting the rules of the game that firms encounter,
for example:

e they influence the payback to investment, particularly
in R&D, through property rights, the regulatory
regime, monetary policy and taxation policy;

e they determine how easy it is to adjust working
practices in the face of shocks, through employment
policy; and

18 Syverson (2011) based on US data. In countries like China and India, these
productivity differences can be even larger, typically in the order of five times
as high.

e they influence the degree of competition firms face
in the market place, through industrial policy, trade
policy, the regulatory regime and property rights.

The biggest influence that EU membership has is
through boosting market size, product variety and
competition via the Single Market, Customs Union
and Free Trade Agreements in place, all of which are
likely to boost productivity. In the case of regulation,
while the EU has a significant influence over outcomes,
it is unclear whether regulation would be more or

less stringent under a purely UK determined regime.
Frequent complaints by UK firms about gold-plating
suggest a suspicion that the UK government would
prefer a tougher regulatory regime, even if there is
limited evidence in practice that gold-plating occurs.'®
Furthermore, at least from the perspective of large
firms (which tend to be both more productive and
more likely to trade with other countries), even if the
costs of EU regulation are higher from a purely UK
perspective, these costs could well be outweighed by
the benefits of the regulations applying to the whole
of the EU market, which would significantly reduce
barriers to trade.

Other factors that are likely to boost growth include
the flexibility of the planning regime governing land
use and new building; the sophistication of the finance
sector; the strength of government institutions; and
the strength of the monetary and fiscal policy regimes.
Here, with the exception of the finance sector,
outcomes are largely determined domestically. In the
case of the UK finance sector, the EU has a significant
impact on the regulatory environment and links with
the EU are very important. While it is unlikely that

the UK finance sector would disappear in the event

of a UK exit, it is likely that EU exit could significantly
undermine the status of the UK finance sector over
time, by making the UK a less attractive place to invest.

Finally, the choices that firms make about how to
organise their production also depend on technology
and the relative cost of different factors of production,

19 HM Government (2013).
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both within countries and between countries. Where
wages are relatively high, firms are more likely to
either automate routine cognitive and manual tasks,
or to offshore tasks that do not depend on face-to-
face contact. In the case of Europe, automation of
routine tasks has played a particularly important role in
determining the structure of labour markets, leading
to what has been described as a hollowing out of the
middle of the jobs market.2° This change is driven by
technology, rather than EU membership. However,
governments do have a role to play, particularly in
ensuring that labour markets are flexible, to ensure
that displaced workers are able to find new roles.

What drives trade?

Operating beyond national borders is costly. It requires
an upfront investment of time and effort, not to
mention in most cases money, in order to acquire new
clients overseas, or to relocate to another country.
There are often language costs; regulatory costs (where
regulations at home and abroad differ); and search
costs. These costs are usually sunk costs — they cannot
be recovered if the venture does not work. Even if
firms have already established trading links, the costs
of crossing a border remain significant. Estimates for
industrialised countries suggest that on average trading
costs are equivalent to an ad valorem tariff of 74%.21
Given the high costs, only the most productive firms
can afford to trade. This is particularly true for service
sector industries, such as financial services, where the
impact of borders on reducing sales is seven times as
large as is the case for manufacturing firms.22

So why do firms (and people) decide to cross borders?
The truth is that most of them do not. In the case

of firms, in the US only 18% of manufacturing firms
export, in Japan the number is 20% and in France
17.4% .23 In the UK, only 11% of firms export,
although there are considerable differences between

20 Goos, Manning and Salomons (2010).

21 Anderson and van Wincoop (2004).

22 See the estimates in Anderson, Milot and Yotov (2012) for US-Canadian service
sector trade compared to the estimates for the manufacturing sector in Anderson
and van Wincoop (2003).
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the manufacturing and services industry, with 38.7%
of manufacturing firms exporting, but only 8.7% of
service sector firms.2* However, there is strong evidence
to suggest that the ones that do are the larger, most
productive firms, and that improved market access
drives productivity improvements. In the case of the
UK, it is estimated that 60% of UK productivity growth
over the period 1996-2004 was generated by exporting
firms, with exporters experiencing average productivity
growth of 1.27% p.a., compared to 0.8% p.a. for non-
exporters.?> As Figure A shows, the percentage of firms
exporting rises with the size of the firm.

Figure A
Percentage of UK establishments exporting,
by sector and employment size, 2004

Il Manufacturing M Services Total
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Percentage of UK Establishments
exporting

0-9 10-49 50-249

Number of Employees

250+ All

Note: Weighted data from FAME database, Table 2.14.
Source: Harris and Li (2007).

The high costs associated with crossing borders mean
firms that do trade typically prioritise the countries
they trade with, preferring countries that are large,
geographically close, with strong institutions and a
sophisticated financial system. This is one reason why
the EU is potentially so beneficial for the UK, because
it is a large, geographically close market with good
institutional arrangements governing trade and a
strong, EU-wide financial system, at least for wholesale

23 WTO (2008), Section II.C, Table 5.

24 Harris and Li (2007). Estimates for 2004 based on the FAME database,
see Table 2.14.

25 Harris and Li (2007).
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financial markets. Furthermore, not only does the EU
account for around 50% of the UK'’s trade, but it also
has trade agreements in place that combined with EU
partners account for around 60% of UK trade. If the
EU is successful in its current trade negotiations, almost
85% of UK trade will be with countries that have some
form of trade agreement with the EU.

Trade brings with it significant benefits, including:2®

e Access to goods and materials that are not available
at home because of geography or climate;

e Increase in the number of varieties available,
improving consumer outcomes and reducing costs;

e Improved allocative efficiency, both through
comparative advantage (influencing which country
produces a particular type of good) and through
reallocating resources domestically in favour of more
productive firms, boosting both growth and how
much an economy can consume;

e Improved incentives to innovate created by increased
market size in the event of trade cost reduction,
boosting productivity, particularly amongst mid-level
productive firms.

The EU therefore brings significant benefits in terms
of boosting trade for the UK, both because it is a
large, geographically close market, and because the
framework of the EU is designed to reduce trade
costs through the Single Market and the Customs
Union. Replacing the level of market access the UK
currently enjoys in the event of EU exit would be
challenging, not least because the UK has less to offer
in negotiations than the EU, because it is a smaller
market. Furthermore, most potential trade partners
may well be seeking access for their goods, rather than
services.

It would also be difficult for the exchange rate to help
facilitate any UK adjustment to higher trade costs in
the event of a UK exit, because while a depreciation of
the exchange rate would help reduce the price of UK
exports, it would increase the price of UK imports still
further.

What drives outsourcing,
offshoring and MNE activity?

All firms need to decide how many of the activities
needed for them to operate they want to do in-
house and how many they want to outsource to
an unaffiliated party. In both cases they also need
to decide whether they want to locate the activity
at home, or whether they want to go offshore,

by locating it in another country. Firms that own
operations in more than one country are known as
multinational enterprises (MNEs).

In the wake of changes to information technology
(ITC), value chains have become both increasingly
complex, and increasingly global. This makes
measuring the value added of a country’s exports,
for example, complex, because they can involve not
only foreign-bought inputs, but also domestically
generated value added that has been re-imported,
because domestic goods and services have been used
in the production of foreign inputs. Figure B shows

a decomposition of the different components of
value-added for exports from selected countries. This
suggests that in the case of China, for example, over
30% of their gross exports depends on foreign value
added, such as intermediate inputs or services.

Figure B
Decomposition of the components of value-added for
gross exports of selected countries, 2009

I % of direct domestic value added W % of indirect domestic value added
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Note: Author calculations based on OECD-WTO Trade in Value Added data for 2009. See OECD-WTO (2013)

for a description of the data.
Source: Analytically Driven Ltd.
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What is important to realise, however, is that global
value chains do not just depend on goods — services
are also playing an increasingly important role

in the process. This in part reflects the so-called
servicification of value chains, whereby manufacturing
firms increasingly bundle services together with their
products: buying, producing, selling and exporting
services as an integrated or accompanying part of their
primary offering.?” In the case of the UK, for example,
value added from services account for almost 60% of
gross export, see Figure C.

Figure C
Value added of services as a percentage of
gross exports selected countries, 2009
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While both offshoring and outsourcing are important
components of value chains, companies that also
undertake foreign direct investment (MNEs) tend

to have a disproportionate impact on outcomes,

accounting for a large proportion of output, (g%tfﬁgtrh: éEiﬂ“ﬁEﬁ”&b@fﬂQQ_OECD‘WFO frecle Vel Acded deta for 2008, see ORCD-ANTO
employment and trade. They are also far more source: Analytcaly briven L

productive than other firms, even firms that trade.

In the US, firms that export have on average 40%
higher labour productivity than firms that only serve
the domestic market, while the labour productivity
amongst those firms that also engage in foreign direct
investment (FDI) is 15% higher than firms that only
export.2® The same pattern is true in the UK, where
on average even non-exporting foreign-owned firms
have higher productivity than UK-owned exporters,
with foreign-owned exporters having the highest
productivity levels of all.2® This means there are
potentially significant advantages for productivity and
growth to encouraging MNE activity — 14% of US
productivity growth between 1987 and 1996 came
from productivity spillovers from inward FDI.3°

o

Value added of services as a percentage

o

The determinants of MNE activity include market
size, the strength of the institutional framework,
the sophistication of the financial sector and relative
tax rates. Market size, and the associated Right of
Establishment that comes with EU membership, is
undoubtedly a key factor in ensuring the UK is an
attractive venue for inward FDI for non-EU firms. Any
decision to exit would therefore risk triggering an
exit by foreign MNEs to alternative EU destinations.
It would also make it more attractive for UK MNEs
to base more of their activities in the EU than the
UK. Furthermore, the increase in trade costs would
undoubtedly bring significant disruption to supply
chains, even for those companies that simply buy
The UK 'is both a big source and a big recipient of FDI from unaffiliated suppliers abroad. This is likely to

and is the third largest recipient of FDI after the US affect a large number of firms: in the case of large
and France. In 2012, 47.2% of UK companies’ FDI Spanish firms, 28% import inputs from their foreign
abroad was accounted for by investments in the EU, subsidiaries and 66% import inputs from unaffiliated

while 49.8% of FDI investments in the UK came from foreign firms.3’
companies in the EU.

27 See the discussion in Kommerskollegium (2013), for example.
28 Helpman, Melitz and Yeaple (2004).

29 See Harris and Li (2007), Figure 3.3 (labour productivity) and Figure 3.4 (TFP). Although there are some variations across industries, on average foreign-owned exporters are most productive, followed
by foreign-owned non-exporters, the UK-owned exporters and finally UK-owned non-exporters. Productivity levels are also higher in industries where a high proportion of output (>30%) is exported.

30 Keller and Yeaple (2009).

31 Data for 2007 for Spanish firms with more than 200 employees. Most firms employ multiple strategies. Only 0.5% rely exclusively on foreign subsidiaries; and only 2.6% rely exclusively on foreign
unaffiliated firms. Kohler and Smolka (2009).
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What impact does
immigration have?

While it can be very unpopular in recipient countries,
immigration is by far and away the most powerful
mechanism for improving economic outcomes at

a global level. A recent survey shows that existing
studies put the benefits of: eliminating all barriers to
capital flows at between 1.7% and 0.1% of world
GDP; eliminating barriers to merchandise trade at
between 4.1% and 0.3% of world GDP; and, in the
case of emigration, eliminating all barriers to labour
mobility at between 147.3% and 67% of world
GDP:32 The differences are so large, that even allowing
emigration of 5% of the population of poor regions
would bring global gains that would exceed the impact
of eliminating all the policy barriers associated with
merchandise trade and all the barriers to capital flows.
To put this in context, currently 3% of the world’s
population live outside their country of birth.33

In terms of the observed outcomes of immigration for
recipient countries, it seems that the main reasons for
its unpopularity are likely to be psychological rather
than economic:

e Immigration boosts trade, by improving connections
between countries.

e Immigration improves growth prospects by increasing
the size of the labour force and leading to a one-for-
one increase in employment (at least in the OECD).

e Immigration reduces prices, by reducing costs.

e Immigration appears to have a limited impact on
the pay and employment prospects of natives, as
immigrants appear to be imperfect substitutes.
Therefore an increase in immigration reduces the
wages of immigrants, not the wages of native
workers. They also help local labour markets adjust
to shocks, as they are more mobile than native
workers.

32 Table 1, Clemens (2011).
33 Clemens (2011).

34The EEA covers those countries that are part of the EU's Single Market, which
are made up of EU members together with the three members of EFTA that have
joined the EEA.

e However, immigration can shift the composition of
communities, reducing the benefits that natives feel
they receive from their neighbourhoods, schools and
workplaces.

Membership of the EU has two main effects on
immigration to the UK. On the one hand, it makes the
UK a more attractive destination because of the impact
of market size on economic outcomes. In addition,
membership of the Single Market means that there is
free movement of people throughout the EEA.34 So
what do immigrants from the EEA look like and what
impact do they have:

e Immigrants from the EEA accounted for one-third of
UK immigration between 2000 and 2011.

e They are better educated than UK nationals,
with 32% having a degree compared to 21% of
nationals, and with far fewer being in the low
education category.

78% of immigrants from the EEA who entered the
UK since 2000 had a job in 2011, compared to 70%
of natives.

¢ Immigrants from the EEA are typically younger
than the native population, with an average age of
32.3 years in 2011 compared to 40.8 years for the
native population. This helps counter the problems
associated with an ageing population.

e Immigrants from the EEA arriving in the UK since
2000 have contributed 34% more in fiscal terms
than they have taken out (a net contribution of
£22.1 billion in 2011 terms). In contrast, between
1995 and 2011, natives only contributed 92.6% of
what they received in transfers and benefits.3>

A reduction in immigration from the EU is therefore
likely to lead to a worsening fiscal position, a decline in
skill levels and worsening trade, output and growth.

35 The profiles of immigrants relative to the UK population are taken from Dustmann
and Frattini (2013).

ANALYSING THE CASE FOR EU MEMBERSHIP | 2014



m ‘ EXECUTIVE SUMMARY

What drives economic

wellbeing?: | E& THERE IS LIKELY TO BE A
Measures of wellbeing move away from simply SlGNlFlCANT DETER'ORAT'ON IN

measuring an economy’s performance in terms of

output (GPP), towards measures that assgss how an VVE LLBE'NG |N TH E EVE NT OF AN
economy is performing from the perspective of the EU EXIT, BECAUSE OF |TS NEGATIVE

people in it. Wellbeing can be measured in several

ways, using either economic based measures, or by ”\/l PACT ON TH E ECONOM IC
asking people how they feel. SlTUATlON

e From an economic perspective, wellbeing will depend

on the level of consumption enjoyed (of both goods
and leisure), the number of varieties consumed,

and people’s ability to smooth consumption over
time. In the case of consumption smoothing, both
the welfare state and the finance sector play an
important role.

In the case of more subjective measures of wellbeing,
economic factors such as unemployment, job
security, concerns over your ability to get another job
and levels of entrepreneurship all play a significant
role. In addition relative (rather than absolute)
income levels appear to be very important.

This suggests that there is likely to be a significant
deterioration in wellbeing in the event of an EU exit,
because of its negative impact on the economic
situation.

In the case of subjective measures of wellbeing,
however, there are likely to be two mitigating factors.
Firstly, habituation bias implies that as people become
used to the deterioration in their circumstances, they
start to ignore it in their response to how happy they
are. Secondly, if the motivation for voting to leave the
EU is political and psychological, rather than economic,
then there is likely to be a positive response amongst
those voters that voted to exit.
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1.0 NTRODUCTION

There is currently a fierce debate in political circles

on the benefits of the UK’s continued membership

of the European Union (EU). The Prime Minister,

David Cameron, has promised a referendum in 2017
on continued UK membership of the EU, following

a renegotiation of the terms of membership, if the
Conservative party wins the next general election.
Liberal Democrat opposition means that it is not possible
in this parliament for the necessary legislation to
commit the country to a referendum to be introduced
as a government bill. However, in July 2013 a private
members’ bill proposing a referendum passed its first
parliamentary hurdle. In January 2014 it subsequently
failed to get through the committee stage in the House
of Lords. The Prime Minister, David Cameron, has
therefore indicated that the Conservative party would
again support the bill in the next session of parliament.

In contrast, there is a high degree of consensus amongst
business leaders that continued membership of the EU
is in the best interests of the UK economy. For example,
8 out of 10 CBI members (including 77% of SMEs) said
that they would vote for the UK to remain in the EU, if a
poll were held tomorrow.3® In the manufacturing sector,
a pollin 2013 showed that 85% would prefer the UK
to remain in the EU. This was almost unchanged from
2002, despite the big changes in the EU since then,
including expanded membership and the problems in
the Eurozone.3” Similarly, in the financial sector, 84%

of business leaders would prefer the UK to remain a
member of the EU.3 When assessing the alternative
options, 88% of those questioned felt that leaving

both the EU and the Single Market would lead to a
deterioration in the UK's overall competitive position as
a financial centre, and 65% felt this would deteriorate if
the UK left the EU, even if it remained a member of the
Single Market.??

In the light of this debate, TheCityUK has been asked
by its members to examine the case for continued
UK membership of the EU. TheCityUK has therefore

36 See CBI(2013).

37 See EEF (2013).

38 The poll was conducted by Ipsos MORI of senior representatives of members of

TheCityUK, and took place between 19 August and 24 October 2013. See TheCityUK

(2013a).

39 See TheCityUK (2013a)

40 The reason for including an assessment of how both governments and the EU
influence economic outcomes is because in many cases they employ similar tools

commissioned this report to provide a framework
that can be used to assess the costs and benefits of
EU membership from an economic prospective. The
question that is being answered, therefore, is not
whether there are areas where reform of the EU could
lead to improvements — the answer to which is almost
certainly yes. Instead the report addresses the more
fundamental question of whether EU membership is
good for the UK in the first place.

The aim of the report is not to undertake any primary
research. Instead it makes use of the vast literature

on how economies function, to shed light on what is
important for economic outcomes and how governments,
and (by extension) the EU, can influence those
outcomes.* The report then uses that analysis to assess
whether EU membership is likely to be positive or negative
for the UK.4" However, just because EU membership is
positive, does not mean the alternatives might not be
better. In light of the assessment of the impact of EU
membership, therefore, the report then looks at whether
the alternatives to EU membership would deliver better
outcomes for the economy as a whole.

The approach taken in this report is therefore rather
different to previous studies, which have typically
concentrated on assessing the impact of EU membership
at a sectorial level 42 While this type of approach is very
important for identifying where improvements can

be made, in particular because the state of the Single
Market differs sector by sector, it is harder to use this to
understand the impact of the EU on the functioning of
the economy as a whole. Both are important.

This report concentrates on providing a framework that
will allow the costs and benefits of EU membership

to be assessed at a more macro level. One way to do
this would be to employ a macroeconomic model.
However, some of the key ways in which governments
and the EU influence the economy (such as enforcing
property rights, or negotiating trade deals) are hard to
capture in this sort of model. Therefore the report uses

and approaches, so the issue is often a question of degree and priorities. For
example, it is unlikely that there would be no regulation in the UK, even if the UK
were to leave the EU.

41 Although the use of the existing economics literature to illustrate the issues means
that not all the examples used are based on the UK, or even the EU, the issues that
these examples highlight will still be applicable.

42 See, for example, the assessment of the key studies on the Single Market, starting
with Cecchini et al (1988), in HM Government (2013).
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a more eclectic approach, as this allows it to include an
assessment of factors that are not typically included in
macroeconomic models, but nonetheless are known to
be important.

Although the report has been commissioned by
TheCityUK, the purpose of this report is to understand
the wider economic issues that are the key to
understanding the impact of EU membership, rather
than to focus solely on the interests and experiences of
the UK’s financial and professional services sector. This
wider approach is important because ultimately the
success of firms in all sectors will depend on outcomes
for the economy as a whole. Therefore the approach
has been to look at a wide range of evidence, not just
evidence from either the financial services sector, or the
UK. This means that many of the examples highlighted
in the report are drawn from other countries, or other
sectors, particularly the manufacturing industry. This
reflects the weight of evidence available, rather than

an assumption that manufacturing is particularly
important.#3 In fact over the last fifty years, the service
sector has grown from 30% to around 75% of world
GDP, and now accounts for about 20% of total trade.**
The hope is that in most cases the lessons will be relevant
beyond the sector that they originated in. However,
where it is important to understand the specific role that
the finance industry plays in the economy, the report
highlights this interaction.

Although the report draws extensively on the vast
economics literature, the aim is to ensure that it is
accessible to a non-specialist audience. As such, the
technical details of the papers reviewed are largely
omitted in favour of the intuition behind the key results
in the literature. Of course, inevitably this review will
only scratch the surface of the available theories and
evidence. Hopefully, however, it will provide enough of
a flavour to inform our understanding of the impact of
EU and potential alternatives. At its core therefore is an
analysis of how firms behave. However, the report also
considers the evidence on what will influence outcomes
for consumers and workers.

43 One of the reasons that there are more studies of the manufacturing sector is that
there are more data available — it easier to measure widget production than it is to
measure production of insurance.
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The report starts in Section 2 by providing a brief
description of the EU, what it is, what its focus is,

how big it is and how many EU trade agreements are
already in place. This acts as a reference point for later
discussion. For the same reason, Section 3 looks at what
the alternatives to EU membership would be for the UK,
and assesses the options from a business perspective.
This assessment suggests that businesses are right

to worry about EU exit, as from their perspective the
alternatives are likely to raise costs, with limited benefits
relative to the EU membership.

What about the outcomes for the economy as a whole?
To answer that the next sections deal with what we
know about how economies function. In each case, the
report asks the questions: what impact do governments
have on these outcomes; what impact does the EU have;
and would the alternatives to EU membership be better?
This assessment starts in Section 4 with an assessment
of the economics of output and growth from the point
of view of the domestic economy. A key finding is that
there is a big difference in the productivity levels enjoyed
by the high and low productivity firms in every sector.
Both market size and competition are therefore very
important for outcomes, with high productivity, typically
larger firms, thriving in large, competitive markets.

The report then considers the impact of opening up
beyond national borders, looking at: the role of trade
(Section 5); outsourcing, offshoring and multinational
enterprises (Section 6); and immigration (Section 7).
Again the importance of market size for high productivity
firms is found to be a key determinant of economic
success. In Section 8, the report then focuses on what
determines economic wellbeing, rather than output, by
assessing the evidence on what determines welbeing
and living standards.

Finally, Section 9 concludes with a summary of what the
likely impacts of EU exit are. On balance the answer to

the question “would the UK be better off outside the
EU?" is a resounding “no”, at least when judged from the
perspective of what we know about what drives growth.

44 Mion (2012).
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2.0 WHAT IS THE EUROPEAN UNION?

This section provides a brief description of the European
Union (EU), its purpose, its structure and its governance,
how big it is and its approach to trade, in order to inform
any assessment of what impact it has on the functioning
of the UK economy.

What is clear is that the EU is an important market for
the UK. It accounts for around 25% of world GDP,
compared to 22% for the US and 16% for developing
Asia (including India and China). On its own, the EU
accounts for around 45% of UK exports of goods and
services, partly because of the importance of the EU’s
Single Market and Customs Union in reducing trade
barriers. An additional 15% of UK goods exports are
accounted for by countries that the EU already has a
Free Trade Agreement with. If all the negotiations on
EU trade agreements are successful, around 85% of UK
goods exports will fall under the umbrella of EU trade
agreements (including the EU’s own Customs Union).
This degree of preferential market access would be
difficult to replicate outside the EU.

2.1 What is the EU?

The EU is an economic and political partnership of 28
member states. Reflecting its origins, which date back to
the aftermath of World War I, it is designed to promote
economic interdependence, in the belief that economic
cooperation and prosperity reduces the likelihood of
conflict within the region.*>

At the heart of the EU is therefore the concept of

the Single Market, which promotes the freedom of
movement of goods, people, services and capital.4®

The belief is that the Single Market will help underpin
prosperity throughout the region, by fostering
competition and helping to ensure an efficient allocation
of resources. While the process of creating a single
market in all sectors is by no means complete, the
Single Market principle remains a core part of the EU’s
strategy.4”

45 The EU was originally known as the European Economic Community (EEC), which
was founded in 1958 by France, Germany, Italy, Belgium, Luxembourg and the
Netherlands under the Treaty of Rome. The EEC expanded to include: the UK,
Ireland and Denmark in 1973; Greece in 1981; and Spain and Portugal in 1986. The
European Union was formally established under the Maastricht Treaty, which came
into force in November 1993. EU enlargement continued in 1995 with the accession
of Finland, Sweden and Austria. In 2004 Poland, Hungary, the Czech Republic,
Cyprus, Malta, Slovenia, Slovakia, Estonia, Latvia and Lithuania all joined the EU,
with Bulgaria and Romania joining in 2007. In July 2013, Croatia became the 28th
member of the EU.

The importance of the Single Market has several
implications for how the EU functions:

e Firstly the EU is a Customs Union. Member States
impose a common tariff on imports from non-member
countries, while imports from fellow EU members are
not subject to any import tariffs. This also means that
trade negotiations take place at an EU level, rather
than at an individual Member State level.

Secondly, the EU aims to create a common regulatory
framework for goods and services produced and sold
in the EU. EU firms complying with domestic regulation
can sell their products throughout the EU without

the need to comply with any additional regulation, at
least in sectors where the Single Market is complete.
This is achieved through a combination of mutual
recognition of regulations from other Member States
and harmonisation of rules to ensure regulations are
the same across Member States (at least to a basic
level).#® This helps create a level playing field and
improve competition, by ensuring that firms only need
to comply with one set of regulations in order to be
eligible to sell throughout the EU.

Government bodies are not allowed to discriminate
in their procurement processes in favour of domestic
firms and against firms from fellow EU members.

There are strict state aid rules, to ensure that EU
Member States do not distort competition by giving
unfair advantage (such as subsidies) to domestic firms.

Firms from EU countries have Right of Establishment
throughout the EU, which includes an effective cross-
border merger regime.

EU citizens have the freedom of movement anywhere
in the EU, and the right of residence for at least three
months — longer if they are working, in training,
studying, can otherwise support themselves, or (in
most circumstances) have become unemployed. EU
citizens gain permanent right of residence, if they have
been legally resident in a Member State for five years.

46 This is sometimes referred to as the Four Freedoms. The Single Market is also
sometimes referred to as the Common Market, or the Internal Market.

47 See, for example, the discussion in HM Government (2013) and Europe Economics
(2013).

48 From the point of view of creating a Single Market, harmonisation of rules is
probably more effective. However, the use of mutual recognition enables regulatory
competition, which can act as a brake on over-regulation. See the discussion in HM
Government (2013).
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e EU workers have the right to work in any EU Member
State, including the right to travel to a country to seek
work.

e To reduce pressure on countries to improve their
competitiveness at the expense of workers’ rights
(the so-called race to the bottom, or social dumping),
and to ensure that firms within the EU face a level

playing field, the EU has tried to introduce a common
framework governing labour market practices, such as
the Working Time Directive.

e Capital is able to move freely, for the purposes of
investment or payment, not just between EU Member
States, but also between EU Member States and third
countries.

The Single Market for financial services has the potential to
deliver significant benefits for the EU in the form of reduced
cost of capital for firms; better access to financial products
to help households; and a reduction in the risk of financial
crises. These benefits will stem from the positive impact

of competition within the sector, as well as the raising

of standards within the EU on issues such as consumer
protection and prudential regulation. The UK, with its strong
tradition in financial services, has a lot to gain in this area
and, historically at least, has been very influential in shaping
the financial services agenda within the EU.4°

However, while the aim of the EU is to create an effective
Single Market covering both goods and services, in practice
progress has been more limited for services. This in part
reflects the nature of services, which makes them harder to
trade®® — while services account for around 75% of world
GDP, they only account for 20% of total trade.®’ In the case
of financial services therefore, most progress has been made
in the area of wholesale financial markets.>2 This reflects the
different nature of wholesale and retail financial markets,
with retail markets being heavily influenced by the legal
framework and tax treatment of different products, as well
as benefit rules and local conventions.>3

Nonetheless, there are clear examples of how the move to
create a Single Market for financial services has improved
outcomes. For example, the EU’s Financial Services Action
Plan (FSAP) was launched in 1999 with four key strategic

Box 1: The EU Single Market for Financial Services

objectives: developing a single European market in
wholesale financial services; creating open and secure retail
markets; ensuring financial stability through establishing
state of the art prudential rules and supervision; and setting
wider conditions for an optimal single financial market. An
assessment of the impact of the FSAP shows that it led to:

e a reduction in the cost of cross-border payments, with the
average charge for a €100 payment falling from €24 in
2001 to €2.50 in 2005;

e improvements in the availability of comparable
information on listed companies;

e the creation of new trading venues leading to a reduction
in fees;

e an increase in the number of passported Prospectuses of
over 50% between the second half of 2005 and the first
half of 2008;

e an increased focus on risk management within banks,
with the number of banks using an Internal Rating Based
modelling approach accounting for a market share of over
80% in the UK, Sweden, the Netherlands, France and
Belgium in 2008;

e a growth in the use of fund of funds, and fund managers
taking advantage of changes to eligible assets; and

e an improvement in the quality of financial advice, for
example for insurance.>*

49 See the discussion in Europe Economics (2013).

50 For example, many of the barriers are behind-the-border, or regulatory.

51 Mion (2012).

52 See the discussion in HM Government (2013), Europe Economics (2013) and CRA International
(2009).
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53 Wholesale financial services involve the provision of services by financial services institutions to
corporate clients, other financial services institutions and public sector bodies. Retail financial
services involve the provision of financial services to individuals and SMEs.

54 The evidence on the impact of the FSAP comes from CRA International (2009).
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2.1.1 Current EU strategy

The weaknesses exposed by the global financial crisis
that began in 2007 led the EU to launch the Europe
2020 initiative, which frames the strategy for the EU in
terms of a growing, sustainable and job-rich future.>
This strategy centres on five goals linked to employment;
innovation; education; social inclusion; and climate and
energy.>® These goals are expressed as five targets:

e ensuring 75% employment of 20-64-year-olds;

e getting 3% of the EU’s GDP invested into research and
development;

e limiting greenhouse gas emissions by 20%, or even
30%, compared to 1990 levels, creating 20% of our
energy needs from renewables and increasing our
energy efficiency by 20%;

¢ reducing school dropout rates to below 10%, with
at least 40% of 30-34-year-olds completing tertiary
education; and

e ensuring 20 million fewer people are at risk of poverty
or social exclusion.

Member governments are then judged against their
performance against these targets, as part of the EU’s
annual review process.>” At an EU level, the emphasis
on reducing unemployment is one reason why trade
agreements with third countries are seen as important.

2.1.2 Governance of the EU

The EU has seven main institutions and the key ones
from a policy perspective are:>®

¢ European Council.>° Summit of the Heads of
Government, President of the European Council and
President of the European Commission, which meets
four times a year.%° The European Council sets the
priorities for the EU and the direction of travel, but has
no legislative powers.

55 The strategy was proposed by the European Commission and adopted by the
European Council in March 2010, coming into place in July. The Europe 2020

initiative builds on the Lisbon Agenda from 2000, which aimed to make the EU the
“most competitive and dynamic knowledge-based economy in the world, capable of
sustainable economic growth with more and better jobs and greater social cohesion”

(see the discussion in HM Government, 2013).
56 See European Commission (2012) for more detail.

57 See European Commission (2012) for more details. In order to support member states
achieve these goals, the EU also launched seven initiatives: Innovation Union; Youth

on the move; A digital agenda for Europe; Resource-efficient Europe; An industrial

Council of the European Union. Made up of
national ministers of EU Member States, with the
relevant minister attending changing depending on
the issue under discussion. The meeting is chaired by
the relevant minister from the country holding the
Presidency of the EU (which rotates every six months),
except for foreign policy issues, when the meeting is
chaired by the EU’s High Representative for Foreign
and Security Policy. The Council of the European Union
shares final say with the European Parliament on laws
proposed by the European Commission; coordinates
economic policies; signs agreements with non-EU
members; develops the EU’s foreign and defense
policy; coordinates on policing and legal issues; and
agrees the EU’s annual budget.

European Parliament. Has 766 members (or

MEPs), directly elected by EU citizens every five years.
Representation is roughly aligned to each country’s
population and, under the rules introduced in the
Treaty of Lisbon, no country will have more than

96 MEPs or fewer than 6. MEPs are aligned based

on political affiliation, rather than nationality. The
European Parliament’s role is to debate and pass laws
(together with the Council of the European Union);
scrutinize EU Institutions, including having a veto over
the appointment of European Commissioners; and
debate and pass the EU budget (together with the
Council of the European Union).

European Commission. Made up of 28
Commissioners, one from each member state, with
each assigned responsibility for a specific policy
portfolio. The Commissioners’ duty is to oversee

the interests of the EU as a whole, rather than their
national interests. The President of the Commission
and the individual Commissioners are appointed by
the European Council, but their appointment also
has to be ratified by the European Parliament on the
basis of an all or none veto. The day-to-day running

policy for the globalisation era; An agenda for new skills and jobs; and European
platform against poverty.

58 The remaining three are the Court of Justice of the European Union; the European

Court of Auditors; and the European Central Bank. These have an important impact
on the functioning of the EU and the Single Market, but do not have a legislative role.

59 Not to be confused with the Council of Europe, which is not an EU body, but Europe’s

leading human rights organisation with members from 47 countries, including the 28
members of the EU.

80 The EU’s High Representative for Foreign and Security Policy also attends.
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of the European Commission is undertaken by staff
members, who are organized into departments called
Directorates General (DGs) and “the Commission”
can refer to the Commissioners, the staff or both. The
purpose of the European Commission is to propose
legislation; manage the EU’s budget; enforce EU law;
and represent the EU internationally.

An important aspect of how the European Council and
the Council of the European Union functions is the

use of Qualified Majority Voting (QMV) covering most
issues. Only taxation; social security; social protection;
the accession of new States to the EU; foreign and
common policy; and operational police cooperation
between Member States requires unanimity. Under the
Treaty of Lisbon, from 1 November 2014, in order to pass
measures will need the approval of at least 55% of the
members of Council (15) that together represent at least
65% of the EU population.®™ A blocking minority may be
formed by at least 4 members of Council.

The movement towards QMV has been designed to
improve the effectiveness of the EU’s decision-making in
the face of EU expansion, although in practice there is
still a preference to preserve unanimity where possible.
However, the increased use of QMV means that it will
become increasingly important for countries to forge
alliances to achieve their desired outcomes.®? This is
particularly true now that the agenda has moved away
from the early stages of creating the Single Market,
which delivered improved outcomes for everyone (a
pareto improvement), towards an agenda which requires
judgments about distributional issues — a change that
was inevitable once the Single Market developed.®3

The EU is based on the rule of law, and everything that
it does is founded on Treaties, agreed by all EU Member
States. The aims set out in the Treaties are achieved

61 Until then votes need to represent at least 62% of the total population.

62 Hix (2008).

63 Although QMV in the European Council and Council of the European Union was
introduced to improve the effectiveness of decision making, by preventing individual
members from having a veto, the impact of this is that the political preferences of EU
governments as a whole become important in decision making, as policy proposals
need broad support and cannot be stopped by a lone outlier. Hix (2008).

64 Regulations are a binding legislative act that must be applied in their entirety across
the EU. Directives are a legislative act that set out the goals the EU is looking to
achieve, but it is up to individual Member States to decide how they want to achieve
these goals. The UK government is often accused by firms of “gold-plating” EU
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in several ways, including regulations and directives.%*
The relationship between EU law and national law is
fundamental to the EU legal framework and Member
States are responsible for implementing EU law into
national law, making sure it is enforced correctly and
guaranteeing their citizens and businesses the rights
granted them under EU law.

The extent of EU involvement in setting the policy
framework for Member States depends on the policy
issue.®> Specifically:

¢ The EU has exclusive responsibility (or competence) for
any issues linked to the Customs Union; commercial
policy (particularly the negotiation of international
trade and investment agreements);®® competition rules
(necessary for the functioning of the Single Market);
and marine conservation under the Common Fisheries
Policy.5”

GE IF ALL THE NEGOTIATIONS

ON EU TRADE AGREEMENTS ARE
SUCCESSFUL, AROUND 85% OF

UK GOODS EXPORTS WILL FALL
UNDER THE UMBRELLA OF EU TRADE
AGREEMENTS. THIS DEGREE OF
PREFERENTIAL MARKET ACCESS
WOULD BE DIFFICULT TO REPLICATE
OUTSIDE THE EU.

Directives in a way that makes them more onerous. Although “gold-plating” does
occur, it is not always as widespread as the debate implies, see the discussion in HM
Government (2013).

65 These responsibilities are set out in the Treaty on the Functioning of the European
Union (TFEU) and the Treaty on European Union (TEU). These are sometimes
collectively referred to as the Treaties. See European Union (2008) for details.

66 There is some dispute as to whether this competence extends to portfolio investment
as well as foreign direct investment. See, for example, the discussion in HM
Government (2014).

67 In the Euro Area it also has exclusive competence for the operation of monetary
policy.
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e On issues where the EU has shared competence,
Member States can only act if the EU has chosen
not to. However, in order to act, the EU needs to
demonstrate that the issue to be addressed meets the
principles of subsidiarity and proportionality. In other
words that the issue is better addressed at EU level, for
example because of issues of scale (subsidiarity) and
that the proposals do not exceed what is necessary to
achieve the objectives of the Treaties (proportionality).
The issues covered under shared competence are: the
Single Market; some areas of social policy; economic,
social and territorial cohesion; agriculture and fisheries
(excluding marine conservation); environment;
consumer protection; transport; trans-European
networks; energy; freedom, security and justice; safety
issues such as public health; research, technological
development and space; and development cooperation
and humanitarian aid.

On issues where the EU's competence is to support,
supplement or coordinate the actions of EU Member
States, EU legislation cannot imply the harmonization
of national laws or regulations. Issues covered here
include: health; industry; culture; tourism; education,
vocational training, youth and sport; civil protection;
and administrative cooperation.

¢ On issues of economic policy, employment and social
policies the EU is able to introduce arrangements through
which Member States must coordinate their policy.

2.1.3 Supplementary EU institutions

In addition to the core rules governing the whole of the
EU, there are also two key arrangements that a subset
of EU Member States take part in, namely European
Monetary Union (EMU) and the Schengen Agreement.
Although the UK has an opt-out for both these
arrangements, they have important implications for how
the EU as a whole functions.

European Monetary Union
European Monetary Union became a reality on 1 January
1999, when 11 EU members irrevocably fixed their

68 See Melitz and Trefler (2012).
69 See the discussion in Anderson and van Wincoop (2004).

exchange rates, replaced their domestic currencies with
the euro and handed over responsibility for the conduct
of monetary policy to the European Central Bank (ECB).
Since then the Euro Area has expanded five times and
there are now 17 members of the Euro Area: Austria,
Belgium, Cyprus, Estonia, Finland, France, Germany,
Greece, Ireland, Italy, Luxembourg, Malta, Netherlands,
Portugal, Slovakia, Slovenia and Spain.

At the time when the euro was launched, two countries
(the UK and Denmark) were granted an opt-out.
Although Sweden has not been formally granted an opt-
out, its decision not to join ERM II, a prerequisite to EMU,
meant that it effectively has an informal opt-out. The
assumption is, however, that all countries joining the EU
will eventually join the euro, once they meet the relevant
prerequisites, and none of the countries joining the EU
since the launch of the euro have been given an opt-out
as part of their accession negotiations.

This is because, from an EU perspective, the rationale
for creating the euro was about strengthening the
Single Market by eliminating a potential barrier to trade:
exchange rate fluctuations. Data show that moving to

a single currency has had a positive impact on trade in
practice: Euro Area countries have enjoyed stronger trade
growth (particularly intra-industry trade growth) than
non-EU countries, or EU countries that have not adopted
the euro.®® Sharing the same currency is estimated to
have the same impact on trade as a 14 percentage point
reduction in ad valorem tariffs.

From the perspective of individual countries there was
also often a second important motivation: the desire
to buy inflation credibility. These motivations had to
be weighed against the possibility that any individual
country was likely to suffer from asymmetric shocks,
as a common monetary policy and fixed exchange
rates reduces the ability of the authorities to respond
effectively when shocks differ across the area.”®

Whether or not the choice to launch the euro was

the right one, its existence does have some significant
implications for how the EU functions, and the impact of
these are likely to rise over time:

70 There has been extensive research done on this issue, starting with the work on Optimal Currency Areas.
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e The Euro Area is a potentially powerful negotiating
block within the EU, and in areas where unanimity is
not required could potentially dictate outcomes.

e The recent challenges associated with the global
financial crisis have exposed weaknesses within the
Euro Area, and created pressure for a move towards
greater fiscal union within the EU. Even if moves
towards greater fiscal union are targeted solely at Euro
Area countries, it is still likely to change the dynamics
within the EU, by creating an inner core and an outer
periphery. This brings with it the risk that key decisions
start to be made at Euro Area level, rather than at the
EU level, creating a two speed Europe. This implies that
it will be important for the UK to have a positive and
proactive agenda in order to influence EU outcomes.

The ECB has become a powerful entity in its own right,
and for many countries is the obvious starting place
for overseeing the conduct of financial regulation in
the EU as a whole, particularly in the wake of the Euro
Area banking crisis triggered by the global financial
crisis. As the UK remains outside the euro, and has a
relative specialism in financial services, this creates the
potential for conflicts between the needs of the UK
and the Euro Area on the form of any future changes
in financial regulation.

The role of the ECB and the Euro Area is one reason why
the introduction of a “double majority” voting system,
where a majority of both Euro Area and non-Euro Area
members is needed on issues such as the creation of a
single EU rulebook by the European Banking Authority,
is important for the UK. The challenge for the UK, and
other members of the EU that are not part of the Euro
Area, is to make the Single Market work for all member
states, regardless of whether they are part of the euro.
Particularly given the use of QMV on most issues, this
will require a positive agenda of building alliances within
the EU.

The Schengen Agreement

The Schengen Agreement aims to create a single
external border amongst signatory countries, with no
internal border controls, so that free movement of
people is guaranteed. To make this possible, countries

that are part of the Schengen Agreement therefore
have common rules and procedures for visas for short
stays; asylum requests; and border controls. Improved
cooperation and coordination between police services
and judicial authorities is an important part of the
Schengen Agreement, as it is necessary to guarantee
security within the Schengen area.

Although the Schengen Agreement is part of the

EU legislative framework, not all EU Members are

also members of Schengen. At the time when the
Schengen Agreement was incorporated into the EU

legal framework, two countries, the UK and Ireland,
negotiated an opt-out and remain outside the Schengen
Area.”" However, although they are not members, the
UK and Ireland have opted to participate in the activities
involving improved police cooperation and the Schengen
Information System. In the case of new EU members, the
aim is that they will all eventually be part of Schengen,
once they have fulfilled the conditions associated with
accession to Schengen.

In addition to EU members, some non-EU countries
have elected to take part in Schengen: Iceland, Norway,
Liechtenstein and Switzerland.

2.1.4 The EU’s role in economic
diplomacy

The EU is playing an increasingly important role in the
sphere of international economic diplomacy, particularly
in the area of trade and environmental policy. In these
areas its role has evolved slowly over time, in response
both to de jure changes linked to Treaty changes and

a de facto response to evolving circumstances. The

EU’s role is most readily apparent in the area of trade
relations, where the EU not only negotiates deals on
behalf of its members, but is also starting to actively
influence the international agenda. Here it is helped

by a consensus amongst EU members about what it is
trying to achieve. However, although the size of the EU
undoubtedly helps it in negotiations, in an international
context it is seen more as a “soft economic power”, in
part because the broadly liberal consensus means that
the EU is not able to use the threat of market closure

71 The original Schengen Agreement between Belgium, France, Luxembourg, the Netherlands and West Germany was signed in 1985. It was originally outside the EU legislative framework, but
was incorporated in 1997, as part of the Treaty of Amsterdam. Although Denmark is a participant of Schengen, it has the option of deciding on a case-by-case basis whether it applies any new
measures, with the exception of some visa measures, which it is bound by.
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effectively to gain concessions in most cases.”?

In the case of international negotiations on financial
regulation the EU’s role is more complicated, and it

is often seen as a recipient of ideas rather than an
initiator, with Member States pushing the EU to adopt
international standards, to ensure the EU’s financial
services sector remains competitive, rather than
developing EU-specific rules.”?

2.2 How big is the EU?

The EU is made up of 28 Member States, with Croatia
joining as the 28th member in 2013.

This section assesses how big the EU is from an
economic perspective, based on data for the EU-27 (ie
excluding Croatia), because there is no full year data
available for 2013. However, to give a sense of scale,
Croatia has a population of around 4.4 million, or 0.9%
of the EU-27 total.

2.2.1 Population

There were 504 million inhabitants in the EU-27 in
2012, or just over 7% of the total world population.”
This compares to 5% of the world population in North
America and 60.3% of the world population in Asia.

Life expectancy at birth in the EU-27 is generally higher
than in most other regions of the world and stood at
79.7 years in 2009. This compares to an estimated
average life expectancy of a new-born baby in the world
of 67.9 years (for the period 2005 to 2010).7>

Combined with a lower birth ratio, this also means that
the old age dependency ratio in the EU-27 is higher than
most other regions, at 25.9% in 2010, compared to
11.6% for the world as a whole.”® This ratio is expected
to increase for the EU-27 to 52.6% in 2060, something
that will pose a significant challenge for governments.””

72 See the discussion in Woolcock (2012) and HM Government (2014). Although the
EU’s liberal stance, and decision in some areas to liberalise unilaterally, can make it
hard for the EU to use threats, the size of the EU (which makes it a desirable trading
partner) means it can still have significant bargaining power.

73 Woolcock (2012).

74 EU-27, rather than EU-28, measures are used for historic data because Croatia only
joined the EU in 2013. Source: Eurostat (2013).

75 Eurostat (2013).

76 The old age dependency ratio is given by the population aged 65 and older as a
percentage of the population aged 15 to 64.

2.2.2 Output

Output in the EU accounted for 25% of world GDP in
2011, compared to 22% for the US and 16% accounted
for by developing Asia (which includes India and
China).”® EU-27 GDP was €12,638bn in 2011, compared
t0 €10,830bn in the US. This equates to GDP per capita
in the EU-27 of €25,200, compared to US GDP per capita
of €34,700 in 2011.7°

2.2.3 Trade

Total EU trade (intra and extra) accounted for around
37% of world imports of goods and services in 2011

and 36% of world exports of goods and services.& Total
exports of goods and services in the EU-27 amounted to
€4,368bn in 2011, of which 64.2% was accounted for
by trade between EU Member States and 35.8% by trade
between EU Member States and third countries. Total
imports of goods and services were €4,467bn in 2011,

of which 61.3% was accounted for by trade between EU
Member States.8!

Trade with fellow EU Member States accounted for
45.3% of the UK'’s exports of goods and services in 2012
and 50.7% of imports of goods and services.®?

2.2.4 Budget

The Multi-annual Financial Framework (MFF), agreed by
the EU in February 2013, sets EU expenditure to around
1% of EU Gross National Income for the period 2014-
20. Around 6% of this will go on administration. In
terms of the major policy initiatives, 13% will go towards
competitiveness issues; 34% will be spent on cohesion;
direct payments for agriculture will be around 27%; and
rural development will account for around 9% .83

In 2012, UK official transactions with EU institutions
resulted in a net transfer of £9.6bn. This is equivalent to:
0.6% of UK GDP at market prices; 1.5% of UK central

77 Eurostat (2013).

78 IMF World Economic Outlook, October 2013.

79 Eurostat (2013).

80 Calculated using IMF and Eurostat data.

81 Eurostat (2013).

82 Calculated using ONS data.

83 See the discussion in The Regent’s Report 2013 for more background on EU
spending, how it is funded and the impact of wider fiscal issues within the EU.
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government current expenditure; or 1.8% of UK central
government current receipts in 2012.84

2.3 What Free Trade
Agreements are in place?
EU trade policy is made exclusively at the EU level.

In keeping with the emphasis on promoting competition
through the Single Market, the EU has an active policy
of negotiating Free Trade Agreements with partner
countries. Such agreements are an accepted exception
from the basic World Trade Organisation (WTO) principle
that all trading partners should be granted equal
treatment. Agreements vary considerably, depending

on the countries involved — no one size fits all. However,

the EU’s aims in these negotiations are to:

e open new markets for goods and services;

e make trade cheaper by cutting customs duties and
red tape;

e speed up trade by making customs clearance easier
and setting compatible technical and sanitary
standards;

e create greater certainty through clear rules on
intellectual property rights, competition and public
procurement;

e increase protection and opportunities for investment;
and

e support sustainable development by fostering
cooperation, transparency and dialogue on social and
environmental issues.8>

The EU currently has over 50 trade agreements in

place. In total, 28 of the UK's Top 50 export partners

in 2012 had some form of trade agreement in place
through the EU. These include 18 members of the

EU; 1 member of the EEA (Norway); 1T member of a
Customs Union with the EU (Turkey); and 8 Free Trade
Agreements (with Mexico, Chile, Morocco, Egypt, Israel,
Switzerland, South Korea, and South Africa). In addition,
one country, Singapore, which accounted for 1.5%

of UK exports in 2012, making it the UK's 19th most
important export partner, has now finalised a Free Trade
Agreement with the EU, although the deal has not yet

84 Calculated using ONS data.
85 See discussion in European Commission (2013a).
86 See European Commission (2013b) for details on the EU’s trade relations.

ANALYSING THE CASE FOR EU MEMBERSHIP | 2014

been applied.8® The EU and Canada have also reached
political agreement on a Comprehensive Economic and
Trade Agreement, although the details are still being
finalised. Canada is the UK's 20th most important
partner for goods exports and 12th most important
partner for services exports, accounting for 1.4% and
2.0% of exports respectively. Collectively, the countries
covered by these agreements account for over 60% of
the UK’s total goods exports.

In addition to the arrangements outlined above, the
EU is in negotiations to set up trade agreements with
over 80 countries, including a further 13 members

of the UK’s list of Top 50 export partners, such as the
US, Japan and India.®” Collectively, these countries
accounted for over 23% of the UK'’s goods exports in
2012. Therefore, if all the EU’s current negotiations
are successful, over 85% of UK goods exports will go
to countries with an EU preferential trade agreement
(PTA), see Figure 1 for a breakdown. This figure is also
over 80% for both exports and imports of goods and
services, although services are often excluded from trade
deals, as countries usually prioritise goods markets in
trade negotiations.%®

Finally the EU is also negotiating with China to put in
place an agreement on investment.&

Figure 1
Proportion of UK goods exports covered by EU
Preferential Trade Agreements (PTAs) in 2012

MU
Il Existing EU PTAs

New EU PTAs

EU PTAs under negotiation
M Rest of the world

Note: Calculated from ONS Pink Book, 2013.
Source: Analytically Driven Ltd.

87 See European Commission (2013b) for details.
88 Calculations based on ONS data on geographic breakdown of trade for 2012.
89 See European Commission (2013b) for details.
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The European Commission calculates that, if all the
current trade deals currently being negotiated were
agreed, this would add 2.2% to the level of the EU’s
GDP, which is equivalent to adding an economy the
size of Austria or Denmark. In terms of employment,
this could generate around 2.2 million new jobs, which
is equivalent to 1% of the EU’s work force.?° For this
reason trade negotiations form a core part of the
Europe 2020 strategy.

Estimates of the impact of the proposed Transatlantic
Trade and Investment Partnership (TTIP) between the US
and EU suggest that it could raise the level of UK GDP
by between 0.14% and 0.35%. Most of this impact
would come from the reduction in non-tariff barriers.
Tariff barriers between the UK and US are equivalent to
around 0.5% of the value of the UK’s exports to the US,
while non-tariff barriers are around 8.5% of the value of
the UK's exports to the US.91

Other studies have also shown that trade liberalisation
can improve outcomes. For example, an assessment of
the impact of cutting tariffs on manufactured goods
around the world by 50% shows that for Europe the
impact would be an improvement in welfare of 0.2%.
Cutting other border costs by 50% as well would
improve welfare by 1.7%.%2 These improvements in
welfare are significant given the cuts only apply to
around 4% of gross output.®>

90 European Commission (2013b).

91 CEPR (2013b).

92 Border costs are made up of much more than simply tariff or even non-tariff
policy barriers such as quotas. The costs include information costs, language costs,
costs of contract enforcement, etc. See the discussion in Section 5.2.1, as well as
Anderson and van Wincoop (2004). In many cases, the Single Market acts to reduce
these costs, for example by providing common standards and regulation, helping to
boost trade between Member States.

Analysis of the impact of tariff reduction on firm
behaviour shows that in the case of the 1989 bilateral
Free Trade Agreement between Canada and the US, the
Free Trade Agreement raised manufacturing productivity
in Canada by 13.8%.%* This change can be broken
down into:

e improved allocation of resources between firms, with
high-productivity firms expanding (4.1%) and low-
productivity firms contracting (4.3%);

e improved incentives to innovate amongst firms,
particularly new exporters (3.5%), but also existing
exporters (1.4%); and

* better access to imported inputs (0.5%).°°

It is perhaps not surprising that the biggest positive
impact was on high productivity firms, as other studies
have shown that it tends to be high productivity firms
that trade, with low productivity firms concentrating on
the domestic market.?®

93 Balistreri, Hillberry and Rutherford (2011). Manufacturing output makes up about
26% of world output and only around 15% of that output is traded, so that traded
manufacturing output accounts for around 4% of world output.

94 Melitz and Trefler (2012).
95 Melitz and Trefler (2012).
% See, for example, the discussion in Helpman (2011), and Harris and Li (2007).
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3.0 WHAT ARE THE ALTERNATIVES TO
FULL EU MEMBERSHIP FOR THE UK?

Over and above the framework for trade dictated by the

EU’s membership of the WTO, the EU has entered into

three main types of agreement with non-EU countries,

namely: allowing them membership of the Single Market;

allowing them membership of the EU’s Customs Union;

and offering a Free Trade Agreement (FTA). As such, there

are five main theoretical alternatives to EU membership

that the UK could pursue as the basis for its economic

relations with the EU, if it were to leave:

e An option combining both a Customs Union and the
Single Market;

* An option based on membership of the Single Market;

® An option based on a Customs Union;

e An option that is based on negotiating a Free Trade
Agreement with the EU; and

¢ A decision not to negotiate any special arrangements to
govern the UK’s relationship with the EU, but instead to
trade with the EU on a “most favoured nation” (MFN)
basis under WTO rules.

This section considers what the implications are for the
UK’s relationship with the EU for each of these options.

In general, all the options will involve an increase in the
costs faced by firms that trade, which tend to be the more
productive, typically larger, firms. The options involving
membership of the Single Market, for example, are likely
to involve better access to the EU market than some of
the alternatives, but come at the cost of less control over
domestic regulation. If the motivation for leaving is a desire
to reduce the influence of the EU, then this would tend to
push towards limiting links with the EU, which would be
more costly from a business perspective.

Estimates of just the trade costs of trading with the EU
under WTO MFN terms, in other words ignoring factors
such as the impact on productivity, suggest the fall in UK
exports would be equivalent to 1.77% of UK GDP p.a.?”
Even an ambitious Free Trade Agreement, similar to the
one envisaged with the US (the Transatlantic Trade and
Investment Partnership, or TTIP), is estimated to lead to a
fall in UK exports equivalent to 1.24% of UK GDP p.a.%®
Furthermore, it would not be possible for the exchange
rate to offset these costs — while a depreciation in the
exchange rate would help reduce the price of exports, it

97 CEPR (2013a).
98 CEPR (2013a).
99 See, for example, Open Europe (2014) on their simulated exit negotiations.
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would exacerbate the increase in the price of imports.

In addition, one of the biggest risks that the UK faces

is that the EU will have an incentive to punish it in any

post exit negotiations, in order to preserve the perceived
benefits of EU membership amongst other countries. This
could, for example, take the form of restricting the sectors
covered by any deal, and the financial services sector would
be particularly vulnerable here.?® For example, the deal with
Switzerland and the EU excludes financial services, and this
is thought to have limited the size of the Swiss financial
services sector.'% In addition, the costs associated with EU
exit are clearly likely to be exacerbated by the uncertainty
associated with the shape of the post-exit regime and,
given the complexities of the necessary negotiation process,
this uncertainty could well stretch for years.

3.1 Customs Union and
Single Market

The first option that the UK could consider is that it
remains a member of both the EU Customs Union and
the Single Market, but it withdraws from other aspects of
the EU as a whole. The consequence of this would be that
the UK:

¢ would not be able to set its own import tariffs (as this
would violate the Customs Union);

¢ would not be free to negotiate independent trade
deals with third countries (as this would violate the
Customs Union);

e would, however, potentially need to negotiate individual
Free Trade Agreements (FTAs) with all third countries
with which the EU had an FTA, otherwise these
countries could export freely to the UK (via the EU)
without needing to provide free access for UK goods
and services in their domestic market; 10!

¢ would have to abide by all the EU legislation and
regulation associated with the Single Market domestically
as well as in its trade relations with the EU, but would not
be party to any negotiations on what that legislation and
regulation should look like; and

¢ would probably still be expected to contribute to the
EU’s budget, albeit at a reduced rate.

100 Buchan (2012). The only part of the financial services sector included in Switzerland's
deal with the EU is non-life insurance.

101 See, for example, the discussion of the EU’s Customs Union with Turkey in HM
Government (2013).
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A deal of this nature would mean that UK firms would
retain preferential access to EU markets, which account
for 7 of the UK's Top 10 export markets.'%2 Furthermore,
the advantages of being in control of trade policy are
likely to be limited by WTO rules, which mean that, if
the UK introduced tariffs above the European Common
External Tariff, WTO members would be entitled to

ask for compensation. In addition, the size of the EU
means that it is probably better placed to conduct trade
negotiations with individual countries, as the gains for
them from participating in a free trade agreement with
the EU in terms of market access would be substantial.
Assuming the UK was happy to comply with the terms
of any Free Trade Agreement negotiated between the
EU and third countries, this might make it easier to
reach agreement with third countries than seeking a
bilateral agreement from scratch. At the same time,
freedom of movement of goods, services, people and
capital through the Single Market would continue to
promote competition and ensure efficient allocation of
resources and UK firms would continue to be free to
establish anywhere in the EU.

of the benefits for foreign direct investment (FDI) in the
UK as a gateway to Europe would remain, at least in the
short to medium term.

However, it would come at a cost, which could well rise
over time. Lack of UK influence in negotiations over
issues such as trade deals and regulations could mean
that UK interests could be ignored or undermined,
especially where the structure of the UK economy differs
from its EU counterparts. This may particularly be an
issue for financial services.

3.2 Single Market only

Membership of the Single Market, but not of the
Customs Union, would mean that the UK would
continue to benefit from the Four Freedoms, while

at the same time the UK would be free to negotiate
bilateral trade deals with non-EU member countries. This
would mean that the UK would continue to be bound
by EU’s Single Market legislation domestically, as well as
in its trade relations with the EU.193 This is similar to the
relationship that European Economic Area (EEA) members

This option is therefore likely to have the smallest short-
term impact on economic outcomes. For example, many

(Norway, Iceland and Liechtenstein) have with the EU.
Indeed, one option for the UK (if it wanted to pursue

Rules of Origin are an important part of preferential trade

agreements (PTAs), and are designed to prevent trade

deflection, whereby products from countries outside the

PTA enter in the country that imposes the lowest tariff,

before moving elsewhere. They include rules covering

products where inputs come from elsewhere and therefore

take several forms, including:

¢ the need to demonstrate a change in tariff classification
(compared to imported inputs);

e the minimum change in the value added in the country of
origin;

e the maximum percentage of imported inputs in the total
value of the product; or

In practice, Rules of Origin are often complex, and can
include the need to meet more than one criteria. This is
particularly true for PTAs involving the EU or NAFTA, where
rules can run to over 200 pages. Furthermore, the rules will

e the need to comply with a specific manufacturing process.

Box 2: Rules of Origin in Preferential Trade Agreements'®*

differ depending on the trade deal, meaning that firms will
not necessarily be able to rely on their experience of other
trade deals to know whether their products will qualify.
Rules of Origin are therefore particularly cumbersome for
small or medium enterprises, for example requiring the
use of sophisticated accountancy systems to keep track

of inputs. In practice therefore, many firms that would
theoretically be eligible for a tariff reduction do not take
advantage of this option.

In the case of the EU, estimates of the trade weighted costs
of complying with EU Rules of Origin regulations are around
8%.195 Furthermore, because Rules of Origin regulations
often involve strict rules on the proportion of inputs from
elsewhere, the introduction of Rules of Origin for trade with
the rest of the EU is likely to significantly disrupt supply
chains, or force UK firms to export to the rest of the EU
under the relevant “most favoured nation” (MFN) tariff.

102 | total, the UK's Top 10 export markets accounted for 61.4% of UK's goods exports in 2012,
with the top three non-EU countries accounting for 19.5%. Overall, the EU accounted for
45.3% of the UK's exports of goods and services in 2012 and 50.7% of imports of goods and
services.

103 See Official Norwegian Report (2012) for a discussion of the impact of this in Norway.
104 See the discussion in Brenton (2011).
105 See the discussion in Brenton (2011) and Cadot et al (2006).
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an arrangement of this type) would be to seek EEA (and
EFTA) membership. As part of the EEA deal, EEA members
are also bound by the EU’s state aid and competition rules,
as these are an important part of ensuring a level playing
field, so it is likely that the UK would also be required to
continue to abide by these rules.

However, although the UK would continue to be part

of the Single Market, the lack of a Customs Union
means that in order to qualify for freedom of movement
of goods, for example, UK firms would need to
demonstrate that they had not violated country of origin
rules governing input levels from countries outside the
EU. These rules would be needed to avoid distorting
competition between trading partners (otherwise goods
would enter into the Single Market in the country with
the lowest external tariff, before moving elsewhere). This
would introduce a level of bureaucracy that UK firms do
not currently face, as well as potentially significant costs.
See Box 2 for more discussion.

In addition, UK firms would still face the risk that the
regulatory environment was better suited to full-EU
members than the UK, as the UK would not be involved
in negotiations on regulations. This explains why, when
assessing the alternative options, 65% of business
leaders in the financial services sector felt that leaving the
EU would lead to a deterioration of the UK's competitive
position as a financial centre, even if the UK remained a
member of the Single Market.0®

Furthermore, in practice, third countries might prefer to
negotiate trade deals with the EU as a whole, rather than
simply with the UK, because negotiating trade deals is
time consuming, so they are likely to prioritise based on
the size of the market.'%”

In addition, the UK would probably still be expected to make
a contribution to EU budgets, albeit at a reduced level.

3.3 Customs Union only

Alternatively the UK could remain part of the EU
Customs Union, but withdraw from the Single Market
and all other EU activities. Countries such as Turkey have
a Customs Union with the EU, while remaining outside
the Single Market. This would retain some of the trade
benefits of the EU, in terms of market access, particularly
for goods. However, this option would mean that the

106 See TheCityUK (2013a)

107 See, for example, the discussion in HM Government (2014).

108 See, for example, the discussion of the EU’s Customs Union with Turkey in HM
Government (2013).
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UK would not be able to negotiate individual trade deals
in sectors covered by the Customs Union. In addition,
depending on the terms of the Customs Union, the UK
would need to negotiate individual FTAs with all third
countries that the EU had an FTA with, otherwise those
countries could export freely to the UK (via the EU)
without needing to provide free access for UK goods and
services in their domestic market.'%8

A simple Customs Union would reduce the likelihood
that the domestic regulation of UK firms and markets
would be distorted by structural differences between
the UK economy and other EU economies, given the
lack of influence of non-EU countries in determining EU
regulation. In addition, firms exporting to the EU would
not need to comply with Rules of Origin regulation.
However, firms exporting to the EU would need to
comply with both domestic and EU regulation governing,
for example, product safety, and to assess on a case-by-
case basis whether domestic and EU regulations differed.

The UK would also lose benefits such as the freedom

of movement and the freedom of establishment, which
would potentially reduce efficiency and make the UK less
attractive as a location for foreign direct investment from
outside the EU.

3.4 Free Trade Agreement

A similar alternative to that of the Customs Union would
be to negotiate a Free Trade Agreement with the EU.
As detailed in Section 2.3, the EU has a large number
of Free Trade Agreements and they come in all shapes
and sizes.'%? Negotiating a Free Trade Agreement could
be done on a product-by-product basis and, given the
EU’s approach to Free Trade Agreements, would almost
certainly include provisions encouraging investment
and supporting intellectual property rights. In addition,
this approach would not rule out the possibility of
establishing Free Trade Agreements with third countries
as well. There is, however, a risk that the EU would not
be willing to include all the goods and services that the
UK wanted to include in any deal.’'? In addition, the EU
has expressed frustration about the functioning of its
deal with Switzerland, particularly the lack of a dispute
resolution mechanism, which may make a bespoke UK
deal an unpopular option from an EU perspective.'!!

199 This is essentially the approach that Switzerland has taken, for example.

10 This is a problem that Switzerland has encountered. See also the discussion in Open
Europe (2014).
111 Buchan (2012).
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As with the Single Market option, exports to the EU
covered by the deal would be bound by Rules of
Origin regulation. Compliance costs for Rules of Origin
regulations in EU trade deals have been estimated at
8%.112 However, exporting firms would also need to
check whether individual goods are covered by the
arrangement. Those goods not covered by the deal
would see an increase in the price paid by the end
user of the imported goods, with the difference being
determined by tariff levels. In other words, UK consumers
would pay more for goods imported from the EU

that were not covered by the deal, and UK producers
of goods not covered would see a reduction in their
competitiveness in EU markets.

In addition, as this type of arrangement can to be static
in nature, so that the types of goods and services covered
do not evolve as markets do, this would potentially
require periodic renegotiation of any deals. This is likely
to increase uncertainty about trading arrangements, with
a potentially detrimental impact.

Overall, it is estimated that simply the increase in trade
costs associated with moving to even a modern Free Trade
Agreement (such as the proposed Transatlantic Trade and
Investment Partnership (TTIP) between the EU and US)
from full EU membership would lead to a fall in exports
equivalent to 1.24% of GDP p.a.""3 This ignores, for
example, the impact on UK productivity, given the brunt
of this would fall on the UK's most productive firms."'4

3.5 No Preferential Trade
Agreement with the EU

A potentially radical alternative would be to decide
against negotiating any form of special market access
with the EU and instead simply trade with the EU on a
“most favoured nation” (MFN) basis under WTO rules.
However, this option would not rule out seeking to
negotiate Free Trade Agreements with other countries.

Unless market access to the EU could be replaced by
improved access elsewhere of an equivalent type, the
resulting increase in trade barriers is likely to lead to a
deterioration in economic outcomes for the UK, with

112 See the discussion in Brenton (2011), Cadot et al (2006) and Box 2.

113 CEPR (2013a).

114 This is not because the TTIP is a bad Free Trade Agreement. It is estimated that the
TTIP would increase the level of UK GDP by between 0.14% and 0.35%, see CEPR
(2013b). It is simply the impact of increased trade costs associated with the loss of
EU membership.

an increase in prices, and therefore a reduction in
living standards, faced by consumers.'"> The European
Commission has calculated that, for the EU, a 10%
increase in trade restrictions would lead to a 4% loss in
national income.'16

From a UK perspective, it is estimated that the increase
in the cost of exports associated with moving to no
preferential access to EU markets would lead to a fall
in exports equivalent to 1.77% of GDP p.a., not taking
into account other factors, such as the impact on high
productivity firms.17

A decision not to seek a trade agreement with the

EU would mean that UK exports would be less able

to compete in a key market and imports from the EU
would be more expensive. Although UK consumers and
firms could substitute domestic goods and services for
EU imports, the fact that these goods and services were
initially being imported from the EU implies that the
domestic substitutes are either: unavailable; more costly
than the EU alternative (in the absence of tariffs); or are
seen as being of a lower quality. In addition, given the
nature of the change, it would be hard for the exchange
rate to adjust to offset its impact — while an appreciation
in the exchange rate would help reduce the price of
imports, it would exacerbate the increase in the price of
exports.

The EU accounted for 45.3% of the UK’s exports of
goods and services and 50.7% of the UK's imports of
goods and services in 2012. Given the scale of the UK’s
trade ties with the EU, it seems unlikely that the UK
would be able to negotiate simultaneously bilateral trade
deals with enough of its remaining partner countries to
offset the loss of this market. This is particularly the case
as the EU already has trade deals in place with several of
the UK’s key trade partners, or is already in negotiations
with them (see Section 2.3). However, the UK’s ability to
replace the EU as a key market depends not just on the
size of the market, but also on how high the barriers to
trade are. Table 1 therefore provides a snapshot of the
extent of tariff barriers in the EU and five key countries:
the US and the so-called BRICs (Brazil, Russia, India and
China). Although the average trade barriers amongst

15 The impact on the UK’s trade balance would depend on the relative price
elasticities of UK import and exports, or in other words how sensitive these trade
flows are to changes in price. Both imports and exports are likely to fall, so the key
issue will be the relative scale of such a fall.

16 European Commission (2013a).

117 CEPR (2013a).
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Table 1: Trade barriers in the EU, US and the BRICs

Average MFN

% of UK % of UK Average MFN Number of % of goods Maximum tariff on non-
goods goods exports tariff on all MFN applied  entering duty ~ MFN tariff on agricultural
imports goods (%) tariff lines free all goods (%) goods (%)

EU 50.3 50.9 5.5 10,453 26.9 605 4.2
us 7.3 13.7 3.4 11,262 46.1 350 3.2
Brazil 0.6 0.9 13.5 10,032 5.9 55 14.1
Russia 2.1 1.9 10.0 11,122 13.4 292 9.4
India 1.5 1.6 13.7 11,477 3.0 150 10.4
China 7.7 3.5 9.6 7,981 7.5 65 8.7

Note: Data are for 2012. MFN is the most favoured nation tariff, or normal,

non-discriminatory tariff. Figures on UK trade share are for goods only, and therefore the

EU figures differ from the percentages quoted in the text, which are for both goods and services.

Source: WTO, ITC and UNCTAD (2013) and UK National Statistics

the BRICs are higher than the EU, their trade with the UK
is significantly lower. This is likely to reflect factors such

as distance, institutional quality and the sophistication

of their financial markets, all of which play a significant
role when firms are choosing trading partners. In the case
of the US, average trade barriers are lower than for the
EU and the US represents a smaller share of UK trade,
suggesting limited advantages in swapping a trade deal
with the EU for one with the US, even if the US were
willing to negotiate.

3.6 Summary of alternatives
from a business perspective

Given the complexities of how relations with the EU
could change if the UK were to exit the EU, Table 2
attempts to summarise some of the key considerations
for UK businesses under different arrangements. Where
possible the questions have been worded to allow a Yes/
No answer, where “Yes"” signifies a positive outcome for
businesses, for example because of reduced regulation;
improved access to markets; better targeted regulation;
or greater certainty. Although Table 2 does not weight
the relative importance of the different issues raised, the
results clearly illustrate that from a business perspective
full EU membership is associated with the highest number
of positive outcomes.

Before negotiating any exit, it will be important to
understand these relative costs and benefits. For example,
88% of business leaders in the finance sector feel that
leaving both the EU and the Single Market would lead

to a deterioration in the UK's overall competitive position
as a financial centre, while 65% feel that the UK's

118 See TheCityUK (2013a)
119 See the discussion in Brenton (2011), Cadot et al (2006) and Box 2.
120 CEPR (2013a).
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position would deteriorate even if the UK were to retain
membership of the Single Market, if it were to leave the
EU.""® Membership of the Single Market (for example
through the EEA) would provide free movement of goods,
services, labour and capital, with firms exporting to the EU
facing a single set of regulations. However, it would come
at the cost of a regulatory regime dictated by the EU and
the need to comply with Rules of Origin regulations when
exporting to the EU. For EU preferential trade agreements,
Rules of Origin regulations are estimated to increase
compliance costs by 8%.11°

Estimates of just the increase in trade costs of trading with
the EU under WTO MFN terms, in other words ignoring
factors such as the impact on productivity, suggest the fall
in UK exports would be equivalent to 1.77% of UK GDP
p.a.'2% Even an ambitious Free Trade Agreement, similar to
the one envisaged with the US (the Transatlantic Trade and
Investment Partnership, or TTIP), is estimated to lead to a
fall in UK exports equivalent to 1.24% of UK GDP p.a.'?’
Furthermore, it would not be possible for the exchange rate
to offset these costs — while a depreciation in the exchange
rate would help reduce the price of exports, it would
exacerbate the increase in the price of imports.

Finally, although Table 2 deals with the need to update
agreements with the EU on an on-going basis, what

the table does not fully capture is the impact that the
resulting delays and uncertainty will have, both at the
point when exit is decided and on an on-going basis.
Trade negotiations take time and all the alternatives to EU
membership would require not just initial negotiations,
but also periodic renegotiation of agreements between
the UK and third countries, as well as the EU.'22

121 CEPR (2013a).
122 See CBI (2013) for a discussion of the difficulties associated with trade negotiations.
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Table 2: Summary of impact for businesses of alternative EU/UK relationships

No
Customs preferential
Union and Customs Single Market Free Trade trade
EU Member  Single Market Union only only Agreement agreement
Extent of sectors covered by deal? Full Full or partial Full or partial Full or partial Full or partial None
Automatic adjustment in EU n/a

agreement to cover changes in
markets or regulation?

Freedom of movement of goods,
services, labour and capital
across EU?

Automatically benefit from EU
trade deals?

UK free to negotiate trade deals
with third countries and to set its
own tariff levels?

Automatic protection from third n/a n/a n/a
countries with trade deals with the
EU gaining access to UK markets,
without the need to give the UK

reciprocal access to their markets?

Trade with EU free from country of
origin rules?

Sales to the EU free from EU MFN
tariffs?

Influence over domestic regulation
of firms?

Influence over EU regulation
of firms?

Single set of regulations needed for
firms exporting to the EU?

Exempt from contributing to the
EU budget?

%
o
S
D

Notes: The Yes/No questions are worded so that “Yes” signifies a positive outcome for businesses. For the first question on market coverage, except for full EU
membership, the UK or EU would have the option of leaving some sectors out of any deal. For example, Turkey’s Customs Union with the EU excludes services,
non-processed agricultural products, coal and steel. The outcome for sectors not covered by the deal would then be the same as the final column, but with added
uncertainty in all sectors over whether they were covered by the deal.

Source: Analytically Driven Ltd

ANALYSING THE CASE FOR EU MEMBERSHIP | 2014



m ‘ 3.0 WHAT ARE THE ALTERNATIVES TO FULL EU MEMBERSHIP FOR THE UK?

3.7 Negotiating an alternative
to EU membership

As the discussion above demonstrates, each of the
alternatives to EU membership has a different balance
of costs and benefits. It will therefore be important

to look at the costs and benefits of all these potential
alternatives, both from an EU and a UK perspective,
before attempting to negotiate an exit. Here it will be
important to recognise that what might be the least-
worst outcome from an economic perspective may not
match voters’ preferences. As this report makes clear,
from an economic perspective the UK is better off within
the EU. A decision to exit therefore indicates a strong
preference for greater autonomy that overrides economic
considerations. This means it will be important to try and
satisfy voters’ preferences, rather than simply using a
cost-benefit approach to assessing alternatives.

In addition, it is important to recognise that on the EU
side, whatever the simple costs and benefits suggest,
there may be an incentive to punish the UK by forcing
them to accept the most costly EU alternative. This is
because doing so will influence the perceived benefits

of the EU by other countries. In addition, the EU has
made clear that it is unhappy with the functioning of the
bespoke relationship that it has with Switzerland, partly
because of the resulting lack of a dispute resolution
mechanism.'23 This means the EU is likely to want to
push the UK towards an off-the-peg solution, such as UK
membership of the Single Market through joining EFTA
and the EEA, rather than a UK specific package.

In theory, all the options for an EU exit would potentially
allow the UK to pick and choose which markets it
wanted to be covered by any replacement agreement.
However, the biggest risk is that the EU is unwilling to
agree to negotiate on that basis, instead choosing to
exclude markets the UK would prefer to be included.!24
Services, particularly financial services, would be a
particular area of risk.'2>

123 Buchan (2012).

124 This is an issue that Switzerland faced in their negotiations with the EU. See, for
example, the discussion in CBI (2013).

125 See Open Europe (2014).
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The threat of punishment is therefore very real and
potentially could even extend beyond the negotiating
table, as consumers in the EU, and possibly even
elsewhere, could decide to punish UK firms for the upset
caused, by refusing to buy UK goods and services. This is
particularly likely to be true if UK exit imposes costs, for
example by increasing prices, even if those losses could
be offset. Loss aversion shows that the weight people
attach to a loss is much greater than the weight they
attach to a gain of equal magnitude.!26

&& T WILL BE IMPORTANT TO
RECOGNISE THAT WHAT MIGHT

BE THE LEAST-WORST OUTCOME
FROM AN ECONOMIC PERSPECTIVE

MAY NOT MATCH VOTERS'
PREFERENCES.

As well as the option that is picked to underpin the

UK's economic relationship with the EU, a decision to
exit would also mean the UK would need to negotiate
its future relationships with the EU on a wide range of
individual policy issues. For example, the UK may want
to continue to participate in the police cooperation
associated with the Schengen Agreement. The focus of
this report is the economics of the UK’s relations with the
EU, so it is left to others to assess the best strategy for
individual policy issues.'?”

Finally, it is important to recognise that negotiating
an alternative to EU membership will take time. This
suggests that firms will face a considerable period of
uncertainty until new arrangements are in place.

126 See, for example, Kahneman (2011) for a discussion of the impact of people’s desire
to punish, including punishment of a stranger for behaving unfairly to another
stranger.

127 A starting place could be The Regent's Report (2013), which collates views on a
wide range of policy issues.
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4.0 WHAT DRIVES GROWTH

AND OUTPUT?

The analysis of the alternatives to EU membership

in Section 3 suggests that the impact of an EU exit

is likely to be bad for business. However, in order to
understand why and what impact this will have, it is
important to understand how economies function. Any
assessment of what impact EU membership has on the
UK's economic outcomes therefore needs to have at

its core an understanding of what drives output and
growth. Without that, it is hard to understand whether
government intervention will make things better or
worse and therefore what impact either the EU or any
of the alternatives to EU membership would have on
economic outcomes.

The choices firms make about how to organise their
output determine how productive they are and ultimately
how productive the economy is. Analysis of firm data
show that the most productive firms in any industry tend
to be up to twice as productive as the least productive
firms, with more productive firms tending to be larger
and enjoying better survival rates.?® Productivity
depends on many factors, including:

e market size, which determines the incentives to invest
in innovation;

e product market competition, which is in part driven by
market size;

e learning-by-doing, where market size is also important,
as it determines the scope to practice;

e convergence to the national (rather than global) leader
through R&D and technological spillovers, making
incentives to innovate such as market size and property
rights important;

e the cost of regulation, which, where it involves fixed
costs, partly depends on how big a market it is
spread over;

* managerial incentives, which are influenced by
taxation; and

e CEO performance, which is influenced by taxation
(including inheritance tax rules for family firms) and the
corporate governance regime.

Governments can have a big impact on firm outcomes,
by setting the rules of the game that firms encounter, for
example:

e they influence the payback to investment, particularly
in R&D, through property rights, the regulatory regime,
monetary policy and taxation policy;

e they determine how easy it is to adjust working
practices in the face of shocks, through employment
policy; and

e they influence the degree of competition firms face in
the market place, through industrial policy, trade policy,
the regulatory regime and property rights.

The biggest influence that EU membership has is
through boosting market size and competition via

the Single Market, Customs Union and Free Trade
Agreements in place, all of which are likely to boost
productivity. In the case of regulation, while the EU has a
significant influence over outcomes, it is unclear whether
regulation would be more or less stringent under a
purely UK determined regime. Frequent complaints by
UK firms about gold-plating suggest a suspicion that

the UK government would prefer a tougher regulatory
regime, even if there is limited evidence in practice

that gold-plating occurs.?? Furthermore, at least from
the perspective of large firms (which tend to be both
more productive and more likely to trade with other
countries), even if the costs of EU regulation are higher
from a purely UK perspective, these costs could well be
outweighed by the benefits of the regulations applying
to the whole of the EU market, which would significantly
reduce barriers to trade.

Other factors that are likely to boost growth include
the flexibility of the planning regime, the sophistication
of the finance sector, the strength of government
institutions, and the strength of the monetary and fiscal
policy regimes. Here, with the exception of the finance
sector, outcomes are largely determined domestically.
In the case of the UK finance sector, the EU has a
significant impact on the regulatory environment and
links with the EU are very important. While it is unlikely
that the UK finance sector would disappear in the
event of a UK exit, it is likely that EU exit could

128 Syverson (2011) based on US data. In countries like China and India, these productivity differences can be even larger, typically in the order of five times as high.

129 HM Government (2013).

ANALYSING THE CASE FOR EU MEMBERSHIP | 2014



m ‘ 4.0 WWHAT DRIVES GROWTH AND OUTPUT?

significantly undermine the status of the UK finance
sector over time."30

Finally, the choices that firms make about how to
organise their production also depend on technology
and the relative cost of different factors of production,
both within countries and between countries. Where
wages are relatively high, firms are more likely to
either automate routine cognitive and manual tasks,
or to offshore tasks that do not depend on face-to-
face contact. In the case of Europe, automation of
routine tasks has played a particularly important role in
determining the structure of labour markets, leading
to what has been described as a hollowing out of the
middle of the jobs market."3! This change is driven

by technology, rather than EU membership. However,
governments do have a role to play, particularly in
ensuring that labour markets are flexible, to ensure that
displaced workers are able to find new roles.

The remainder of this section looks at what determines
growth and output, including some of the factors that are
not typically included in simple economic models. In each
case the report asks, what role does government play?
Given this, the report then assesses how EU membership
may influence outcomes, before finally asking the
question, would any of the alternatives to EU membership
deliver better outcomes? In doing so, the focus is on

the domestic economy aspects of these issues, as trade;
outsourcing, offshoring and multinational enterprises; and
immigration are all dealt with at length later in this report.

4.1 What drives growth
and output?

A simple model of economic output, written down
by an economist, would typically include two factors
of production: labour (workers) and capital (buildings,
machinery, physical infrastructure etc)."? A more
sophisticated model might also include human capital
(or how educated the workforce are), or differentiate
between skilled and unskilled labour. In addition, the
model will typically allow for total factor productivity

130 For example, the Swiss finance sector is thought to be smaller than it would have
been with access to the EU market through the free trade agreement. See the
discussion in Buchan (2012).

131 Goos, Manning and Salomons (2010).
132 A very simple model might just include labour.
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(TFP), the magic ingredient that allows us to combine the
same factors of production, but through invention and
innovation, over time lets us produce more output from
them. As innovation and age will tend to reduce the value
of previous generations of capital, its value will tend to
decline unless it is topped up by new investment.'33

As such, long-run growth is determined by the rate of
growth of the labour force, the rate of change of the
capital stock (investment, adjusted for depreciation) and
the growth of TFP. This is a useful framework. It allows
us to understand what, in growth accounting terms,

is driving growth in different economies: is it increased
participation in the labour force, for example, due to a
shift in the retirement age, or policies that encourage
women to work; is it significant investment in the
capital stock; or is it our ability to combine the factors

of production together in different ways, to allow us

to produce more? Some of the growth “miracles” of
the twentieth century, were actually a result of policies
aimed at increasing the factors of production in use, and
had little to do with improving the efficiency of how
they were combined.'3* However, in many ways TFP is
particularly important, because it allows us to continue
to grow, even if we are unable to expand our workforce,
or increase our capital stock.

Despite providing a useful framework, models of this
type clearly represent a significant simplification of what
determines output. There is a long list of other factors
that can either boost, or constrain growth, including:
e Availability of land;

e Climate;

e Pollution;

e Financial infrastructure;

e Transport infrastructure;

e Market size;

¢ Degree of competition;

e History;

e nflation;

e Legal framework;

¢ Quality of government institutions; and

e Regulation.

133 See the discussion in Aghion (2012) on the impact of the Schumpeterian model of
creative destruction.

134 See the description of growth in the Soviet Union in the 1960s, and Asia’s
economic “miracle” of the 1980s and 1990s in Krugman (1996).
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4.2 How output is organised
Part I: labour, capital and
productivity

Governments care about both growth and employment
outcomes. It is therefore important to understand what
shapes these and how they are influenced by government
intervention. As the discussion in Section 4.1 illustrates,
the workhorse model for how firms operate is one based
on labour and capital, with total factor productivity (TFP)
representing how effectively these two factors can be
combined. The relationship between labour and capital is
what determines the type of employment opportunities
available, while TFP is the key factor underpinning growth
(once the impact of endowments has been accounted for)
and therefore consumption levels.

4.2.1 Labour and capital

The labour share of output has declined significantly
since the early 1980s, with declines observed in most
countries and across most industries. Roughly half of this
decline is accounted for by a fall in the relative price of
investment goods, partly driven by the ITC revolution and
the advent of the computer age.3> This has implications
for how production is organised, with increased
incentives for firms to invest in capital at the expense

of labour. The difficulty for governments, faced with
changes of this type, is to resist calls to make it harder
for firms to adjust working practices, in order to protect
workers. While this may have short run benefits, the
results are often counterproductive, leading to reduced
growth, productivity and employment and a decline in
relative incomes.

Although traditional economic models tend to emphasise
specific roles for both labour and capital, in practice

the frontier between the two is fluid. As any student of
economic history knows, technological change can lead
to changes in working practices, typically with machines
replacing workers. This has led to the emergence of a
task based approach to understanding how capital and
labour inputs are used, with tasks characterised as:

135 Karabarbounis and Neiman (2014).
136 See the discussion in Autor (2013).
137 Autor (2013).

e abstract analytical and managerial tasks, which are
likely to require creativity, hypothesis formation,
problem solving or persuasion;

e routine cognitive and manual tasks, which can be easily
coded for the purposes of automation;

e non-routine manual tasks, which are likely to require
physical flexibility, adaptability, visual recognition, or
non-scripted communications; and

e offshorable tasks, that do not depend on face-to-face
contact between workers, or between workers and
customers.136

It is important to recognise that just because a task can
be automated, or moved offshore, does not mean it
will be. For example, the Nissan Motor Company uses
far more robots in its factories in Japan than it does in
its factories in India. The difference is not the ability of
technology in different locations to perform tasks, but
the relative cost of labour in India."3”

In industrialised economies the relatively high cost

of labour means that there has been a polarization

of tasks, with the employment shares of managers,
professionals and low paid service workers increasing,
while the share of workers in middling manufacturing
or office work declines. In Europe, the main explanation
for these changes appears to be the routinization of
tasks. Although offshoring, which is often blamed for
deteriorating employment opportunities, has also had
some impact, it has been to a lesser extent. The key
factor therefore appears to be technological change.

An important question is what role do labour market
institutions play in this adjustment? Labour market
institutions, such as wage-setting procedures, appear

to have had little impact on the polarization of tasks
itself.’3® However, although labour market institutions
may not have influenced the extent of polarization,
labour market flexibility does have an important impact
on employment levels as a whole, for example, by
influencing an economy’s ability to reallocate resources in
the face of shocks.!3?

To the extent that economies and workers want to
benefit from abstract analytical and managerial tasks

138 Goos, Manning and Salomons (2010), based on a sample of 16 European countries.
139 See the discussion in Crafts (2012).
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(which will typically pay more), this is likely to place
increasing emphasis on skills and education, making
government policy in this area an important determinant
of economic success. It would be wrong to conclude that
the hollowing out of the middle meant that education
has become less important, because fewer workers

need it in their roles. Without middling level education,
children will be impeded from progressing to higher
education. 140

Finally, it is worth noting, that significant technological
change, such as the one embodied in the ITC revolution,
always brings creative destruction in its wake, making
old practices and products redundant. This is particularly
true within the computer industry, where the pace of
change means that it matters what vintage of capital
you are using, with earlier vintages becoming rapidly out
of date. Innovation-led growth is therefore associated
with higher firm and labour turnover.’*! Adapting to
this sort of change can require government intervention,
such as re-educating the workforce to include new skills.
However, particularly in developed economies, which are
more likely to be innovators rather than imitators, it is
important to ensure there is sufficient labour and product
market flexibility, otherwise growth will be reduced. '

4.2.2 Productivity and innovation

Productivity improvements are important determinants
of economic output and growth. However, although

the theory is easy to understand (more productive firms
produce more with the same number of inputs), in
practice measuring productivity is hugely complicated.#3
Despite these difficulties, the recent emergence of firm
and plant level datasets has helped shed light on how
firms and economies perform.

One of the most robust findings in the productivity
literature is that there are significant productivity
differences between firms in all sectors and across all
countries, and that these differences persist over time.
For example, in the case of the US manufacturing

140 Autor (2013).

141 Aghion (2012).

142 See the discussion on the policy implications of innovators versus imitators in
Aghion (2012).

143 For example, while the number of units produced may not have changed
(suggesting no change in productivity), if the quality of the good produced has
been improved this would count as a productivity improvement in theory — it just
may be hard to measure how much improvement in practice. In addition, although
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sector, productivity (output for a given level of inputs)
in the plant in the 90th percentile of the productivity
distribution is almost twice as high as productivity in
the plant in the 10th percentile of the productivity
distribution in the same industry.'* These differences
have important implications for firm survival — more
productive firms survive longer.

More productive firms are also typically larger than their
less productive rivals. From an economic perspective
therefore, clearly the ability to encourage high
productivity firms helps boost growth. This is not to

say that small and medium sized enterprises (SMEs)

do not play an important role in the economy. In the
case of the UK in 2011, for example, small and micro
firms accounted for 39.9% of employment, with
medium sized firms accounting for a further 14.9% of
employment.'#> However, larger firms tend to be more
productive and therefore determine how competitive
the economy is. For example, in 2011 in the UK, large
firms accounted for 46.2% of employment and 49.7%
of value added, while in the EU-27 large firms accounted
for 33.2% of employment and 41.7% of value added. '

So what determines productivity within firms and what
impact can governments have?

e Market size plays an important role in determining a
country’s productivity. Larger markets provide scope
for high productivity firms to expand and incentives
for less productive firms to invest in innovation. For
example, in the case of the US pharmaceutical industry,
a 1% increase in the potential market size for a drug
category driven by demographic trends leads to a 4
to 6% increase in the number of new drugs in that
category.'’ This is one reason why trade policy is so
important for many countries. In the case of Canada,
for example, the 1989 Free Trade Agreement with the
US led to a 13.8% improvement in manufacturing
productivity.'48

Product market competition is important in enhancing
productivity growth, which means that competition

ultimately GDP growth depends on growth in TFP, a lot of emphasis is often placed
on the productivity of individual inputs, particularly labour productivity.

144 Syverson (2011). In the case of countries like India and China, these productivity
differences are even larger, typically in the order of five times as high.

145 Ares & Co (2013).

146 Ares & Co (2013).

147 See Acemoglu and Linn (2004).

148 Melitz and Trefler (2012).
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policy is important.'#® Within a competitive
environment, more productive firms prosper at the
expense of less productive rivals, improving allocative
efficiency within the economy. In some sectors,

such as the retail sector, for example, the impact of
competition is often to trigger firm exit.’® Policies are
therefore also needed to help displaced workers cope.

Investment in IT can have an important impact

on productivity, for example because it facilitates
customization (raising product quality). However,
investments of this type also raise the volatility of

firm performance, because of uncertainties over
profitability of investment, which cannot be fully
assessed in advance. This means that policies that
impose exit costs on firms (for example by placing legal
restrictions on firms’ abilities to close unsuccessful lines
of business) tend to stifle innovation. The same is true
for R&D, where engaging in R&D roughly doubles the
uncertainty around firms' future productivity.'>’

Learning-by-doing plays an important role in
productivity, partly counterbalanced by the forgetting
rate which reduces productivity, for example as a result
of labour turnover.'> The ability of firms to benefit
from learning-by-doing depends on the number of units
produced, suggesting an important role for market size,
particularly for big ticket items such as aircraft and ships.

Productivity convergence amongst firms can also

be important, with firms tending to converge to

the national, rather than global industry leader.

This emphasizes the importance of encouraging

high productivity firms, because they influence the
aspirations and growth potential of other firms by
providing accessible examples of how to improve
productivity. However, if firms fall too far behind, the
convergence pull disappears. Both R&D and technology
spillovers are important, with technological spillovers
dominating. However, while it is important therefore
to encourage spillovers, policies must be careful not to
damage the incentives of firms to innovate.>3

149 For example, providing property rights are strong, increased product market
competition can improve the incentives to innovate. See the discussion in Aghion,
Howitt and Prantl (2013).

150 See the discussion in Syverson (2011)
151 See the discussion in Syverson (2011)
152 See the discussion in Syverson (2011)
153 See the discussion in Syverson (2011)
154 Bridgman, Qi and Schmitz (2009).

¢ Regulation can also have a significant and lasting

impact on productivity (even after the regulation has
been repealed). This is particularly an issue where it
distorts firms” incentives. For example, the US Sugar
Act of 1934 led to a fall in the yield of refined sugar
per ton of beets from 310 pounds of refined sugar
when it was introduced to 240 pounds when the act
was repealed in 1974. Although yields have climbed
since, they still only stood at 295 pounds in 2004.1>4

Another explanation appears to be managerial ability,
with managers that are using “best practice” being
more productive. Differences in the interquartile range
of a firm’s management practice score correspond

to a productivity improvement of between 3.2 and
7.5%. Management scores tend to be lowest in family
owned firms where primogeniture has determined
the current CEO's succession. This practice, which is
strongly influenced by inheritance tax rules, explains

a large rump of poorly managed firms in the UK and
France.'®>

CEOs can also have a significant impact on firm
performance, with CEOs being particularly important in
explaining a firm’s return on assets. The return on assets
in firms where the CEO has an MBA is roughly one
percentage point higher. In contrast the CEO’s age does
not appear to explain performance.’® This suggests the
importance of strong corporate governance, to ensure
firms are run by effective managers.

Location is also an important determinant of
productivity, possibly because of agglomeration
effects.’” For example, analysis suggests that plants
in the South East of England have a substantial TFP
advantage over the rest of the UK.">8

Similarly, the location of the owning firm is important.
US multinationals operating in the EU are more
productive than their EU counterparts, in part because
of IT capital, as Europe has been a late adopter of IT
investment.'>°

155 Bloom and Van Reenen (2007).

156 Bertrand and Schoar (2003).

157 Agglomeration effects come from the positive effects on productivity of having a
concentrated market, for example ensuring there is a deep labour market with the
right skills.

158 See the discussion in Crafts (2012).

159 See the discussion in Syverson (2011).
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e The location of the owning firm also plays an
important role in the impact of R&D expenditure.
Even advanced economies such as the UK, France and
Germany typically see around 85% of the contribution
to TFP coming from R&D being generated by foreign
firms, with about half coming from US firms. Similarly,
UK firms with greater R&D presence in the US tend to
have faster productivity growth. Domestic R&D does
have high social returns though, and can be important
in facilitating technological transfer,160

4.3 How output is organised
Part Il: economies of scale,
supply chains and history

While capital, labour and productivity form the backbone
of economic models, other factors also have an important
influence on final output and employment, including:

is the industry subject to economies of scale; are any
intermediate inputs needed; how competitive is the local
market; and how important is history on the choice of
location?

4.3.1 Economies of scale, market size
and competition

Markets can be subject to diseconomies of scale,
constant returns to scale or increasing returns to
scale. Essentially what is being measured is what
impact doubling the number of inputs has on a firm’s
productivity. This, in turn, influences market size and
competitive pressure within the market. Ensuring that
markets are competitive is important, given the strong
link between competition, growth and productivity.'6!

Increasing returns to scale

Increasing returns to scale means that a firm's
profitability per unit of output rises as output increases.
There are two main reasons why firms may be subject to
increasing returns to scale: natural monopolies and large
fixed costs.

160 See the discussion in Crafts (2012).

Natural monopolies typically occur in utility or network
industries, where firms need to provide physical
infrastructure in order to serve each new customer or
location. As it does not make sense to have multiple

sets of pipes, cables or railway lines all serving the same
location, it is cheaper for one firm to serve the entire
market. While this type of industry is relatively rare, they
throw up interesting challenges for regulators, who
need to balance the efficiency gains from having a single
provider, against the need to protect consumers from
firms that have monopoly power, which reduces the
firm’s incentives to cut prices or improve customer service
or efficiency.

The second cause of increasing returns to scale is large
fixed costs, which mean that the cost per unit of output
fall as output increases. Market size therefore plays an
important role in whether firms want to enter markets
where fixed costs are important. The existence of
significant entry costs is one explanation for why only

a small proportion of firms trade.’®? In cases where the
fixed costs of market entry are high, government action
to reduce barriers to entry (for example by negotiating
trade deals) can have important consequences in
boosting competition within the market.

Constant returns to scale

In markets characterised by constant returns to scale, the
scale of production does not have a significant impact on
the profitability of firms. As such, markets can be served
by equally efficiently by a myriad of firms of different
sizes. This type of market is likely to be competitive
without the need for government intervention, because
there are no fixed costs to deter entry.

161 See, for example, the discussion in Crafts (2012), Syverson (2011) and Buccirossi et al (2013).

162 See the discussion in Section 5.
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Diseconomies of scale

In some cases, the profitability of each unit of output will
fall as output increases. This is likely to be the cases where
transport costs are a significant factor, so serving more
customers implies travelling further, resulting in increased
costs that put firms at a competitive disadvantage
compared to more locally based firms. This is likely to

be the case for some service sector firms, where travel is
required to see clients, or in markets like the aggregates
market, where the weight of products such as concrete
makes it uneconomical to transport products long
distances.

In cases such as the service sector, where personal
interaction is important, even though there is a
disincentive for providers to travel, there are no inherent
barriers to entry and there will be price competition
where the serviceable market overlaps. Therefore this
type of market is unlikely to present issues to competition
authorities. However, markets where the issue is the
weight of products may prove harder to promote effective
competition, particularly where there are only a small
number of firms operating in the national market, with
each area served by a single firm.

4.3.2 Supply chains and
intermediate inputs

Section 4.1 characterised production as involving two
inputs: labour and capital. In practice, however, there is

a third type of input, intermediate inputs, where firms
need either raw materials or parts produced by other
firms to produce their own products. As products become
more complicated, the supply chain becomes a more
important part of economic life, as firms specialise in
producing different bits of the end product. This may
mean that firms that seemingly only serve the domestic
market are in practice subject to competitive pressures
from trade, because of the impact that trade has on other
producers within the supply chain. These relationships are
often complicated. In the case of large Spanish firms, for
example, 34% produce their own inputs in Spain, 91%
purchase inputs from unaffiliated Spanish suppliers, 28%
import inputs from their foreign subsidiaries and 66%
import inputs from unaffiliated foreign firms. In total, only

163 Kohler and Smolka (2009). Totals add up to more than 100% because most firms
employ multiple strategies.

1.5% of firms produce all their own inputs exclusively
in-house in Spain.'®3 These intermediate inputs, including
service sector inputs, play an important role. For UK
exports, almost 50% of the value added is generated by
either domestic or foreign intermediaries.'®4

One of the factors that has facilitated the growth of
supply chains is the ITC revolution, with the introduction
of computers, the internet and mobile phones. This has
reduced search costs, made communication easier, and
made it easier for management to coordinate production
across different locations and firms. However, although
this allows for increased flexibility, which is beneficial,

it does also come at a cost for managers, as they have

to learn about how to work with new suppliers. Where
relationships between different firms exist, therefore,
relationship-specific learning-by-doing can mean

they have an incentive to maintain the relationship.

For example, in the case of the Texas oil industry, the
experience that producer-driller pairs have in working
together raises productivity over and above that of each
of the firms’ overall experience levels.'®> This will mean
that disruptions to supply chain relationships, for example
due to the impact of EU exit on supply chains spanning
the UK and the rest of the EU, could be particularly costly,
especially in the short run. Firms will need to decide
whether to bear the cost of changing suppliers or the
increased cost of doing business between the UK and the
rest of the EU.

In managing different parts of their production process,
firms need to make two decisions: whether to outsource to
another firm and whether to go offshore, locating part of
the production in another country. The implications of those
two decisions for how firms behave, is discussed in more
depth in Section 6. However, it is worth noting that in some
cases firms that outwardly appear to be vertically integrated
(owning firms involved in different stages of the production
process), in practice may be structuring their organisation

in this way for other reasons, such as benefiting from
intangible inputs such as management expertise. In the
case of US manufacturing firms that own different parts

of production chains, roughly one-half of upstream plants
report no shipments to their firms’ downstream units.

This supports the idea that the motive for acquisition was

164 Author calculations based on OECD-WTO Trade in Value Added data for 2009.
165 Kellogg (2011).
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to facilitate efficient use of managerial expertise, rather
than to control the supply chain.'® This insight may be
important for understanding how markets are functioning,
and therefore the need for regulation.

4.3.3 History and hysteresis

While it is by no means always the case, in some
circumstances history matters enormously for economic
outcomes, usually where a large shock forces an
economy off its previous path.'®” Examples of this include
prolonged exchange rate misalignments that cause

firms to exit international markets, or severe shocks to
economic output that result in prolonged unemployment,
reducing the skill base of affected workers.®® Recovering
from shocks of this nature is always hard. For example,
once a worker has been unemployed for more than a
short period of time, they find it harder to compete in the
jobs market against workers with more up-to-date skills
and experience.

Before exiting the EU, it would therefore be important
to establish that exit would not trigger this type of
shock. A sharp and prolonged rise in unemployment
could permanently reduce the skill base available to the
UK economy, reducing output potential over the longer
term. Similarly, a decision to cease trading in Europe
would reduce firms' output, while a reciprocal decision
by foreign firms to exit the UK market could significantly
reduce competitive pressure within the economy,
increasing prices and reducing productivity growth.

4.4 Impact of physical
endowments and
infrastructure on output

A country’s land supply and climate are key determinant of
the business opportunities available. Climate, for example,
will be a key factor underpinning the tourism industry,

as well as agricultural production. The physical size of a

country will influence:

* The type of developments that are politically desirable -
large solar farms, wind turbines, or fracking are less likely
to be controversial in sparsely populated regions where

166 Atalay, Hortacsu and Syverson (2012).

167 This is sometimes referred to as hysteresis, or path dependence.

168 See Krugman (1989) for a discussion of hysteresis in trade and Summers (1990) for a
discussion of hysteresis and unemployment.
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there is a large amount of land available.
e Transport times, which are particularly important in
service industries like finance and business services,
where it is time, rather than physical distance, that are
a key factor in determining market potential. Analysis
suggests that if travel times in the UK could be cut
by 10%, then labour productivity would increase by
1.2%.169
The ability to enjoy agglomeration economies, stemming
from the positive impact on productivity of having a
concentrated market, for example through knowledge
spillovers or the availability of a thicker labour market.
These are reduced when the size of cities are constrained
(because of either physical or planning considerations).
Analysis suggests that successful British cities are too
small, reducing their ability to enjoy agglomeration
effects, and that part of the problem is the planning
system.170

Although the physical size and location of countries are
generally given, countries do have some control over
transport and communication links, as well as land use
through planning policies.

4.4.1 Externalities

In the case of land use itself, one issue becomes
particularly important — that of externalities. Externalities
occur when the private and social costs and benefits
differ. In cases where social costs are greater than private
costs, left to itself the market is likely to supply too much
of something, while in the case where private benefits
are lower than social benefits then the market will supply
too little of it."”" In that case, government intervention is
likely to be needed to address the balance. Furthermore,
in cases where these imbalances exist across borders,

for example a factory upstream in Country A causing
pollution that influences outcomes downstream in
Country B, then addressing the externality will require the
impact on other countries to be recognised, something
that may require both cooperation between countries
and a way of holding other countries accountable. This

is one reason why the EU can be effective in addressing
environmental issues.

169 See the discussion in Crafts (2012).
170 See the discussion in Crafts (2012).

71 An example of the former is pollution, while R&D is sometimes seen as an example
of the latter.
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4.5 Impact of financial
infrastructure on output

The financial sector, just like the manufacturing sector,
contributes directly to economies’ output (GDP). Indeed,
since the 1950s the share of output accounted for by the
financial sector has risen in most developed economies.'”?

However, over and above the output of the sector itself,
the financial sector potentially plays a role in promoting
growth more widely, by facilitating risk transfer; enabling
price discovery; providing funding; and acting as an
intermediary between those who have money to invest,
and those who have investment opportunities to exploit.
This section assesses the evidence for the financial sector’s
broader role in growth and output.

While the size of a country’s finance sector per se is not
directly linked to growth, the sophistication of a country’s
financial system has an important impact on economic
outcomes. For example, there appears to be some critical
level of financial development that is needed before
economies are able to converge towards the market
leader, with all economies below this level having strictly
lower long-run growth rates.'’3 Similarly, the degree of
financial development determines the number of trade
partners that the country has, as well as how multinational
enterprises structure their activities in the country.'’4 What
appears to be important is not just the availability of bank
based finance, but also the availability of market based
forms of capital, with the two acting as complements
rather than substitutes in their impact on economic
growth.'75 Similarly, the extent of insurance market activity
(which allows for risk transfer and pooling) has been

172 philippon and Reshef (2013). Some commentators have suggested that this rise
is socially undesirable and that the finance industry is “too big”. However, as
Cochrane (2013) eloquently explains, efforts to work out what is the optimal size
of the finance sector would be the wrong question. A better set of questions
would be: is the finance industry functioning well; are there identifiable market
risks or government distortions; and will proposed regulations make things better
or worse? Concerns about the finance sector being too big are often based on not
understanding how it functions.

173 Aghion, Howitt and Mayer-Foulkes (2005). Other factors such as schooling,
geography, health, policy, politics and institutions do not affect the significance of
the interaction between financial development and GDP growth and do not appear
to influence convergence.

4 For example, the evidence suggests that firms prioritise which countries they trade
with, based on how easy, or hard that will be. The resources they have available
to establish trade links determines how far down the list they go, with only large,
very productive firms trading with multiple partners in multiple countries. One
of the factors that influences how easy it will be to trade with a country is the
sophistication of their financial sector, so countries with a more sophisticated
financial sector have more trade partners. See the discussion in Section 5 for
evidence of the impact of financial sophistication on trade and Section 6 on the
impact on the activities of multinationals.

1

]

linked to growth, with nonlife insurance (property, motor,
etc) associated with stronger growth in both high-income
and developing countries and life insurance also linked to
growth in high-income countries.'”®

While empirical work highlights the importance of the
financial sector in long-run growth outcomes, the recent
financial crisis has also emphasised the risks, leading to a
desire to ensure there is an appropriate balance between
promoting financial sector activity and ensuring there

is adequate risk management. Even shocks affecting
individual banks can have significant implications for
volatility: for example, the experience of Japan between
1990 and 2010 suggests that idiosyncratic bank

shocks explain 40% of aggregate loan and investment
fluctuations.'””

The realisation that the strength of finance sector has
important implications for short-run growth, as well as
long-run outcomes, has led to increased interest in models
that will explain the role of finance in explaining cyclical
fluctuations in the economy.'”8 This is a positive trend, and
is undoubtedly likely to lead to more effective monetary
policy outcomes and better macroprudential regulation.
However, it will be important that the focus on modelling
short-run fluctuations does not miss some of the potential
longer term benefits, as these form an important part of
any cost-benefit analysis. For example, analysis suggests
that tighter credit can lead to lower mean growth,
through its impact on long-term, structural investments,
which are typically associated with a higher liquidity risk
and therefore are both lower and more volatile in the face
of credit restrictions.'”®

175 See the discussion in Allen and Gale (2004). Bank based finance tends to be
particularly suited to the needs of imitative firms that are looking to improve
productivity by copying the ideas of others, while equity finance options such as
venture capital tend to be better suited for innovators, see the discussion in Aghion
(2012).

176 Arena (2008). Based on a sample of 55 countries between 1976 and 2004.

77 Amiti and Weinstein (2013). One of the reasons for the size of effects they find is
that the Japanese banking sector is relatively concentrated, so individual banks are
large relative to the size of the economy.

178 See, for example, the discussion in Woodford (2010) on why the original models
of the finance sector used in monetary policy analysis (such as models based on
the “bank lending channel” or the “broad credit channel”) are unlikely to capture
adequately how financial markets will react in the face of shocks, and what
impact this will have on the economy as a whole, because they do not reflect the
institutional set up that financial market participants face.

179 Aghion et al (2010). Their analysis differentiates between short-run investments
(that generate quick returns, but have limited impact on long-run productivity)
and long-run, structural investments (that take more time to complete, but also
enhance productivity). Based on a panel of 21 OECD countries over the period
1960-2000, they show that through the impact of credit restrictions on long-run,
structural investments, a one-standard deviation improvement in private credit
would reduce the negative growth impact of a 1% rise in volatility by 0.14%.
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4.6 The role of the
institutional framework:
property rights, legal system,
and government institutions

The quality of institutions plays an important role in
determining economic outcomes.

For example, property rights are an essential ingredient

in a well-functioning market economy. If someone can
easily take away the things you have produced, the
machinery you need, or the buildings that are necessary
to house production (or your family) then people have
limited incentives to invest, particularly in the long run.
Property rights therefore play a particularly important role
in determining the benefits of R&D activity (both for the
individual and society). However, getting the balance right
can be tricky. Too limited a protection regime associated
with new developments means that the incentives to
invest in R&D are undermined by the fact that other firms
can easily capture the benefits, without undertaking

the cost. Too rigid a protection of the property rights
associated with R&D also has problems: allowing firms to
create monopolies, pushing up prices relative to a more
competitive environment; and reducing the beneficial
feedbacks that R&D activity has on the rest of the
economy.

In line with property rights, the legal system more
generally plays an important role in underpinning a
successful economy, for example by ensuring that
outcomes are predictable. The English legal system is often
seen as part of the UK's comparative advantage, with
English law, for example, often being used in contracts
where neither party is actually based in the UK.

The quality of government institutions is also important,

for example playing a role in determining which countries
make attractive trade partners and where MNE activity
takes place.'8% The UK scores relatively well in the quality of
its institutions, both at a regional and a national level.'®!

More generally, the quality of the overall institutional
framework will also be an important determinant

180 See the discussion in Sections 5 and 6.

181 See Charron, Lapuente and Dijkstra (2012).
182 See, for example, Syverson (2011).

183 See Syverson (2011).
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of economic outcomes. For example the flexibility

of labour markets is in part determined by the laws
governing employment, as well as the benefits regime
that determines workers’ outside option. Regimes that
restrict the ability of firms to adjust working practices,

or the size of their workforce are associated with less
R&D and tend to lag behind on the adoption of new
technologies, because adjustment is more costly.'82
Similarly the competition regime will influence the degree
of competition firms experience, with more competition
associated with bigger incentives to invest in productivity
improvements.'83

4.7 What impact do
governments have on
production?

To a greater or lesser extent governments determine the
rules of the game firms encounter, for example:

e they influence the payback to investment, particularly
in R&D, through property rights, the regulatory regime,
monetary policy and taxation policy;

e they determine how easy it is to adjust working practices
in the face of shocks, through employment policy; and

e they influence the degree of competition firms face in
the market place, through industrial policy, trade policy,
the regulatory regime and property rights.

Given this impact that these policies have, one of the
things that firms are particularly keen on is that tax
policies and the regulatory regime are both internationally
competitive and predictable. The former is important
because it ensures that firms are in a good position to
compete with rivals in other countries: something that
it is particularly likely to affect outcomes for larger, more
productive firms, which tend to be the firms that engage
in trade activity. However, it will also influence outcomes
for smaller firms that serve the domestic market, who
potentially face competition from large, international firms
on their home turf.'® Predictability is important because
it allows firms to plan effectively. This is particularly true
where the payoff on investments takes a long time
184 A reduction in trade barriers is often associated with a reduction in the number
of small firms serving the domestic market, because of the competitive pressure
from foreign firms. However, it also leads to a reallocation of activity towards more
productive, often larger, firms who are able to serve export markets as well as

domestic markets. The result is an improvement in productivity in the economy as a
whole. See the discussion in Section 5.
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(such as transport infrastructure), or where firms have a
significant back book of business where contracts entered
into under a previous regulatory regime may be affected
by current changes (which affects parts of the insurance
industry, for example).

4.7.1 Industrial policy and regulation

Industrial policies generally take two forms: horizontal
policies that influence outcomes for all firms and
selective policies that are targeted at particular industries
or firms. In each case, the test that government should
set itself is “what is the market failure?” For example
does government need to intervene to supply public
goods (that otherwise would be under supplied by the
market); or to eliminate a negative externality such as
pollution; or to solve a coordination problem; or to
subsidise activities with positive externalities (for example
where capital markets are unable to finance initiatives
because the learning-by-doing effects would influence
the industry as a whole rather than just the firm seeking
the finance)? This is one reason why cost-benefit analysis
is an important instrument of government.

Historically, horizontal policies have been much more
successful than selective policies.'8> This is true even
though analysis suggests that some protection of infant
industries, for example, could lead to benefits, allowing
new industries to get established and reach critical
mass. The reason is because, although governments in
theory want to pick winners, in practice they are more
likely to be tempted to protect large, but declining
industries, which have established interest groups. Where
governments do undertake sectoral policy therefore, it is
particularly important that this preserves and enhances
competition within the targeted sectors.8®

In the case of the UK, therefore, industrial policy has
become far more effective following the shift away from
selective industrial policy towards horizontal policies
following the 1979 election.'® Part of this success has
included the significant strengthening in the UK's

185 See the discussion in Crafts (2012).

186 Aghion (2012).

187 Crafts (2012).

188 Crafts (2012).

189 For example, by 2007 UK real GDP per capita had reached parity with France and
Germany, after years of decline up until the end of the 1970s. Crafts (2012).

competition policy between 1995 and 2005 (boosting
productivity and reducing prices).'® This trend is likely
to have been reinforced by the UK’s membership of the
EU’s Single Market, which has strict state aid rules, for
example. While incumbent firms may not have liked the
consequences, the economy as a whole has reaped the
benefits. 182

However, even within this improved policy mix,

it is important to think carefully about what the
government’s priorities should be. For example, planning
rules may matter more for UK productivity than R&D
subsidies.’® It is also important to understand the
specific consequences of how regulation is implemented.
For example, analysis of French labour laws, where many
policies start to bind when firms reach 50 employees,
suggests that the deadweight loss associated with these
policies could be as high as 5% of GDP, with the main
losers being workers, and the main beneficiaries being
small firms.™°1

In the case of the UK, the LSE Growth Commission has
identified several key areas where the UK government
could seek to strengthen policies in order to sustain UK
economic growth, including: improving investments in
human capital; improving the policy framework governing
national infrastructure investment to reduce policy
instability; and improvements in the provision of finance
for private investment and innovation. 92

4.7.2 Fiscal policy

Taxes, subsidies, government spending and government
deficits all influence the incentives firms face to invest:

e Corporate taxes and subsidies, for example, will directly
influence firms’ profitability;

e taxes on labour income will affect the incentives that
workers face, influencing how much effort they put in;

e consumption taxes will influence the likelihood that
consumers will buy a firm’s products, particularly where
they are price sensitive;

190 Crafts (2012).

191 Garicano, Lelarge and Van Reenen (2013). Analysis is based on French firms over
the period 2002 and 2007. The deadweight welfare loss exceeds 5% of GDP under
the assumption that wages are downwardly rigid (which is typically observed in
the data). Under the assumption of flexible wages, the deadweight loss of this
regulation is below 1% of GDP.

192 | SE Growth Commission (2013).
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e government spending on areas like education and
health influence the quality of the workforce;

¢ benefits change the incentives of workers to accept
work;

e government spending on capital projects, such as the
transport infrastructure, can improve productivity and
increase feasible market size; and

e government deficits influence long-term interest rates
and therefore the cost of future investment financed by
borrowing.

Getting the mix right is hard, and involves choices about
which segments of society to favour or protect and
whether or not to spend now at the expense of future
generations. 193

One example of the choices that governments need to
make are between consumption and producers taxes,

as analysis suggests that consumption taxes are less
harmful for productivity growth than taxes on producers.
For example, one estimate has suggested that imposing
the standard rate of VAT on all items except food would
allow a 12 percentage point reduction in UK corporation
tax, which would raise the UK's labour productivity
growth rate by about 0.25 percentage points per year
over a ten year period.'* However, while this may be
true, the advantages of consumption taxes from a firm’s
perspective need to be offset against their distributional
impact — consumption taxes disproportionately hit the
poor, who consume a larger proportion of their current
income.

4.7.3 Monetary policy

Inflation, particularly high inflation, influences
distribution within the economy: it reduces the value

of saving; and shifts resources in favour of borrowers,
who see the real value of their debt eroded. In addition,
it makes it harder for firms to plan, shortening their
horizons and making them less willing to enter into long-
term contracts. In the face of high inflation, firms are

193 |In an extreme case, Ricardian equivalence would suggest that efforts to shift the
balance of spending and taxation across time have no impact, because agents
anticipate that higher spending today implies higher taxes tomorrow. In practice, of
course, government spending and tax policies can help smooth fluctuation through
the cycle, for example as a result of the automatic stabilisers that reduce taxation
and increase benefits when income falls.
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likely to build-in price increases when setting contracts,
leading to a further increase in inflationary pressure. In
extreme circumstances, this type of behaviour can lead to
hyperinflation.

The monetary policy regime is therefore important for
both firms and consumers. In particular it is important
that there is a credible commitment to low inflation,

in the sense that people believe both that the stated
objectives are the real ones and that monetary policy

is not prone to political capture. Politicians have an
incentive to relax monetary policy in the run up to
elections, to boost their chances of re-election. Over
time, therefore, this type of behaviour tends to lead to
higher inflation. A key part of monetary policy credibility
is therefore generally the independence of the central
bank, as is the case in the UK, with the independence of
the Bank of England and a Monetary Policy Committee
that includes external members.

4.8 \What impact does the
EU have on production?

The EU, as a form of government institution, could
potentially use all the same tools that domestic
governments employ. In some cases, of course, the EU’s
ability either to use a particular type of tool, or to address
a particular policy issue, is either denied, or significantly
curtailed, by the legal framework underpinning the
EU."%> An example of this is domestic taxation. As such,
the EU has a limited impact on the fiscal policy stance
of its members.%® Similarly, in the case of the UK, EU
membership does not require that the UK should give
up its domestic monetary policy in order to join the
euro.'” As such, the main influence that the EU has on
economic outcomes is in the area of commercial (trade)
and industrial policy.

Here, the sheer size of the EU means that in some
cases it is better able to use those tools effectively than
national governments would be able to. For example,

194 Johansson et al (2008) and the discussion in Crafts (2012).

195 See, for example, the discussion in Section 2.1.2 on EU competency.

196 See the analysis in Section 2.1.2.

197 See the discussion of European Monetary Union in Section 2.1.3. While the UK is
not required to join the euro, its existence does influence policy in other ways, for
example because of the influence of euro members on EU outcomes.
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size means that the EU may be better equipped to
negotiate favourable trade deals (because it is a more
desirable trading partner), or is better placed to tackle
externalities such as climate change or pollution, where
the impact does not stop at the border. It may be harder
to reach an agreement on what to do (given the need to
address the issues presented by multiple interest groups),
but once an agreement is reached the size of the area
covered will have significant advantages both in terms of
influencing international outcomes and by ensuring there
is a level playing field for firms within the EU."98

In some cases, however, where the problems that need
fixing are local and specific to the structure of the local
market, the EU may find it harder to act effectively,
because of the need for a one-size-fits-all policy. In

such cases therefore, it is important that national and
local governments are able to take the lead. This is why
it is important that the principles of subsidiarity and
proportionality underpin the EU."®° There is, however,
an important caveat to this, which is where local
intervention would give the firms affected an unfair
advantage in the market place. Interventions of this sort
would undermine fair competition.2% For that reason the
EU has very strict state aid rules.

4.8.1 Policy bias?

Policies to support the Single Market have changed in
character since the early days of the EU and increasingly
involve decisions about distributional issues. This change
is inevitable, as the issues that remain to be tackled
become harder. It is therefore becoming increasingly
important for countries to forge alliances in order to
influence outcomes within the EU, and the direction of
EU policy is increasingly likely to shift with the political
preferences of EU voters as a whole.201

From the point of view of an individual country, therefore,
the question then becomes to what extent are their
preferences and priorities different from the rest of

the EU. When it comes to the EU's impact on the UK's
domestic economy, does the EU on balance share the

198 The recent agreement on a Common Fisheries Policy is seen as a case in point. See
the Regent’s Report (2013) for a discussion of why, while the original policy was far
from optimal, withdrawal from the EU would not necessarily have been in the best
interests of the UK's fishing industry, or the UK’s fish stocks.

199 See, for example, the discussion in Section 2.1.2. This does mean that cost-benefit
analysis should be an important tool in EU policy making.

same priorities as the UK? If the answer to that is no, then
it is important to understand whether the UK is always

on the same side of the debate (for example consistently
pushing for more deregulation than its EU counterparts),
or whether the UK's position relative to the rest of the EU
varies on a case-by-case basis. Where difference do occur
it is also important to understand whether these are likely
to be permanent (reflecting the preferences of all the UK's
main political parties), or temporary, reflecting the political
make-up of EU governments and the European parliament
at a point in time.

A consistent policy bias would certainly help any attempt
to quantify the cost associated with this bias, as it could
be done at a macro-level, rather than by having to
address the costs and benefits of each individual policy
decision relative to the UK's preferred outcome and then
attempting to add these costs up. Furthermore, it would
indicate that the UK was out-of-step with its EU partners,
potentially because the structure of the UK's economy
differed significantly. However, even if a consistent policy
bias exists, that is not the same as suggesting that the
UK would be better off outside the EU. To the extent
that policies may be travelling in the right direction, but
just do not go far enough from the UK's perspective, or
the bias is the temporary result of political preferences in
the EU as a whole, then the question will be is the cost
of not achieving the UK'’s perfect outcome outweighed
by the benefits of having a policy that applies to a

much larger region? Market size can be an important
determinant of the benefits that a policy can deliver,
because the cost of regulation can be spread over more
sales.

If on the other hand, there is no consistent bias in
policy outcomes relative to the UK’s position, then

any differences between the EU’s chosen policy and
the UK's preferred option is likely to reflect the need
for compromise that is a key part of any relationship.
One estimate, using the UK government’s own cost
benefit analysis, suggests that the 100 most costly EU
regulations cost the UK economy £27.4 billion a year in

200 Maintaining a level playing field for competition between firms throughout the EU
is one of the key motivations behind the Single Market.
201 Hix (2008).
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2013 prices, with costs outweighing benefits in a quarter
of cases. However, while that is a catchy headline, the
same analysis reveals that these 100 EU regulations

bring annual benefits of £57.1 billion per annum in

2013 prices, a net benefit of £29.7 billion per annum.2%2
While it is distressing that a quarter of these regulations
are associated with net costs for the UK economy,

it may simply indicate the need for give and take in
negotiations. What would be particularly worrying if EU
regulations were associated with net costs for the EU

as a whole.?%3 Furthermore, before using any figures
associated with costly regulation it is important to bear in
mind two things:

e Firstly, the scale of the benefits of the regulations,
where the benefits outweigh the costs, may be
dependent on the size of the market they applied
to, so could either shrink, or be eliminated, if the UK
were not part of the EU. This could occur, for example,
where firms engaged in trade, or have multiple offices
throughout Europe and therefore would need to
comply with more than one set of regulations. Under
these circumstances, were the UK to leave the EU,
it would risk jeopardising the net benefits that the
current regulatory regime brings.

Secondly, almost all regulations have costs, if only
because firms need to change their systems in order
to comply, and that is true even for the ones where
the benefits significantly outweigh costs. For example,
the most costly regulation on the Top 100 list was the
CRD IV package, covering new capital rules for banks,
which was estimated to cost £4.5 billion per annum
in 2013 prices. However, the benefits associated with
this package were estimated to be £15.3 billion per
annum.?%* While the distribution of the costs may

be important, overall it is the net benefit that will

before the regulation is introduced, but also after it has
been implemented, to ensure there are no unexpected
problems.

So is there a consistent bias in the UK's position relative
to its EU partners? It is often assumed by commentators
that the UK has the greatest appetite for deregulation
within the EU. In practice, the picture can be more
complex. For example, although the UK now has

a stronger competition policy than many of its EU
partners, in 1995 that was not the case, as the UK had
one of the weakest competition policy frameworks.20
Another example is consumer protection, where the

UK sometimes starts from a position of more stringent
protection than many of its EU partners. For example,
unlike many of its EU partners, the UK already had a
financial services compensation scheme (designed to
protect consumers and small businesses against the
failure of financial services firms) in place long before the
recent financial crisis began.

Figure 2
Extent of financial deregulation in different
countries between 1973 and 2005

Change in Financial Deregulation
(o)}

Austria  Belgium  Canada Denmark Finland  France  Germany Japan Netherlands Sweden

UK

USA

Note: Measures extent of change in the level of financial regulation over the period 1973 to 2005, based
on the changes in seven types of financial regulation or control: credit controls; interest rate controls; entry
barriers; government-owned firms; capital account liberalisation; securities market development; and
prudential regulation and supervision. A positive number indicates financial regulation has been liberalised
(deregulation has occurred). The average change across all countries was 6.5. Countries with lower rates of
change in deregulation may have started with a more deregulated financial sector. This measure does not
give a percentage change, but instead the difference in the level of the index of financial regulation.

determine whether a regulation is worth implementing.

What it does suggest is that it is important that the
costs and benefits of any regulation are rigorously

assessed, parthUlarly at ah EU level' and that thIS Source: Data from Philippon and Reshef (2013), based on Abiad, Detragiache and Tressel (2008).
assessment should potentially take place NOt ONIY oot

202 Open Europe (2013).

203 This emphasizes the importance of cost-benefit analysis at an EU level.
204 Open Europe (2013).

205 Byccirossi et al (2013).
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Similarly, in the case of the financial services prudential
regulation, although the UK may have started from

a position of lower regulation, since 1973 the largest
reductions in financial services regulation have actually
occurred in countries like Austria, Sweden, France,
Belgium, Denmark and Finland, all of which have seen
an above average reduction in their regulatory burden
(see Figure 2).29 These changes reflect changes in

their prudential regime, so do not account for what is
happening to conduct regulation (which governs how
financial companies interact with their customers).
However, as the factors that make up this index are those
that underpin capital mobility, they provide an important
barometer for the rate of change in the liberalisation of
financial services regulation.

4.9 Would any of the
alternatives to EU
membership improve
growth?

So to what extent would the regulatory environment
differ under the alternatives to membership of the EU?
This, of course, depends on which alternative is chosen.
Under options that include access to the Single Market,
the regulatory regime would stay the same, although
over time it is likely that the EU’s regulatory environment
would become less suited to UK firms (where market
structures and needs differed), because the UK would not
be involved in shaping outcomes.

In the case where the UK chose an option that did not
involve Single Market access, then potentially the UK
could choose an alternative regulatory path to the EU.
In practice, of course, analysis of the costs of choosing a
particular regulation will depend on the extent to which
the chosen option differs from those of the UK’s trading
partners (many of which are located in the EU), forcing
UK exporting firms to comply with more than one set of
regulations. This may imply a bias in favour of shaping

206 It is possible that the UK's role in helping to shape the Single Market agenda (as
documented in HM Government (2013) and Europe Economics (2013)) may have
helped influence these outcomes.

207 In practice this concern may be overblown, as there is limited evidence that this
occurs systematically. See, for example, the discussion in HM Government (2013).

the UK’s regulatory regime in line with EU initiatives even
if the UK were to leave the EU, because the UK's trading
patterns will influence the outcome of any cost-benefit
analysis to support a regulatory initiative.

One other consideration is that it is not clear that the

UK’s regulatory burden would be lower under EU exit.
Businesses often raise concerns that the UK has a
tendency to gold-plate EU Directives when transposing
them into UK law, claiming that it puts them at a
competitive disadvantage within the Single Market.2%7

To the extent that this is true, this indicates a political
preference within the UK for more, not less, regulation
than would otherwise be the case. Furthermore, regardless
of whether concerns over gold-plating are real, what
these concerns do suggest is a perception of bias in favour
of tighter regulation. This perception may negatively
influence future location decisions following an EU exit, to
the extent that firms feel that the UK’s preferences have so
far been constrained by its EU partners and that the UK's
future regulatory environment would be more stringent.

The exception here is likely to be regulations that affect
the functioning of the labour market, rather than product
regulation, where the government’s cost-benefit analysis
suggests there are potential savings to be made. For
example in the case of the EU's Working Time Directive,
the government assessed the annual costs to the UK as
£4.1 billion in 2013 prices, with no net benefits.2%8 As
this type of directive influences working practices, rather
than product regulation, if the UK were to leave the Single
Market, it could potentially be abolished without placing
a necessity on firms to comply with two different types of
regulation in order to be able to export to the EU. While
the savings are significant, again the benefits of savings of
this type needs to be offset against the costs of reduced
market access and increased regulation in other areas,
such as the need for firms to comply with Rules of Origin
regulation when exporting to the EU.2%9 Rules of Origin
regulations for EU preferential trade agreements are
estimated to increase compliance costs by 8%.21°

208 Open Europe (2013).
209 |t would also influence outcomes for workers.
210 See Brenton (2011), Cadot et al (2006), as well as the discussion in Box 2.
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Operating beyond national borders is costly. It requires
an upfront investment of time and effort, not to
mention in most cases money, in order to acquire new
clients overseas, or to relocate to another country.

There are often language costs; regulatory costs (where
regulations at home and abroad differ); and search
costs. These costs are usually sunk costs — they cannot
be recovered if the venture does not work. Even if

firms have already established trading links, the costs

of crossing a border remain significant. Estimates for
industrialised countries suggest that on average trading
costs are equivalent to an ad valorem tariff of 74%.2"
Given the high costs, only the most productive firms can
afford to trade. This is particularly true for service sector
industries, such as financial services, where the impact
of borders on reducing sales is seven times as large as
for manufacturing firms.2'2 As Figure 3 demonstrates,
services firms are much less likely to export directly than
manufacturing firms, and, in general, it is the larger firms
in all sectors that are more likely to trade.

So why do firms (and people) decide to cross borders?
As Figure 3 demonstrates, the truth is that most of

them do not. In the case of firms, in the US only 18%

of manufacturing firms export, in Japan the number is
20% and in France 17.4%.2"3 In the UK, only 11% of all
firms export, although there are considerable differences
between the manufacturing and services industry, with
38.7% of manufacturing firms exporting, but only
8.7% of service sector firms.2'4 However, there is strong
evidence to suggest that the ones that do are the larger,
more productive firms, and that improved market access
drives productivity improvements. In the case of the

UK, it is estimated that 60% of UK productivity growth
over the period 1996-2004 was generated by exporting
firms, with exporters experiencing average productivity
growth of 1.27% p.a., compared to 0.8% p.a. for non-
exporters.2’> In the EU as a whole, a 1% increase in the
openness of an economy leads to an increase in labour
productivity of 0.6%.216

The high costs associated with crossing borders mean
firms that do trade typically prioritise the countries

211 Anderson and van Wincoop (2004).

212 See the estimates in Anderson, Milot and Yotov (2012) for US-Canadian service
sector trade compared to the estimates for the manufacturing sector in Anderson
and van Wincoop (2003).

213 WTO (2008), Section II.C, Table 5.

214 Harris and Li (2007). Estimates for 2004 based on the FAME database, see Table 2.14.
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they trade with, preferring countries that are large,
geographically close, with strong institutions and a
sophisticated financial system. This is one reason why
the EU is potentially so beneficial for the UK, because

it is a large, geographically close market, with good
institutional arrangements governing trade and a strong,
EU-wide financial system, at least for wholesale financial
markets. Furthermore, not only does the EU account

for around 50% of the UK’s trade, but it also has trade
agreements in place that combined with EU partners
account for around 60% of UK trade. If the EU is
successful in its current trade negotiations, over 85% of
UK trade will either be with the EU or with countries that
have a preferential trade agreement with the EU.

This section starts by reviewing the benefits of trade,

as well as some of the disadvantages. It then looks at
some of the factors that can help (or hinder) trade,
including distance, market size, trade barriers and the
financial infrastructure. The section then goes on to look
at how governments can influence trade, as well as the
consequences for trade of being part of the EU. Finally it
looks at what the impact of an EU exit would be, based
on the predictions from trade theory. Issues such as
offshoring and international supply chains are dealt with
in Section 6.

Figure 3
Percentage of UK establishments exporting,
by sector and employment size, 2004
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This table shows that estimates from the CIS4 database suggest that the percentage
of UK firms trading is slightly higher, at 25.7%, although the qualitative messages are
the same. The FAME numbers are reported for consistency with the other Hariss and
Li (2007) results quoted in the text.

215 Harris and Li (2007).

216 European Commission (2013c).
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5.1 \What are the benefits
of trade?

There are five main benefits from trade: the ability

to acquire natural resources that are not available at

home (endowment effects); the ability to benefit from a
reallocation of tasks across borders to allow those involved
in trade to consume more (comparative advantage); the
benefit that consumers and firms get from an increase in
variety; the impact of competition on firm entry and exit,
leading to improved efficiency at home; and the improved
incentives to invest in productivity enhancing measures as
a result of increased market size.21”

The main disadvantage of trade, particularly following
a reduction in trade barriers, is that it can lead to short-
run redistribution effects: owners of and workers in less
productive firms suffer.

5.1.1 Endowment effects

One of the first reasons that countries start trading is
that it allows them to consume goods that they do not
have access to at home (such as precious metals, fuel,

or food stuffs), either because of geography or climate.
This motive has been around for a very long time?'® and
it is unlikely to go away even in the face of trade barriers,
such as tariffs. The main impact of increased trade
barriers would be an increase in the cost of the goods
concerned and a reduction in the amount consumed,
leading to a reduction in consumer welfare.

5.1.2 Comparative advantage

It was David Ricardo, writing in the early nineteenth
century, who realised that a second advantage of trade
was that, by allowing countries to specialise in which
goods they produced, potentially all countries could
consume more and that this was true even if one country
had an absolute advantage in producing all goods.

To illustrate the impact of comparative advantage,
consider a simple example.?'® Suppose that there are
two countries in the world (the UK and the Euro Area)

and that there are only two goods (cheese and clothes).
Workers in both countries want to consume both cheese
and clothes. Suppose that the Euro Area is better at
producing both goods (measured by output per worker),
but that this advantage is most pronounced for clothes
(see Table 3). A worker in the UK could produce two
units of cheese, or alternatively one unit of clothes, while
a worker in the Euro Area could produce three units of
cheese or four units of clothes. Without trade, therefore,
each worker in the UK will consume one unit of cheese
and half a unit of clothes, while workers in the Euro
Area will consume one and a half units of cheese and
two units of clothes. Because they are more productive,
workers in the Euro Area get to consume more of both
goods.

Table 3: A simple example of comparative advantage

Output per Output per Clothes
worker: worker: per unit of
Cheese Clothes Cheese
Euro Area 3 4 11/3 %
UK 2 1 Y2 2

Cheese
per unit of
Clothes

However, a worker producing clothes in the Euro Area
would only get three quarters of a unit of cheese in
exchange for a unit of clothes, while a worker producing
clothes in the UK would get two units of cheese.
Therefore workers producing clothes in the Euro Area
would prefer to buy their cheese in the UK. Similarly, a
worker producing cheese in the UK would only get half
a unit of clothes for a unit of their output at home, but
could get one and a third units if they were able to sell
their cheese in the Euro Area. Assuming that both sets
of workers are able to produce either cheese or clothes,
it is clear that they would all be better off under trade,
with the UK specialising in cheese and the Euro Area in
clothes. The final rate of exchange between cheese and
clothes is not fully determined, and will depend on things
like relative bargaining power. However, it will lie within
the range of three quarters of a unit of cheese per unit

217 There is also, potentially, the advantage of diversifying across markets. See, for example, the discussion in European Commission (2013c).
218 See the discussion of why Rome was not built in a day, because of the need to import raw materials, in Melitz and Trefler (2012).
219 For further discussion of comparative advantage, see the discussion in Helpman (2011) and Krugman (1996).
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of clothes and two units of cheese per unit of clothes.
Any lower and workers producing clothes in the Euro
Area would be better off without trade and any higher
would mean that workers producing cheese in the UK
would be better off without trade, so there would be no
incentive to specialise.

The example assumes that the production methods
cannot be transferred across countries, whether because
of climate, or characteristics of the workers (such as
education levels) and is clearly very simplified. However,
the point that it makes — that workers can benefit from
increased consumption through trade, even if they are
less productive than workers in other countries —is a
powerful one.

5.1.3 Love of variety

What endowment effects and comparative advantage do
not explain, though, is the high degree of intra-industry
trade that takes place: UK consumers buy clothes from
the Euro Area, but Euro Area consumers also buy clothes
from the UK. Under comparative advantage, the trade
flows for a particular good would be all one way.

The explanation for this is that consumers love variety.
Therefore, trade will improve outcomes by giving them
access not only to domestic brands, but also to foreign
ones.?20 This gives firms an incentive to invest in brands
and new varieties to give consumers what they want.

The results can be quite significant. Between 1972 and
2001 the number of imported varieties consumed in the
US rose by a factor of three, with about half the increase
explained by a rise in the number of countries exporting
each good to the US and half due to a rise in the number
of goods. The result was a 28% decline in the variety-
adjusted import price index and a 2.6% increase in GDP
in the US as a result.2%!

220 This insight was provided by the so-called “New Trade Theory” and (together
with his work on economic geography) was the reason Paul Krugman received a
Nobel Prize in Economics. Technically, models embodying love of variety employ
a monopolistic competition framework, where consumers’ utility is given by a
constant elasticity of substitution consumption function.

221 See Broda and Weinstein (2006).

222 See the discussion in Melitz and Trefler (2012).

223 This insight has come from a body of work building on the love of variety models
discussed in Section 5.1.3, by adding heterogeneous firms, where firms differ in the
level of productivity they achieve, but do not know for certain in advance of market
entry what that level of productivity will be. This modelling framework helps explain
two features of the data: why only some firms trade and why the firms that do
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These benefits are not confined to consumers. Firms also
benefit from an increase in the choice of inputs available.
In Hungary, increased use of foreign inputs has raised
firm productivity by 12%, while in Canada, the fall in
Canadian tariffs on US imported inputs, following the
Free Trade Agreement in 1989, led to a rise of 0.5% in
Canadian manufacturing productivity from increased use
of foreign inputs.22

5.1.4 Allocative efficiency

One of the benefits of reducing barriers to trade is that
it improves productivity within a country, by causing
more productive firms to expand and less productive
firms to exit.223 Therefore overall the economy becomes
more efficient, by shifting labour and capital away from
low-productivity firms towards high-productivity firms.
This can be thought of as between firm, or allocative
efficiency. There are two key mechanisms behind this
insight:

e Firstly, increased competition from abroad makes it
harder for low productivity firms to survive, causing an
exit of low-productivity firms.

e Secondly, reducing the up-front fixed costs associated
with trade increases the potential market size and
allows more productive firms to increase their output.

The impact of reducing trade barriers on allocative
efficiency can be seen very clearly in the case of the
Canadian-US Free Trade Agreement implemented

in 1989.224 Overall, the impact of removing tariffs
between Canada and the US on allocative efficiency
was an increase of 8.4% in Canadian manufacturing
productivity, with 4.1% coming from the increase in
exports by high-productivity firms and 4.3% coming
from the shift in domestic market shares away from
low-productivity and towards high-productivity firms.22>
This shift did not come from an increase in productivity

tend to be the larger, more productive ones. See the discussion in Melitz and Trefler
(2012) and Helpman (2011) for a survey of this literature.

224 This agreement is particularly useful for researchers investigating the impact of trade
barriers, both because it did not include any of the macroeconomic measures that
are often included in trade deals and because it was largely unanticipated, meaning
firms would not have changed their behaviour in advance. See the discussion in
Melitz and Trefler (2012). It also helps that there is high quality, plant level data
available on the performance of Canadian firms, both in the run up to the deal and
in subsequent years.

225 See the discussion in Melitz and Trefler (2012). They note that studies have also
found that almost half the increase in US productivity between 1983 and 1992
came from a reallocation of resources towards exporters.
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at a plant level. Instead it came from shifting resources
towards more productive firms.

In the case of the UK, it is estimated that 60% of

UK productivity growth over the period 1996-2004
was generated by exporting firms, with exporters
experiencing average productivity growth of 1.27%
p.a., compared to 0.8% p.a. for non-exporters. Most
of the productivity growth amongst non-exporters

is attributable to lower productivity firms exiting, so
improving allocative efficiency, rather than internal
improvements.226

5.1.5 Impact on innovation

Section 5.1.4 looked at how reducing barriers to trade
can increase productivity, by favouring more productive
firms. However, it is also the case that reducing trade
barriers increases the incentive to innovate. When
deciding whether or not to innovate, firms need to offset
the fixed cost of undertaking the innovation against

the likely reduction in production costs, or increase in
revenues that will result. One of the main factors that
influences this trade-off is market size — the bigger the
market, the more likely it is that the net effect on profits
will be positive. Furthermore, the impact of reducing
trade barriers (and so increasing market size) is most
likely to influence the incentives of middle ranking
productivity firms: either firms that specialise in the
domestic market, but are close to the border where they
would have high enough productivity to allow them to
export; or firms that already exporting, but have relatively
low productivity compared to the rest of their exporting
peers. It is these firms that see the greatest benefit from
innovation in response to an increase in market size.2%’

Again the Canadian-US Free Trade Agreement of 1989
provides an interesting case study. What the results show
is that in those Canadian plants that started exporting

as a result of the tariff cut, the tariff cut caused the

226 Harris and Li (2007).

227 See the discussion in Melitz and Trefler (2012). As with the results on allocative
efficiency, the theory underpinning this is based on a model with heterogeneous
firms, which have different levels of realised productivity, and love of variety.

228 Ljleeva and Trefler (2010).

229 |jleeva and Trefler (2010). The results were obtained using a local average treatment
effect or “LATE" estimation strategy. By calculating the change in tariff levels enjoyed
at a plant level (based on product mix), the authors are able to isolate the causal
impact in the strict sense of the word.

productivity of new exporters to rise by 15.3%, which
raised overall Canadian manufacturing productivity by
3.5%.2%8 These productivity improvements can be linked
back to different types of investments. In each case,
innovation activity was higher amongst new exporters
than the remaining non-exporters. Isolating how much of
this difference is likely to have been caused specifically by
the tariff cut suggests that the impact on new exporters
was an increase of: 7% in manufacturing information
systems; 8% in inspection and communications; 8% in
product or process innovation overall; and 7% in any
product innovation.?2?

In a similar way, it is possible to use China’s entry into
the World Trade Organization (WTO) in 2001 and

the subsequent elimination of most quotas under the
Agreement on Clothing and Textiles (formerly the Multi-
Fiber Agreement) to understand the impact of increased
Chinese competition on European firm behaviour.?3° The
impact on productivity and innovation of increased trade
with a low-wage country is likely to be even larger than
the impact of increased trade with a high-wage country,
because of comparative advantage. Although the sectors
covered by the Agreement on Clothing and Textiles are
relatively low tech, they still accounted for over 22,000
European patents in the period 1996 to 2007. Looking
at the impact on a sample of 12 European countries,

it is possible to show that competition from China
accounted for around 15% of the upgrade in European
technology over the period 2000 to 2007 and that the
impact is almost twice as large if you include offshoring
(with firms buying intermediate inputs from China).
Firms facing higher levels of Chinese import competition
create more patents, spend more on R&D, raise their IT
intensity, adopt more modern management practices, and
increase their overall level of Total Factor Productivity. The
source of the productivity improvement was roughly split
between increased innovation amongst surviving firms
and reallocation of resources towards more productive
firms.23"

230 When these quotas were abolished there was a 240% increase in Chinese imports
on average within the affected product groups. In the case of textiles and apparel
imports, this increase was so large the EU re-introduced some limited quotas after
2005. See the discussion in Bloom, Draca and Van Reeven (2011).

231 Bloom, Draca and Van Reeven (2011). The 12 countries examined are Austria,
Denmark, Finland, France, Germany, Ireland, Italy, Norway, Spain, Sweden,
Switzerland and the UK.
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Even without the impetus of a reduction in trade barriers,
a decision to start trading can have a big impact on firms’
productivity. In the case of the UK, for firms that are

new to exporting, there is a 34% increase in total factor
productivity in the year after starting to export, with a
small effect of around 5% in the subsequent year.?3?

5.1.6 Distributional impacts

The impact of increased trade may improve outcomes
for the economy as a whole, but it can have big
distributional effects, particularly in the short run.

For example, in the case of the Canadian-US Free Trade
Agreement discussed above, the deal led to a 16%
increase in exit rates, with all of the increase involving
non-exporters.233 And it is not just the owners of firms
that suffer. Following the Canadian-US trade deal, 12%
of workers in low-productivity firms lost their jobs.234

This type of impact has been mirrored by recent concerns
over job losses stemming from cheap Chinese imports.
This is borne out by the impact on 12 European countries
of China’s entry into the World Trade Organization
(WTO) in 2001 and the subsequent elimination of most
quotas on Chinese textiles. This event has been used

to look at both employment and the survival rates of
firms in affected sectors. The results suggest that a ten
percentage point increase in Chinese imports leads to

a fall in the survival probability of firms in the affected
sectors of 1.2 percentage points, which represents a
17% increase in exit rates. Similarly, a ten percentage
point increase in imports is associated with a 3.5% fall

in employment in those sectors.?3> However, high-tech
firms were more likely to grow, which suggests that
investment in innovation helped shield firms from the
effects of Chinese imports.?3°

The question is, given the substantial benefits of trade,
what is the right policy response to these issues?

232 Harris and Li (2007), as well as the discussion in BIS (2010).

233 See Lileeva (2008) and the discussion in Melitz and Trefler (2012).

234 Trefler (2004).

235 Bloom, Draca and Van Reeven (2011). Autor et al (2013) find similar evidence on

the impact of Chinese imports on worker outcomes in the case of the US, with high-

wage workers better able to survive the impact of the competition without negative
consequances.
236 Bloom, Draca and Van Reeven (2011).

ANALYSING THE CASE FOR EU MEMBERSHIP | 2014

5.2 \What else determines
trade?

Although Section 5.1 summarises the key benefits of
trade, together with the main drawback of increased
competition from foreign firms, it does not provide a
complete picture of what determines the actual level of
trade flows. This section addresses that gap, looking at
factors such as the importance of distance, market size,
trade elasticities, and the availability of finance. Collectively
these factors help determine the magnitude of any

trade flows, and therefore how big the benefits of trade
liberalisation will be in any given country.

5.2.1 The cost implications of crossing
a border

Operating beyond national borders is costly and
complicated, with 64% of UK firms experiencing

a significant barrier when entering a new overseas
market.?37 It requires an upfront investment of time and
effort, not to mention in most cases money, in order to
acquire new clients overseas, or to relocate to another
country. There are often language costs; regulatory costs
(where regulations at home and abroad differ); and
search costs. These costs are usually sunk costs — they
cannot be recovered if the venture does not work. One
estimate of the market-specific setup costs of firms
looking to enter a foreign market is $400,000.238 Even
if firms have already established trading links, the costs
of crossing a border remain significant. Estimates for
industrialised countries suggest that on average trading
costs are equivalent to an ad valorem tariff of 74%.23°
Given the high costs, only the most productive firms can
afford to trade. This is particularly true for service sector
industries, such as financial services, where the impact
of borders on reducing sales is seven times as large as
for manufacturing firms.?4° In the case of service sector
trade, similar levels of home bias to those found in the

237 UKTI (2013).

238 The calculation is for Colombian firms. The results show that small firms face a
higher cost than large firms. See Das, Roberts and Tybout (2007) and the discussion
in Helpman (2011).

239 Anderson and van Wincoop (2004).

240 See the estimates in Anderson, Milot and Yotov (2012) for US-Canadian service
sector trade compared to the estimates for the manufacturing sector in Anderson
and van Wincoop (2003).
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manufacturing sector suggests that more trade could be
achieved with the right regulatory environment.24’

The estimate of an ad valorem tariff equivalent to 74%
for crossing a border indicates that there is much more
involved in the cost of international trade than simply
tariff and nontariff barriers. Broadly speaking, the
transport costs associated with international trade are
equivalent to a 21% ad valorem tax on average, while
border related costs are equivalent to a 44% ad valorem
tax 242

The border costs can be broken down further, with
estimates suggesting that on average trade policy
barriers (tariff and nontariff barriers) are equivalent to

an 8% ad valorem tax; language barriers add a 7% ad
valorem tax equivalent; use of different currencies adds
a cost equivalent to a 14% ad valorem tax; information
costs are equivalent to a 6% ad valorem tax; and
concerns over contract security for countries with high
quality institutions is equivalent to an ad valorem tax of
3%. The impact of contract security concerns rises to
16% for countries with low quality institutions, which
shifts the total cost of crossing a border (excluding
transport costs) from 44% to 62 %.243 Having a common
regulatory framework (as is the case within the EU)

will reduce language barriers (no need to translate
regulations), information costs (no need to work out
what regulations are needed) and contract security costs
(given the common regulatory regime), as well as trade
policy barriers. Together, these factors account for over a
third of the total trade cost figure of a 74% ad valorem
tax, see Figure 4.

5.2.2 The importance of gravity

Empirically, one of the most important determinants of
trade flows is distance. In physics, the gravitational pull
between two particles is directly proportional to the
product of their masses and inversely proportional to the
square of the distance between them. This insight

241 Anderson, Milot and Yotov (2012).

242 Anderson and van Wincoop (2004). (1.21*1.44=1.74). Retail and wholesale
distribution costs add costs equivalent to an ad valorem tax of 55%, making
representative trade costs for industrialised countries equivalent to an ad valorem
tax of 170%.

243 Anderson and van Wincoop (2004).

244 See the discussion in Helpman (2011).

Figure 4
Breakdown of trade costs

Il Transport costs

M Trade policy barriers
Language barriers

I information costs

I Concerns about contract security

W B Use of different currencies

Note: Average total cost of international trade for industrialised countries is equivalent to a 74% ad valorem
tax, with the breakdown into different components given by pie chart. The percentage figure given in each
segment is the relevant ad valorem tax equivalent for that factor.

Source: Anderson and van Wincoop (2004).

has been used in trade modelling, with so-called gravity
models being hugely successful in predicting the extent
to which countries will trade with each other.244 This is
true even when other factors are accounted for, such
as sharing a common border, or a common language,
or being part of the same Free Trade Agreement or
Customs Union. While the theoretical underpinnings

of gravity models have often been somewhat ad hoc,
the effects can be thought of in terms of the impact of
transport costs, which increase with distance.24> As such,
the share of UK exports in overseas markets is strongly
and negatively correlated with distance — the further
away a market is, the lower the UK's share of that
country’s imports.246

Estimates of the impact of distance suggest that trade
with a country 500 miles distant will be between 1.2 and
1.4 times the trade of a country 1000 miles distant.24

In the case of the distances the UK faces in its trade
relationships, typically, for developed economies, the
volume of trade between London and Berlin would

be between 1.6 and 2.7 times that of trade between
London and Beijing.248

245 It is possible to derive a theoretical model that approximates the behaviour of gravity
equations using product differentiation, see Helpman (2011).

246 See Figure 3.2 in BIS (2012). There are some exceptions to this, such as Australia and
South Africa, which can partly be explained by historical ties.

247 Based on an estimated distance elasticity of between -0.21 and -0.46. See Anderson
and van Wincoop (2004).

248 Again based on an estimated distance elasticity of between -0.21 and -0.46 quoted
in Anderson and van Wincoop (2004).
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5.2.3 Size matters

The second part of the gravity equation is mass. A larger
market improves the incentives of foreign firms to enter,
as the likely payback on any fixed costs of market entry
will be higher. Therefore, for example, there is a positive
correlation between market size and a country’s share of
UK exports.24°

The incentives for foreign firms to enter large markets
means that domestic firms face higher competition in
their home market. At the same time, however, a large
domestic market means that firms have less need to
export in order to cover any fixed costs of innovation.
This is one reason why countries such as the US, with
a large domestic market, tend to be relatively closed,
exporting and importing a smaller share of their output
than small countries — the domestic market produces
more variety to satisfy demand and firms have lower
incentives to export.

However, in sectors with high trade costs (for example
because of the impact of the weight or bulk of the
product on transport costs) and low elasticities of
substitution (so that relative demand for a company’s
product does not increase strongly in response to a fall
in price), large countries tend to export relatively more
than small countries. Essentially high transport costs
makes the home market more important and the fact
that products are less price sensitive makes variety more
important in demand, so countries with a large domestic
market are able to invest more in variety, and therefore
export more.2>0

5.2.4 Financial infrastructure

Trade depends on a number of financial market activities,
including: the ability to change money from one currency
to another; the provision of trade credit and trade credit
insurance to cover payment problems; provision of loans
or equity finance to finance innovation activity targeted
at export markets; and insurance to cover goods in
transit. It is estimated that around 90% of world trade

249 See Figure 3.1 in BIS (2012). The two main outliers here are China and Japan, which
have large markets, but a low share of UK exports. This will partly be explained by
the impact of distance.

250 See the discussion in Helpman (2011).
251 Auboin (2009).

252 Chan and Manova (2013).

253 Amiti and Weinstein (2011).
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depends on some form of trade finance or insurance,
with the market worth about $10-$12 trillion in 2008.2!

It is therefore not surprising that the degree of financial
development in the domestic market has a significant
impact on trade flows. Economies with more developed
financial systems have more trade partners, and are able
to go further down their pecking order of countries they
would like to trade with, particularly in sectors that are
more dependent on the financial system.2>2

The impact of this dependence is starkly illustrated by
the impact of financial crises. Exports are riskier than
domestic sales, both because they carry a higher default
risk and because they need more working capital. This
means that exporters are more vulnerable to problems
in the financial sector. Evidence from Japan over the
period 1990 to 2010 shows that a decline in bank
health hits firms’ exports seven times harder than their
domestic sales.2>3 Similarly, during the global financial
crisis, countries with higher interbank rates and tighter
credit availability exported less to the US than countries
with lower interbank rates stemming from aggressive
monetary policy easing. Estimates suggest that if
interbank rates had stayed at their September 2008 peak
throughout the crisis, then imports into the US would
have dropped by a further 2.5%.2>4

5.2.5 The impact of income and price

One of the factors that determine trade flows is

how sensitive demand for imports and exports is to
fluctuations in income and price. For example, demand
for goods that are classed as essentials typically
fluctuates less with income, than demand for luxury
goods.?>> The composition of a country’s imports and
exports will therefore influence how the current account
of the balance of payments behaves in response to
shocks that affect income.2%6

Similarly, some goods are more price sensitive than
others.2>” The impact of price sensitivity in trade
relationships (at least in the short run) will depend on

254 Chor and Manova (2012).

255 Effectively, demand for luxuries is more income elastic than demand for essentials.

2% See, for example, the discussion in Bussiere, Ghironi and Sestieri (2013) on the
importance of the composition of goods.

257 If the quantity demanded changes more than the price, then goods are described as
price elastic (so a rise in price will lead to a fall in revenue), while they are described
as price inelastic if the quantity demanded adjusts less than the price.
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firms' pricing strategies, and in particular, whether they
decide to pass-through exchange rate variations or
not.2%8 However, while pricing-to-market can help firms
limit the impact of short run fluctuations in exchange
rates, for example, it would not play a role in limiting the
impact of EU exit.

Overall, the impact of EU exit on trade relations between
the EU and UK will be partly determined by how sensitive
imports and exports are to changes in price (stemming
from increased trade costs) and income. Estimates of the
sensitivity of UK trade to price changes suggests that a
1% increase in price would lead to a reduction in the
volume of exports of between 1.5% and 2.75%, with

a 10% price increase leading to a reduction in export
volumes of between 13.3% and 23.4%. Similarly, a 1%
increase in price would lead to a reduction in the volume
of imports of between 1.2% and 2.4%, with a 10%
price increase leading to a reduction in import volumes
of between 10.8% and 20.5%.2>° These estimates show
that UK exports are more price sensitive than UK imports,
making them more vulnerable to increases in costs.

5.2.6 Exchange rates and exchange
rate volatility

Although producers may decide to insulate customers in
the short run from the impact of exchange rate changes,
such changes do come at a cost. For example, exchange
rate volatility has been linked to slower growth.260
Similarly, prolonged exchange rate misalignment can
lead to market exit by firms, which given the cost

of establishing trade relationships is likely to have a
prolonged impact on trade flows.26!

Of course, one way for a country to overcome the
impact of exchange rate fluctuations is to fix its
exchange rate with key trade partners. This is essentially
what members of the European Monetary Union have
done. As discussed in Section 2.1.3, Euro Area countries
have enjoyed stronger trade growth (particularly intra-

258 This is sometimes referred to as pricing-to-market.

259 These calculations are based on the estimated trade price elasticities in Imbs and
Meéjean (2010), which show that, for the UK, export price elasticities are between
-1.5 and -2.8, depending on the estimation assumptions, and import price
elasticities are in the range -1.2 to -2.4.

industry trade growth) than non-EU countries, or EU
countries that have not adopted the euro.262 However,
the positive impact of this strategy on trade must be
weighed against the risk that a country will suffer from
the effects of asymmetric shocks that will be exacerbated
by the necessity of pursuing a common monetary policy
across the region.263

More generally, of course, firms can insulate themselves
from the risks associated with exchange rate (or similarly
commodity price) movements using hedging strategies
provided by the financial services sector. As such, the
financial sector helps insulate firms from risk, with these
benefits being particularly important for the larger, more
productive firms that are more actively engaged in trade.

5.3 What role does
government play in trade?

Government has three main roles to play in promoting
trade. The first is the obvious one, which is to work with
other countries to negotiate a beneficial reduction in
barriers to trade, in the form of both tariff and non-tariff
barriers. The remaining two roles are may be less obvious.
The first is to ensure that they have appropriate policies to
facilitate any reallocation of resources needed, as a result
of increased competition from trade. Finally, governments
need to ensure that their regulation of financial markets
does not impede the financing of trade flows, by unduly
restricting the amount of risk that banks and financial
institutions are able to take on, while at the same time
trying to ensure that the financial system as a whole is
robust.

5.3.1 Reducing trade barriers

In the case of the UK government, membership of

the EU means that responsibility for negotiating trade
agreements lies with the EU. However, it could be argued
that, simply by being a member of the EU, the UK has
been successful in its trade policy. Membership of the EU

260 See the discussion in Aghion et al (2010).

261 See Krugman (1989) for a discussion of the impact of exchange rate misalignment
and hysteresis (in which the history of an economy in part determines outcomes).

262 See Melitz and Trefler (2012).
263 The so-called Optimal Currency Area debate addresses this issue.
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Box 3: Trade in services

Services are an increasingly important part of the world
economy — accounting for around 75% of world GDP. For
the world as a whole, however, services only account for
around 20% of total trade.?64

In contrast, in the UK, trade in services plays a much

more important role. In 2012 the UK ran a trade deficit in
goods of £108.7 billion, but a trade surplus in services of
£74.1 billion. Services exports were 64% of the level of
goods exports, while services imports were only 29% of
goods imports. Financial services exports play a particularly
important role here. Insurance services alone contributed a
trade surplus of £11.3 billion in 2012, with the rest of the

These are the UK's two biggest individual service sector
trade surpluses, with the next biggest being the computer
and information sector, which had a trade surplus of £5.2
billion in 2012.255 Qverall, trade with the EU accounts for a
third of UK exports of insurance and financial services and
37% of total UK services exports.

Essentially trade in services falls into four different

categories:

e Cross-border supply — services supplied from one country
to another (eg international telephone calls, or banking
services supplied over the internet);

e Consumption abroad — consumers and firms making use
of services in another country (eg tourism);

e Commercial presence — firms setting up branches or
subsidiaries abroad in order to serve the local market (eg
hotel chains or foreign banks setting up subsidiaries); and

e Presence of natural persons — people travelling to
another country in order to provide a service there (eg
consultants).

As members of the World Trade Organisation (WTO), the
EU and UK are also members of the General Agreement
on Trade in Services (GATS). GATS applies to all services
sectors, except government services (such as social security,
health and education) and air traffic. GATS members are
required to treat suppliers from different countries under
the Most Favoured Nation (MFN) principle, which means
that they are treated no less favourably than suppliers
from other countries, provided they are members of

264 Mion (2012).
265 ONS data. Balance of Payments, 2013Q2.

financial sector contributing a trade surplus of £34.6 billion.

the WTO. However, groups of countries can enter into
economic integration agreements (for example to recognise
qualifications) that, under certain conditions, allow them to
provide special access over and above the MFN provisions.

Although GATS covers almost all service sectors, the MFN
treatment simply means that other countries are all treated
the same, not that members will provide automatic access
to all sectors. Members can choose which, out of around
160 different service sectors, they want to provide market
access to, and they can choose to put limitations on that
access, for example on the number of suppliers, value of
transactions or the legal form of the service supplier. What
they cannot do, however, is to introduce changes, for
example to laws, that shifts competition in favour of the
domestic industry in ways that are inconsistent with the
commitments they have given. The commitments that a
member makes are then “bound”, and can only be changed
following renegotiation with affected countries.

It is regulation that is the biggest barrier to trade in services.
GATS explicitly allows members to regulate services to
achieve their own policy objectives, rather than imposing
regulatory standards, provided these regulations are
administered in a transparent, reasonable, objective and
impartial manner and do not constitute an unnecessary
barrier to trade.

In the case of financial services, because of the importance
of financial stability, governments have been given a
significant degree of latitude under GATS prudential carve-
out, to impose prudential measures that are designed to
improve the integrity and stability of the financial system.
The EU's commitments under GATS on financial services
trade in many cases explicitly require companies (or their
subsidiaries) to be established in the EU, either because of
EU-wide restrictions, or because of country specific rules. For
example, at an EU-level, only firms that have their registered
office within the EU can act as depositories of the assets in
investment funds. Similarly, for example, country specific
rules for Austria, Denmark, Germany, Finland, France, Italy,
and Portugal, all place some form of restriction on insurance
underwriting by firms or subsidiaries not established in

the EU.266

266 GATS/SC/31/Suppl.4/Rev.1, 18 November 1999.
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means that the UK is a member of the largest trading bloc
in the world (with the EU accounting for in excess of 35%
of world trade). Furthermore, it is likely to benefit from

EU membership further in future, as the size of the EU
market makes the negotiation of Free Trade Agreements
particularly attractive for third countries.26”

Are all trade barriers bad?

Although in general the results from the trade literature
suggest that a reduction in trade barriers is good for the
economy, there is some evidence to suggest that the
existence of trade barriers specifically shielding skill-
intensive industries at the start of their development

can be good for growth. Once these industries have
achieved critical mass, any tariffs can be removed without
damaging growth. This implies that the development

of certain industries is path dependent, so protection
early on can be important. However, what is even more
important is strong governance (low levels of corruption,
etc) and low tolerance of legally and socially acceptable
influence peddling. In other words, the strength of the
governance framework matters, as without it targeted
tariffs are more likely to be directed at politically attractive
options, rather than economically attractive ones.268

5.3.2 Redistribution issues

Increased trade has distributional effects. On the one
hand it allows more productive firms to grow, while on
the other less productive firms are more likely to either
close or lay-off staff. Governments therefore have an
important role in providing both an adequate safety net
for displaced workers and helping them to find jobs in
other firms or industries. It is obviously up to society to
decide how much assistance it wants to give, particularly
as this influences the incentives of individuals to seek
alternative employment. However, if the assistance
provided is too low, although the economy as a whole can
benefit from trade, significant distress amongst displaced
workers could increase pressure for protectionism. This

is particularly true where the industries affected are
geographically concentrated.

In those circumstances, it might be tempting for
governments to introduce policies that seek to impede

267 See, for example, the discussion in HM Government (2014).

268 See the discussion in Nunn and Trefler (2010). Their results suggest that only around
25% of the headline impact of tariffs in skill-intensive industry on growth can be
explained by the growth of these industries. The rest is accounted for by the two

the reallocation process, for example by making it harder
for firms to either hire or lay-off staff, as an alternative to
direct assistance of displaced workers. However, policies of
this type would have significant long run costs, because they
would reduce the potential gains from innovation and so
reduce the long-run benefits of trade.26°

5.3.3 Financial market regulation

The impact of the global financial crisis on trade flows
serves to emphasize how important finance is for trade,
whether it is the ability to get trade credit; the confidence
that the bank responsible for payments will survive to
complete the transaction; confidence that the currency
you are trading in will survive; or the ability to get
adequate insurance. A key role of government in trade is
therefore to ensure that there is a well regulated, robust
financial system that is equipped to take appropriate risk.
This last point is particularly important because, from a
financial perspective, overseas trade is often riskier than
serving the domestic market.

5.4 What impact does the
EU have on trade?

The EU influences outcomes on all three of these

types of intervention. However, its biggest influence

is probably on trade flows, given that responsibility

for trade negotiations lies with the EU. The EU’s focus
on the Single Market and the importance of trade for
growth means that it places significant emphasis both
on reducing barriers to trade within the EU (such as
competition or procurement issues), as well as expanding
trade deals with third countries. The relative size of the
EU makes it an attractive market for potential exporters
in third countries, giving the EU significant bargaining
power within trade negotiations. As such the EU is likely
to achieve better market access than the UK could hope
to achieve on its own. However, even on its own the EU
accounts for around 50% of UK trade, in part because
it is a geographically close region with good institutions
and a well-developed finance sector, but also because
regulatory barriers between the UK and the rest of the

types of measure of good governance. In other words part of what is being captured
is that well-governed countries are more likely both to achieve strong growth and to
provide protection only for appropriate sectors.

269 See the discussion in Melitz and Trefler (2012).
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EU are low. However, over and above its negotiation of

individual trade agreements with third countries, the EU
has also become increasingly influential in helping to set
the international agenda on trade.?’0

The EU’s intervention on distributional issues is probably
more limited, although it does play a role, for example,
through its use of regional policy to limit distributional
problems. It also plays a role in protecting workers'’
rights, for example through the Working Time Directive
and here the degree of intervention might differ from
the level that the UK would choose on its own.

In the case of financial regulation, up until the financial
crisis the UK had had significant influence over the
outcome of financial regulation within the EU. However,
this influence has been reduced in the wake of the crisis, 2!
not least because of the need to strengthen the Euro-
system to meet the challenges of the government debt
crises and banking sector collapses within the Euro Area.

5.5 What does trade theory
suggest the impact of an
EU exit would be?

As Table 2 in Section 3.6 makes clear, almost all the
options proposed as potential alternatives to EU
membership will involve an immediate increase in barriers
to trade, and these barriers could increase even further
over time. The reasons for the increase vary, depending on
the option, but include:

e the need to comply with Rules of Origin regulation,
because the UK is no longer part of the Customs
Union;272

o differences between domestic and EU regulations,
because the UK is not part of the Single Market,
requiring firms that want to export to the EU to comply
with both sets of regulations;

e the deal only covering a partial list of goods and services,
disadvantaging firms in the excluded sectors; and

e giving up the benefits of the trade deals the EU has
negotiated with third countries, as it is not automatically
guaranteed that third countries will want to allow the
UK the same terms as they have given the EU.

270 See the discussion in Woolcock (2012).
271 See for example the discussion in Europe Economics (2013).

272 The compliance cost of EU Rules of Origin regulations has been estimated as 8%.
See the discussion in Brenton (2011), Cadot et al (2006) and Box 2.
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Even in the case of UK retaining membership of both

the Customs Union and the Single Market, trade

barriers are likely to drift up over time, as the UK will

have less bargaining power with third countries in trade
negotiations, and will need to negotiate each deal
separately. In addition, the likelihood that future EU
regulation (which UK firms will need to comply with under
this option) will not reflect the needs of the UK market
means that the cost base of UK firms could increase over
time, limiting their ability to export.

The question, therefore, that needs to be addressed,

is what impact will this have. Table 4 therefore looks

at the likely impact of increased barriers to trade on

firm behaviour, based on the insights from the trade
literature. The table splits firms into low, medium and high
productivity groupings, as well as importers, as the results
of increased trade barriers are likely to vary depending

on how productive firms are. It is generally the high
productivity firms that export; with firms with medium
levels of productivity participating only if the incentives

are right to allow them to invest in improving productivity;
and with low productivity firms producing mainly for

the domestic market. It is clear from the table that the
result of EU exit would be a deterioration in economic
outcomes, and that the deterioration would be particularly
severe amongst medium productivity firms, with high
productivity firms and firms serving as intermediaries for
importers also badly hit.

Although the UK might have ambitions to set up trade
deals with equivalent, or better, market coverage than

the deals available through EU membership, in the short
run this will not be possible: the EU by itself accounts for
over 45% of the UK's goods and services exports and over
50% of the UK’s goods and services imports. As discussed
in Section 2.3, taking account of the countries with which
the EU already has trade deals, EU trade arrangements
account for over 60% of the UK's goods exports and the
EU is currently in negotiations with countries that account
for a further 23%. It will therefore be important, if the UK
leaves the EU, that the UK government puts significant
resources into negotiating trade deals, something that it
does not currently have to do.

As well as the difficulties associated with securing deals
with the same degree of market coverage, the other
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problem that the UK will face is that if EU countries

are not included, the markets involved will also be
geographically further away. This, in itself, is likely to lead
to a reduction in trade as, empirically, distance matters.

Estimates of just the trade costs of trading with the EU
under WTO MFN terms, in other words ignoring factors
such as the impact on productivity, suggest the fall in UK
exports would be equivalent to 1.77% of UK GDP p.a.?”3

Even an ambitious Free Trade Agreement, similar to the
one envisaged with the US (the Transatlantic Trade and
Investment Partnership, or TTIP), is estimated to lead to a
fall in UK exports equivalent to 1.24% of UK GDP p.a.?’4
Furthermore, it would not be possible for the exchange
rate to offset these costs — while a depreciation in the
exchange rate would help reduce the price of exports, it
would exacerbate the increase in the price of imports.

Table 4: Impact of increased trade barriers on firm behaviour

Costs

Prices

Survival rates

Employment

Profitability

Output

Incentives to
innovate

Number of
varieties

Note: Impacts inferred from trade theory.

273 CEPR (2013a).

High productivity

firms

Increased export costs.
Increase in cost of
imported inputs.

Increase in prices.

Some exit from export
markets, but strength
of productivity will limit
deterioration in survival
rates.

Reduction in employment
associated with export
market activities.

Down.

Cut in output to export
markets.

Down.

Some reduction due to
reduced market size.

274 CEPR (2013a).

Medium productivity
firms

Increased costs for those
that export. Increase in
cost of imported inputs.

Increase in prices.

Non-exporting firms will
shelve plans to export.
Exporting firms that

have recently invested in
innovation to allow them
to exports likely to see
significant deterioration in
survival rates.

Reduction in employment
associated with export
market activities and

deteriorating survival rates.

Down.

Impact particularly severe
for recent innovators with
financing costs.

Cut in output to export
markets, plus cut in
domestic output from
deterioration in firms’
survival rates.

Significantly down.

Down given impact on
survival rates.

Source: Analytically Driven Ltd

Low productivity
firms

Increase in cost of
imported inputs, although
likely to be less prevalent.

Some increase in prices.

Reduction in competition
from foreign firms

could boost survival
rates, but likely fall in
domestic demand would
counterbalance this.

Any reduction of
employment would
be linked to resulting
deterioration in UK
demand.

Some reduction if domestic
demand deteriorates.

Cut in output in response
to fall in domestic demand.

Limited impact as fewer
innovators.

Limited direct impact,
but possible reduction if
domestic demand falls as
expected.

Importers

Increase in cost of serving
UK market.

Increase in prices.

Some firms will withdraw
from UK market.

Reduction in demand for
intermediaries based in the
UK.

Reduction in profitability in
intermediary firms serving
importers. Reduction in
importers’ profitability.

Fall in output of
intermediary firms serving
importers. Fall in importers
output.

'

Down.

Reduction given some
importers withdraw from
market.

Overall

Increased costs for most
firms. Higher productivity
firms are hardest hit.

Increased domestic price
level and increase in price
of exports in domestic
currency.

Deterioration in
survival rate of medium
productivity firms.
Withdrawal of firms
from export markets.
Withdrawal of some
importers.

Long-run reductions in
employment, particularly
concentrated in high and
medium productivity firms
and sectors providing
intermediary services for
importers.

Fall in profitability,
particularly concentrated
in medium and high
productivity firms and
firms serving importers.

Fall in output, particularly
concentrated in medium
and high productivity
firms and firms serving
importers.

Fall, particularly
concentrated in medium
productivity firms.

Down.
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6.0 BEYOND NATIONAL BORDERS
PART II: SUPPLY CHAINS AND MNEs

All firms need to decide how many of the activities needed
for them to operate they want to do in-house and how
many they want to outsource to an unaffiliated party. In
both cases they also need to decide whether they want
to locate the activity at home, or whether they want to
go offshore, by locating it in another country. Firms that
own operations in more than one country are known as
multinational enterprises (MNEs). MNEs tend to have a
disproportionate impact on outcomes, accounting for

a large proportion of output, employment and trade.
They are also far more productive than other firms,

even firms that trade. In the US, firms that export have
on average 40% higher labour productivity than firms
that only serve the domestic market, while the labour
productivity amongst those firms that also engage in
foreign direct investment (FDI) is 15% higher than firms
that only export.2’> The same is true in the UK, where
on average even non-exporting foreign-owned firms
have higher productivity than UK-owned exporters, with
foreign-owned exporters having the highest productivity
levels of all.2’® This means there are potentially significant
advantages for productivity and growth to encouraging
MNE activity — 14% of US productivity growth between
1987 and 1996 came from productivity spillovers from
inward FDI.277

The UK is both a big source and a big recipient of FDI

and is the third largest recipient of FDI after the US and
France. In 2012, 47.2% of UK companies’ FDI abroad was
accounted for by investments in the EU, while 49.8% of

FDI investments in the UK came from companies in the EU.

The determinants of MNE activity include market size, the
strength of the institutional framework, the sophistication
of the financial sector and relative tax rates. Market size,
and the associated Right of Establishment that comes
with EU membership, is undoubtedly a key factor in
ensuring the UK is an attractive venue for inward FDI. Any
decision to exit would therefore risk triggering an exit by

275 Helpman, Melitz and Yeaple (2004).

276 See Harris and Li (2007), Figure 3.3 (labour productivity) and Figure 3.4 (TFP).
Although there are some variations across industries, on average foreign-owned
exporters are most productive, followed by foreign-owned non-exporters, the UK-
owned exporters and finally UK-owned non-exporters. Productivity levels are also
higher in industries where a high proportion of output (>30%) is exported.

277 Keller and Yeaple (2009).

278 For non-EU firms from countries that do not have an EU trade agreement, FDI is
likely to fall because the UK is no longer an attractive base for export platform
FDI into the rest of the EU. For EU firms engaged in vertical integration, FDI will
fall because the cost of locating parts of their supply chains in the UK will have
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foreign MNEs to alternative EU destinations.2”8 It would
also make it more attractive for UK MNEs to base more

of their activities in the EU than the UK. Furthermore, the
increase in trade costs would undoubtedly bring significant
disruption to supply chains, even for those companies

that simply buy from unaffiliated suppliers abroad. This

is likely to affect a large number of firms: in the case of
large Spanish firms, for example, 28% import inputs from
their foreign subsidiaries and 66% import inputs from
unaffiliated foreign firms.27°

6.1 Supply chains and
multinational enterprises

This section looks at how the mobility of production,

and the associated mobility of capital, affects economies.
Trade provides an obvious way of improving economic
outcomes, by allowing goods and services to flow beyond
borders. As was discussed in Section 5, overall only the
most productive firms trade, and only very productive firms
trade with multiple countries. When choosing whether
or not to trade, firms have a hierarchy of countries with
which they trade, based on how attractive they are as
trade partners, and allocate resources to establish trade
relationships according to that hierarchy.

In practice, however, the decisions firms make are even
more complex than a simple decision to trade or not to
trade. Firms also need to decide: where they are going
to locate their production; where they are going to get
their labour from; how they are going to finance their
operations; and which stages of the production process
they need to own. These decisions will be continually
reviewed. For example, evidence suggests that in the UK
insurance industry 29% of firms review their tax domicile
decision at a senior level at least once a year, with a further
30% reviewing it every two to three years. In firms that
generate less than 50% of their premium income in the

increased. This may be partially offset by some horizontal integration FDI by EU firms
where the UK is already an important market for their products, in an attempt to
overcome the impact of increased trade barriers.

279 Data for 2007 for Spanish firms with more than 200 employees. As well as inputs
from abroad, 34% produce their own inputs in Spain, and 91% purchase inputs
from unaffiliated suppliers in Spain. The numbers add up to more than 100%
because most firms employ multiple strategies. Only 1.5% produce their inputs
exclusively in-house in Spain; only 17.7% exclusively outsource their inputs in Spain;
only 0.5% rely exclusively on foreign subsidiaries; and only 2.6% rely exclusively on
foreign unaffiliated firms. Kohler and Smolka (2009).



6.0 BEYOND NATIONAL BORDERS PART II: SUPPLY CHAINS AND MNES ‘ m

UK, these figures rise to 32% and 43% respectively.?®0 As
with trade relationships, it tends to be the most productive
companies that locate their operations in multiple countries.

Production processes and supply chains are therefore
complex, meaning the links between countries are also
complex. For example, taxation decisions will influence
how attractive individual economies are, so that
governments need to weigh up the relative merits of
achieving their social objectives, against the impact these
may have on the country’s competitiveness.

All firms, large and small, need to decide how many of
the activities needed for them to operate they want to
do “in-house” and how many they will “outsource”. The
obvious questions that arise around outsourcing often
concern noncore activities, which for most firms would
include, for example, whether they want to run their
own payroll, do their own bookkeeping, hedge their own
foreign exchange risk, or produce their own website.
However, increasingly firms are also deciding whether
they want to outsource what would originally have been
core activities, such as producing their own inputs. This
trend is true not only in manufacturing, but also in the
service sector. For example, many pension providers will
now allow participants in defined contribution pension
schemes the option of investing in funds “manufactured”
by other fund managers.

In parallel to their decisions on outsourcing, firms also
need to decide where they want production of the
different elements to be located: at home, or abroad.
This is a decision that is needed regardless of whether
the process has been outsourced or not. Firms that
decide to locate production in more than one country,
while retaining ownership of the production process, are
referred to as multinational enterprises (MNEs).

In practice, firms often pursue a range of different
strategies simultaneously. For example, evidence for Spain
suggests that for large firms, 34% produce their own
inputs in Spain, 91% purchase inputs from unaffiliated
Spanish suppliers, 28% import inputs from their foreign
subsidiaries and 66% import inputs from unaffiliated

280 Driver et al (2009). These findings are based on a survey of 75 senior executives in
the UK insurance industry (CEOs and Finance Directors) for the Association of British
Insurers.

281 Data for 2007 for Spanish firms with more than 200 employees. The numbers add
up to more than 100% because most firms employ multiple strategies. Only 1.5%
produce their inputs exclusively in-house in Spain; only 17.7% exclusively outsource

foreign firms.281 This section considers the evidence on
the impact of outsourcing, offshoring and MNEs on
economic outcomes.

6.2 Outsourcing and
offshoring

Although the terms are often used interchangeably,
outsourcing, and offshoring are not the same. Therefore,
to avoid confusion, for the purposes of this report the
definition of:

e outsourcing is the acquisition of goods or services from
an unaffiliated party — outsourcing therefore does not
depend on the geographic location of the supplier, but
instead on whether or not the supplier either owns, or is
owned by, the purchaser; and

e offshoring is the acquisition of goods and services from
a supplier located in a different country — the supplier
could either be an unaffiliated or affiliated firm.

Both are important.

Offshoring, for example, has become increasingly
important. In the US manufacturing sector, the import
share of intermediate inputs rose from 17% in 1997 to
25% in 2007 and one reason for this increase are the
potential cost savings.282 This makes measuring the value
added of a country’s exports, for example, complex,
because they can involve not only foreign-bought inputs,
but also domestically generated value added that has
been re-imported, because domestic goods and services
have been used in the production of foreign inputs. Figure
5 shows a decomposition of the different components

of value-added for exports from selected countries. This
suggests that in the case of China, for example, over 30%
of their gross exports depends on foreign value added,
such as intermediate inputs or services.

What is important to realise, however, is that global value
chains do not just depend on goods. Services are also

playing an increasingly important role in the process. This
in part reflects the so-called servicification of value chains,
whereby manufacturing firms increasingly bundle services

their inputs in Spain; only 0.5% rely exclusively on foreign subsidiaries; and only
2.6% rely exclusively on foreign unaffiliated firms. Kohler and Smolka (2009).

282 See Houseman et al (2011), which includes a review of the evidence on the
significant cost savings available from importing semiconductor wafers and
aluminium wheels.
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together with their products: buying, producing, selling
and exporting services as an integrated or accompanying
part of their primary offering.23 In the case of the

UK, for example, value added from services account

for almost 60% of gross export, see Figure 6. Services
can play a role throughout the value chain, from R&D
and innovation, to the process of getting a product to
market.284

Finally, it is not just intermediary goods and services
that are an important part of global supply chains,
exporting firms also export not only the products that
they have produced, but also products produced by
others (ie outsourced) — so-called Carry-Along Trade
(CAT). In the case of Belgium, 89% of exporters are
also CAT exporters, with CAT products accounting for
48% of the value of exports for these firms. In addition,
the more productive the firm, the more important CAT
trade is to it. There appear to be two explanations for
this: firstly, it is likely that highly productive firms, which
produce more products, are likely to have more efficient
distribution networks; and secondly there appears to be
a demand complementarity, whereby demand rises with
the number of products firms are able to offer.28>

In deciding whether to outsource, or offshore, firms

are essentially making decisions about the importance

of cost and control.28 There have been various
approaches to assessing why different firms make
different decisions, including looking at: transaction
costs; managerial incentives to internalize; and the
importance of property rights.28” In practice, the
heterogeneity of firms also plays an important role in this
decision: firms that outsource tend to be less productive
than firms that operate an in-house production model
(vertical integration), and firms that offshore tend

to be more productive than those who source their
inputs domestically.288 This implies that multinational
enterprises (MNEs), whereby firms operate in more than
one country, are on average the most productive firms.
The next section therefore looks at the evidence on what
determines MNE activity, and what the impact of MNEs
is for both host and home countries.

283 See the discussion in Kommerskollegium (2013), for example.

284 See the discussion in Kommerskollegium (2013) on the “Smiley Face” of the
value chain, for example, with R&D and Global Logistics Centre both presenting
opportunities for high value added.

285 Data for 2005, see Bernard et al (2012).

286 See, for example, the discussion in Caves (1996).

ANALYSING THE CASE FOR EU MEMBERSHIP | 2014

Figure 5
Decomposition of the components of value added for
gross exports of selected countries, 2009

B % of direct domestic value added B % of indirect domestic value added

% of re-imported value added % of foreign value added in gross exports

100 —
g 90
< 80
c
By 70
)
gy 50
o
25 40
<%
© 30
]
;“ 20
10
0

France Germany China Japan

Note: Author calculations based on OECD-WTO Trade in Value Added data for 2009, see OECD-WTO
(2013) for a description of the data.

Source: Analytically Driven Ltd.

Figure 6
Value added of services as a percentage of gross exports
for selected countries, 2009
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Note: Author calculations based on OECD-WTO Trade in Value Added data for 2009, see OECD-WTO
(2013) for a description of the data.

Source: Analytically Driven Ltd.

287 See the discussion in Helpman (2011). In the case of property rights, essentially the
firm and the input supplier need to negotiate on dividing the surplus that arises
from the relationship. The in-house option gives the firm the property right to
the input, which helps in the negotiations over the surplus, but at the same time
reduces the supplier’s incentives to invest in the relationship.

288 See Kohler and Smolka (2009).
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6.3 Multinational
enterprises (MNEs)

MNEs are an important part of both the world, and

the UK economy. It is estimated that production as a
result of foreign direct investment (ie production that
occurs outside the country of residence of the owners
of the enterprise) reached around 10% of world output
in 2000, up from 6% in 1990.28% The UK is the third
biggest recipient of foreign direct investment inflows
after the US and France, with Germany close behind.
Around a quarter of the UK's investment inflows come
from the US. However, Germany is the main recipient
of investment inflows from countries such as Japan and
China. Around half of inward investment into the UK is
in the form of green-field investment.??°

In terms of the stock of foreign direct investment
positions, UK companies have more invested abroad
(£1,088bn) than foreign companies have invested in the
UK (£937bn), see Table 5. In terms of inward foreign
direct investment into the UK, the majority (90%)
comes from firms based in the OECD and on average
in 2012 these firms achieved a 4.3% return on their
UK investments.?%! After US companies (which had a
28.8% share), the biggest source of investment in the
UK is the Netherlands, which accounted for 15.4% of
international investment positions in the UK in 2012.
EU companies as a whole accounted for 49.8% of FDI
investment positions in the UK in 2012.

In the case of UK companies’ FDI investment abroad, in
2012 47.2% is accounted for by investment in the EU,
with the Netherlands and Luxembourg being particularly
important recipients of investment. The US accounted
for a further 18.9% of UK holdings, and the OECD as

a whole accounted for 76.7% of UK companies’ FDI
investment holdings abroad. On average UK companies
achieved a 7.4% return on their worldwide FDI holdings
in 2012, with an average 5.4% return on their holdings
in OECD countries.?%?

289 |ipsey (2002).
290 The Regent's Report (2013).

Table 5: Inwards and outwards stock of FDI
involving UK Companies (2012)

FDI International investment
positions in the UK (£bn)

FDI international investment
position abroad (£bn)

World 936.5 1088.0
OECD 840.4 834.6
us 269.5 205.1
EU 466.6 513.5
France 78.4 54.4
Germany 65.2 19.1
Netherlands 1441 126.2
Luxembourg 54.8 139.6
Russia 1.2 6.2
China 1.2 7.1
India 2.1 6.0
Japan 41.6 54

Note: Data for 2012

Source: Office of National Statistics, Foreign Direct Investment involving UK companies, 2012

Although only a small proportion of firms in each country
are MNEs, they tend to have a disproportionate impact
on the outcomes for both trade and employment. In the
US in 2000, for example, only 1.1% of firms were MNEs,
but they accounted for 27.4% of non-governmental
employment (up from 26.7% in 1993), and over 90% of
US imports and exports, with around half of US imports
being intra-firm and just under one third of exports
being intra-firm.2%3

The legal framework underpinning the activities of MNEs
in host countries will vary. For example firms can choose
to set up a foreign branch, which is part of the same
legal entity as the parent firm. Alternatively, firms could
set up a subsidiary firm, which, while owned by the
parent, is a separate legal entity. In addition, firms may
decide to set up a joint venture with a partner in the host
country. The legal framework used will have implications
both for the firm and for the impact of MNE activity in
host countries.

291 The average rate of return on all foreign investment positions in the UK in 2012 was 4.6%.
292 The reason these returns are higher than returns on investment in the UK may partly reflect the risk profile of different countries.

293 See Bernard, Jensen and Schott (2009) and the discussion in Helpman (2011).
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For example, in the financial services sector, offshoots

of foreign firms are regulated differently depending

on whether they are branches or subsidiaries. As such,
as subsidiary based model is thought to show more
commitment to the local market, while bank branches
are often used to help the parent adjust to shocks. In the
US during the Great Recession, for example, the average-
sized foreign bank branch saw a 12% net internal fund
withdrawal, and on average, for every dollar withdrawn
the branch lending supply fell by around 40 to 50 cents.
The fall in lending supply was particularly large for those
bank branches where the parent also owned a subsidiary
in the US, suggesting that the subsidiary was viewed by
the parent as the committed market participant.294

In addition, the impact of MNE activity will also vary
depending on whether a decision to invest in a host
country is in the form of a green-field investment (ie
setting up a new entity), or a merger or acquisition of an
existing local entity. In general the impact of a green-field
investment will be larger.2%>

In economic terms, there are two main models for
explaining MNEs, horizontal or vertical integration,
although in practice many MNEs will be a combination
of the two.

¢ Horizontal integration occurs when firms are made up
of a collection of national entities that produce largely
the same products. As such, horizontal integration is
an alternative to exporting, and is most likely to occur
when trade costs are high relative to the sunk cost
of investing in a subsidiary or branch. An additional
motivation for horizontal integration is sometimes
referred to as export-platform FDI, whereby a company
sets up an offshoot in one country in order to export
to other countries in the region, for example taking
advantage of reduced transport costs or regional trade
agreements.

Vertical integration occurs when different stages of
production are located in different countries. This

can occur for example, where firms move the labour-
intensive stages of production to low wage economies.

Both are important.

294 Cetorelli and Goldberg (2012). These funding withdrawals were economically
important, because foreign bank branches accounted for around 20% of total US
banking assets in the run up to the crisis, with 241 branches operating, from 162
independent banking families. Roughly 20% of foreign banking families with US
branches also had at least one locally chartered bank subsidiary.
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6.3.1 Horizontal integration

Analysis of horizontal integration suggests that firms
are essentially trading off two opposing costs: the sunk
cost associated with setting up a foreign subsidiary, with
the cost of serving the market through exports. This
suggests that horizontal integration will occur when
either trade costs are high or when economies of scale
are limited, making foreign direct investment (FDI) an
attractive alternative to exporting directly. The size of
the market in the host country will also play a role, the
larger the market, then the easier it will be to operate
profitably once the sunk costs of setting up a subsidiary
are accounted for. In addition, therefore, when individual
firms have heterogeneous productivity levels, then it

will be the larger, more productive firms that tend to
undertake horizontal FDI, as they will find it easier to
cover the sunk costs of setting up a subsidiary.

This intuition is borne out by the data. In the case of US
firms, the ratio of exports to FDI increases in industries
with high fixed costs, low freight charges, low foreign
tariffs or in countries with smaller markets.29¢

In addition, the data also highlight the importance of
firm heterogeneity on the decision to switch between
exports and FDI sales, as the impact of firm size on the
likelihood that a firm will substitute FDI sales for exports
is of the same order of magnitude as trade frictions. For
US firms, the average labour productivity of firms that
export is almost 40% higher than firms that only serve
the domestic market, while firms that also engage in FDI
have average labour productivity levels that are more
than 15% higher than firms that only export.2%”

Analysis also shows that, particularly in the case of
Europe, FDI in one country can be seen as a substitute
for FDI'in neighbouring countries. When choosing a
host country, firms consider not only the size of the local
market, but also the size of neighbouring markets and a
decision to locate in one country makes it less likely that
they will locate in neighbouring countries — so-called
export platform FDI. In the case of US FDI in Ireland, for
example, 94% of production is intended for export, with
76% accounted for by exports to the EU.2% A decision

295 Goldberg (2007).

2% See the discussion in Helpman (2011).
297 Helpman, Melitz and Yeaple (2004).
298 See Blonigen et al (2007).



6.0 BEYOND NATIONAL BORDERS PART II: SUPPLY CHAINS AND MNES ‘ m

about whether to undertake export-platform FDI is also
influenced by the degree of financial development in

the host country. In host countries with well-developed
financial markets, MNEs face stronger competition

from domestic producers, because domestic producers
are less likely to be financially constrained. Therefore

a larger share of MNEs’ output in host countries with
well-developed financial systems is destined third-country
destinations.2%°

6.3.2 Vertical integration

The main motive for vertical integration is typically
thought to be reducing costs by locating the different
stages in the supply chain in the countries where
production is most profitable, while at the same time
keeping the risks associated with contract enforcement
across borders to a minimum.3%0 This motive has to

be offset against the higher risk of a disruption in the
supply chain, for example as a result of tariff changes
on imported intermediary goods, or host country tax or
regulation changes affecting the subsidiary.

The impact of changes to these trade-offs can be seen in
the data. For example, the share of intermediary goods
for further processing in imports by US multinationals
increased from 10% in 1982 to 12% in 1994. However,
against the background of the Canadian-US Free Trade
Agreement of 1989, in the case of US investment in
Canada, this share rose from 21.6% in 1982 to 33.5%
in 1994 301

In practice, however, at least for domestic firms that
own units involved in different stages of their production
chain, there is an alternative explanation for vertical
ownership — the importance of intangible inputs such as
management expertise and planning. Where this motive
dominates, the real rationale for vertical integration may
be much closer to the motives associated with horizontal
integration. In the case of US manufacturing firms that
own different parts of production chains, roughly one-

299 Bilir, Chor and Manova (2013).

300 Anderson and van Wincoop (2004) cite evidence that the contracting costs for a
foreign affiliate of a US multinational are 37% higher when they are dealing with
an unaffiliated US firm than when they are dealing with their US parent.

301 See. the. discussion.in Helpman (2011). .. ... ou e

half of upstream plants report no shipments to their
firms’ downstream units. This supports the idea that the
motive for acquisition was to facilitate efficient use of
managerial expertise, rather than to control the supply
chain.392

The other issue that will influence how firms participate
in different parts of the value chain are financial
constraints faced by firms in the host country. In general
import and assembly processing trade (where the
processing firm sources and pays for imported inputs)
is more profitable than pure-assembly processing trade
(where the processing firm receives foreign inputs for
free), but requires more working capital because of the
upfront cost. The impact of credit constraints can be
shown to have an important influence in how firms in
China, for example, position themselves in the global
value chain 393

6.3.3 The choice between vertical
or horizontal integration

The choice of which form of foreign direct investment
(FDI) to make will partly depend on: the uncertainty
firms face, particularly around the likely productivity of
the affiliate, but also around the possibility that the host
country will change its policy on multinationals to try and
extract more money; and partly on differences in factor
endowments (such as labour supply). Higher uncertainty
favours horizontal integration, because it allows the firm
to switch between locations in the face of productivity
shocks and reduces the leverage of host country
governments in any renegotiation of terms. Countries
with an abundant labour supply, and therefore low
wage rates, are more likely to see vertical integration,
because firms are likely to shift labour intensive parts

of the production process to countries with low wage
rates. This is likely to limit the impact of volatility on
MNE’s decisions to invest. In practice, this is borne out
by the data, as greater volatility significantly increases

302 Atalay, Hortacsu and Syverson (2012).
303 Manova and Yu (2013).
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FDI inflows in mature economies, but not in emerging
markets.3%4

The evidence on the importance of intangible inputs

is also borne out in the behaviour of MNEs and their
decisions on how they structure production in foreign
affiliates — do they produce intermediate inputs directly
in the foreign branch, or do they ship them to the
subsidiary from the home country. The further away

host countries are, the more likely it is that MNEs

will structure their activities in the form of embodied
knowledge transfers (for example by shipping inputs),
rather than disembodied knowledge transfers (such as
direct communications). This is particularly true in sectors
with high levels of R&D, or knowledge intensive goods,
because the costs (or difficulties) of providing knowledge
will be highest.39

6.4 The impact of foreign
direct investment (FDI)

The impact of foreign direct investment (FDI) depends
on whether the country is the host country (where the
investment takes place) or the home country (the source
of the investment). In practice, the UK is both a source
of FDI and a recipient (see Table 5). Although a lot of
the focus on FDI is on developing economies, because
of the potential gains associated with FDI, in practice
the majority of FDI flows tend to be concentrated in
OECD countries. For example, between 1980 and 2000
on average OECD countries accounted for 91% of US
outbound FDI.3%

6.4.1 Home country impact

MNEs tend to be among a country’s most productive

firms, whether they are the source or recipient of the FDI.

By allowing firms to operate on a global scale, countries
are allowing them to maximise their profitability, because

304 Aizenman and Marion (2004).

305 Keller and Yeaple (2013).

306 Blonigen et al (2007).

307 This is seen as one reason why, for example, at a macroeconomic level economies
which are likely to need to support ageing populations in future are likely to run
current account surpluses, as this will enable them to export capital, which will
generate future income. See Krugman (1996) on the automatic link between the
current account and the capital account, based on the accounting identity.

ANALYSING THE CASE FOR EU MEMBERSHIP | 2014

they can maximise the opportunities to exploit factors
such as the intangible assets associated with managerial
expertise and planning, or R&D. In the case of the home
country, therefore, one of the benefits of undertaking
foreign direct investment is the potential future income
streams that it generates, as returns to that investment
flow back to the country, and investors in the firm, over
time.3%7 It also allows firms, and therefore investors,

to diversify risk geographically, particularly in the case
of horizontal integration, which allows firms to shift
resources between similar locations in response to
shocks.308

However, there is always the risk that a geographically
diversified firm may decide to shift its headquarters. In
addition, some commentators have raised concerns that
undertaking FDI will cause the home country’s exports
and employment to fall. Overall fears about the impact
of MNE activity on exports and employment have not
been confirmed by the evidence.3%

Indeed, although it is not always the case, one possible
impact of MNE activity is that the parent firm will

shift towards more capital intensive and skill intensive
production.3'0 This is particularly likely to be true

where the model of investment that the parent firm is
employing is one of vertical integration. Another impact
of vertical integration is likely to be downward pressure
on prices, as a result of lower cost inputs.3"!

Labour market impact of the mobility of production
One of the reasons that offshoring is often politically
sensitive is its impact on the labour market. This
sensitivity has increased with the rising importance of
large, low-wage economies in world trade. For example,
China’s share of global exports rose from 3% in 2001 to
11% in 2011.3'2 The opening up of countries like China
and India has changed the competitive environment
faced by firms and workers in many sectors. In general,
the result of this increased competition has been to

308 However, for the home country there are limits to this type of influence, because in
practice there is significant home bias in investment patterns.

309 See Lipsey (2002), as well as the discussion in Krugman (1996).

310 Lipsey (2002) notes that this has occurred in the US, but not in Sweden or Japan,
for example.

311 These impacts can be significant. See Houseman et al (2011).

312 Haskel et al (2012).
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suppress wages of both skilled and unskilled workers
and increase the return to capital (which is internationally
mobile and benefits from lower wages).3'3

In the case of the US service sector, for example, the
cumulative ten-year impact of rising service imports from
India and China has been to:

e increase the number of workers that switch down (ie
move into an occupation that pays on average less
than their previous occupation) by 17%, with upward
switching only rising by 4%;

e increase transitions into unemployment by 0.9
percentage points; and

e reduce the earnings of workers staying in their original
occupation by 2.3% .31

The exception to the reduction in wages, has been the
increase in wages earned by superstars. For example, the
share of US income (excluding capital gains) accounted
for by the Top One Percent of earners rose from 7.7%

in 1973, to 16.5% in 2000 and 18.3% in 2007. This
partly reflects increases in market size both as a result

of globalisation and falling costs of communication,
which allows skilled workers doing non-routine tasks to
benefit.31>

If the form of FDI the home country undertakes is vertical
integration (particularly if the motive is to take advantage
of low wages elsewhere) this will potentially increase the
skilled-unskilled wage differential in the home country,
as the demand for skilled labour in the company’s
headquarter will go up, while the demand for unskilled
labour will go down. However, although offshoring may
suppress wages, particularly for unskilled workers, it
does have the benefit of improving productivity, as the
activities of more productive workers are less likely to be
offshored, leading to a rise in the average productivity of
workers still in employment.3'®

6.4.2 Host country impact

Foreign direct investment brings a range of potential
benefits to the host country. In particular, because MNEs

313 Haskel et al (2012).

314 Lui and Trefler (2011).

315 Haskel et al (2012).

316 See the discussion in Helpman (2011).

317 The exact impact on the trade balance will depend on the need for imported
inputs, and how much of the end product is consumed domestically. In the case

tend to have higher productivity levels than domestic
firms, productivity will tend to rise, allocative efficiency
improve and there will also be downward pressure on
prices. However, while improved allocative efficiency is
good for the economy as a whole, it will put pressure on
low productivity, domestic firms, in much the same way
that a reduction in trade barriers does.

Where the investment is in the form of a green-field
investment, the result is also likely to increase both
employment and output in the host country. In addition,
where the investment is either in the form of vertical
integration, or export-platform horizontal integration,
FDI is also likely to boost exports.3'” Finally, particularly
for developing countries, FDI can help overcome the
financial constraints faced by local firms, as MNEs will
have alternative sources of financing.

The positive impact of FDI on the productivity of the host
country is not purely a developing economy phenomenon.
In the case of the US, for example, productivity spillovers
from inward foreign direct investment accounted for
around 14% of US productivity growth between 1987
and 1996, with the biggest impact being in high-tech
sectors and for small firms with low productivity. In
contrast, competition from imports had a much weaker
impact on US productivity growth.3'8

The impact of FDI on the labour market of the host
country will depend on what form it takes. In the case of
vertical integration, for example, where the motive is to
take advantage of relative factor endowments, the result
is likely to be a shift in income distribution: compressing
the skilled-unskilled wage differential in host countries
where the motive to invest is low labour costs. In contrast,
horizontal integration will lead to an increase in income in
the host country, with minor distributive impacts.

Overall, however, foreign-owned firms tend to pay higher
wages than domestic firms. This means their presence
tends to raise wage levels in the host country, even if there
is no spillover effect into the wages paid by domestic
firms.31°

of developing countries, part of the positive impact on exports is in the form
of improved knowledge of world markets and access to worldwide production
networks — see Lipsey (2002).

318 Keller and Yeaple (2009).

319 Lipsey (2002).
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6.4.3 Is financial sector FDI different?

Foreign direct investment plays an important role in the
UK'’s financial sector, as can be seen, for example, by
the number of foreign owned banks operating in the
UK. However, the UK is not only a recipient of FDI in
the financial sector, it is also a key source, ranking as
the third biggest source of FDI in the banking industry
in developing countries.329 An important question is,
therefore, is financial sector FDI different?

Much of the impact of FDI in the financial sector is similar
to that of FDI in the manufacturing sector: improved
allocative efficiency; increased competitive pressure; the
existence of some demonstration effects; higher rates of
technology transfer and diffusion; and higher wages.

However, there are two ways in which financial sector
FDI can differ. One is in regulation and supervision.
Particularly in developing economies, financial sector FDI
can lead to improvements in financial sector regulation
and supervision, as host country regulators learn about
the new products and processes employed by foreign
entrants. Secondly, foreign bank entry can reduce the
incidence of crises, because their more diversified supply
of funds is likely to reduce the procyclicality of loans.
However, at the same time it enhances the likelihood of
contagion through common lender effects. One way that
the likelihood of contagion is reduced is through banks
having a stronger subsidiary presence.32’

6.5 How do governments
influence outsourcing and
MNE activity?

Governments can make their country a more attractive
place for MNE activity in three main ways: ensuring that
the market is as big and accessible as possible (to allow
firms to maximise the benefits from FDI); ensuring that
they have good domestic institutions, to reduce fears by
firms of appropriation of their assets; and by keeping
costs such as taxes as low as possible.

320 Data for 1990-2003 shows the UK ranked third, after the US and Spain, as a source
of financial sector FDI in developing countries, with 38 acquisitions of banks, valued
at almost $10 billion. See Goldberg (2007).

321 See the discussion in Goldberg (2007).
322 See, for example, the discussion in Egger, Radulescu and Strecker (2013).
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Market size

In the case of market size, this is currently determined

by the UK’s membership of the EU, as the EU is
responsible for negotiating all trade deals. However, the
UK government can influence factors such as ease of
access (for example, the availability of direct international
flights), which also influences the choice of location.322

Institutional framework

The strength of the institutional frameworks in place
will be particularly important in knowledge intensive
industries. For example, improvements in intellectual
property rights and judicial quality both improve the
likelihood that MNEs will choose to transfer knowledge
in disembodied form, rather than by providing imported
inputs.323 Here the UK scores relatively well, both at a
national and a regional level. Recent estimates suggest
that the UK ranks 7th in the EU on the quality of its
government, ahead of both France and Germany, and
benefits from significant consistency across regions.324

Tax competition

The issue of tax competition is potentially more complex,
and more controversial. On the one hand, lower
corporate tax rates to encourage inward investment will
also benefit domestic firms. On the other, however, the
need to keep tax rates low to compete internationally
for investment funds may interfere with the ability

of governments to implement domestic agendas, for
example on issues such as social policy. It can also
encourage reliance on more regressive forms of taxation,
such as consumption taxes. As such, governments need
to strike a balance.

In practice, tax competition plays an important role in
how countries set their taxes. For example, in the EU-15
corporate tax rates fell from an average of 38% in 1995
to 30% in 2005, and analysis confirms that this was
partly due to strategic interactions amongst Western
European governments seeking to attract investment.32>
Tax rates, including taxes on labour as well as profits, are
also important in practice for how MNEs structure their
operations, including their internal financing models and
where they locate their headquarters.

323 Keller and Yeaple (2013).

324 See Charron, Lapuente and Dijkstra (2012).

325 Cassette and Paty (2008). In contrast, the authors find that strategic interactions
amongst Eastern European countries are weak.
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Corporate tax rates have the biggest impact on MNE
activity, with low corporate tax rates associated with

both a higher likelihood that a country will be chosen as
the base for the headquarters, and also an increase in
the extent to which they will benefit from FDI as a host
country.326 They also influence how MNEs finance their
activities, with a one percentage point higher statutory
corporate tax rate in the host country associated with

a 0.92 percentage point increase in the internal-debt-
to-capital ratio in the borrowing affiliate.32” This type of
financial management can have economically meaningful
results for the firm’s profits as a whole. Estimates suggest
that around one third of the excess returns earned by US
corporations abroad can be explained by firms reporting
higher income in low tax jurisdictions of their affiliates.328

In the case of labour taxation, estimates suggest that a
one percentage point increase in employer social security
contributions reduces the probability that the average
firm will choose that location as a headquarters by 7.39
percentage points, reflecting the impact on firms' costs
and therefore profitability. Even higher labour income
tax rates reduce the probability that MNEs will choose

a given location as the base for its headquarters, with

a one percentage point increase in a country’s average
labour tax rate reducing the probability of attracting

a headquarter by 0.02 percentage points, possibly
reflecting the impact of higher tax rates on managerial
effort and therefore profitability.32°

The importance of labour taxation on MNE activity

does mean that governments have to trade off the
benefits of using labour taxation to try and alleviate any
distributional issues associated with MNE activity and the
likelihood that this will discourage investment.

326 Egger, Radulescu and Strecker (2013) and Egger and Radulescu (2011).
327 Egger et al (2012).
328 Bosworth, Collins and Chodorow-Reich (2007).

6.6 \WWhat impact does the
EU have on outsourcing and
MNE activity?

Many of the ways in which the EU can influence the
attractiveness of its members as both a home and a host
country for MNE activity, or as the source of outsourcing
partners, are similar to the way in which it influences
trade decisions. Membership of the EU brings significant
benefits in terms of the size of market, both in terms of
the EU’s Customs Union, its raft of Trade Agreements,
and the Single Market itself.

In the case of MNE activity, the Single Market is likely to
be particularly important because:

e It allows free movement of capital and the right of
establishment. The right of establishment will be
particularly important in service industries, where
serving the needs of customers often requires face-to-
face contact.

e The common regulatory environment associated with
the Single Market will reduce costs for companies
wanting to serve multiple EU countries.

e In addition, the enforcement mechanism, SOLVIT,
established in 2002, allows businesses (and citizens) an
easy way to solve problems caused by Member States
failure to implement, implement correctly, or enforce
EU legislation, which helps reinforce the coherence of
the Single Market.330

Finally, through its regional policy, the EU can encourage
firms to locate to poorer regions, including poorer
regions in the UK, through the use of incentives.

329 Egger, Radulescu and Strecker (2013). Estimates based on a sample of 80 countries and 35,206 firms over the period 2005-2009.

330 HM Government (2013).
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6.7 What will be the

impact of leaving the EU

on outsourcing and MNE
activity?

Overall, the biggest impact of leaving the EU is likely to
be a reduction in productivity, both as a result of reduced
allocative efficiency (shift towards less productive UK
suppliers) and through a reduction in productivity
spillovers from MNE activity. This reduction in productivity
growth is likely to be particularly apparent in high-tech
sectors and amongst small firms. However, the scale

of this downward shift will vary depending on what
alternative to EU membership is chosen, being most
severe in the case where there is no preferential trade
agreement with the EU to replace EU membership. There
is also likely to be a reduction in investment in the UK by
high productivity firms, possibly even resulting in the exit
of UK MNEs to set up their headquarters in alternative
destinations. In addition, the reduced market size and
increased costs will make it harder for existing UK firms
to reach MNE status.

Overall, therefore there is likely to be a reduction in

both output and employment and a reduction in wage
growth, particularly for skilled workers employed in MNE
headquarter roles. At the same time, prices are likely to
rise as a result of a reduction in variety, and the fact that
outsourcing options will have become more expensive.

Horizontal integration, particularly in the form of export-
platform FDI, is likely to be a particularly important
source of foreign FDI for the UK given the UK has

a relatively competitive domestic market. Therefore

the reduction in market size and increased set up

costs following EU exit are likely to reduce the UK’s
attractiveness as place to invest as an export platform.
While this impact may be partially offset by an increase in
export costs faced by those firms actively exporting into
the UK market, this is unlikely to fully offset the negative
impact on market size and set up costs.

If the UK no longer participates in the Single Market,
then future FDI in the UK by EU firms in the financial
sector is more likely to be in the form of branches rather
than subsidiaries, as this will simplify their regulatory
requirements. At the same time this is likely to signify a
reduction in the commitment by these firms to the UK
market. Furthermore, if the finance sector is excluded
from any agreement between the EU and the UK, this is
also likely to reduce the UK'’s attractiveness as a financial
centre.

Finally, it is also likely that in the run up to any
referendum, there will be short run speculative flows
that will increase the volatility of the exchange rate in the
short run and reduce the attractiveness of the UK as a
place to invest.33!

Table 6 captures the likely impacts on MNE activity
and outsourcing of the different alternatives to EU
membership.

€6 OVERALL THE BIGGEST IMPACT
OF LEAVING THE EU IS LIKELY TO BE
A REDUCTION IN PRODUCTIVITY...
THIS REDUCTION IN PRODUCTIVITY
GROWTH IS LIKELY TO BE
PARTICULARLY APPARENT IN HIGH-
TECH SECTORS AND AMONGST
SMALL FIRMS.

331 Although Aizenman and Marion (2004) highlight that volatility can increase the likelihood of horizontal FDI taking place, that analysis is based on the assumption that the news underlying
the volatility could be either positive or negative. Volatility associated with largely negative news is unlikely to have this effect.
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Table 6: Impact of EU exit from the mobility of capital and production

Customs Union and Single Market

Foreign companies’ FDI
activity in the UK

UK companies’ FDI activity
abroad

Outsourcing by foreign
firms in the UK

Outsourcing by UK firms
abroad

Outsourcing by UK firms
in the UK

Customs Union only

Foreign companies’ FDI
activity in the UK

UK companies’ FDI activity
abroad

Outsourcing by foreign
firms in the UK

Outsourcing by UK firms
abroad

Outsourcing by UK firms
in the UK

Single Market only

Foreign companies’ FDI
activity in the UK

UK companies’ FDI activity
abroad

Outsourcing by foreign
firms in the UK

Outsourcing by UK firms
abroad

Outsourcing by UK firms
in the UK

Limited reduction in inward FDI in sectors covered by deal, but some concerns over lags in updating regulation and risks associated with
third party trade deals may reduce investment over time. Reduction in inward investment in sectors not covered.

Some increase in investment in the EU (at expense of the UK), particularly in sectors not covered by deal, where might also lead to a
shift in HQ activities.

Small reduction in EU firms choosing UK firms as outsourcing option, due to regulatory uncertainty, larger in sectors not covered by
deal.

Small reduction in UK firms choosing EU firms as outsourcing option, as a result of regulatory uncertainty, particularly in sectors not
covered, resulting in reduction in allocative efficiency.

Possible small increase in demand from UK firms previously using EU suppliers, but reduced allocative efficiency. Some fall in demand
from foreign MNEs based in UK and from firms facing falling exports.

Reduction in UK’s attractiveness as a base for export-platform FDI due to increased trading costs (eg need to comply with both EU

and UK regulation) will reduce FDI from outside EU. No automatic right of establishment in other EU countries will discourage inward
investment by non-EU service sector firms. Inward investment from EU financial services firms more likely to be in the form of branches
rather than subsidiaries to simplify regulation. Significant reduction in inward investment in sectors not covered.

Some increase in investment in the EU (at expense of the UK), particularly in service sectors and sectors not covered by deal, where
might also lead to a shift in HQ activities.

Small reduction in EU firms choosing UK firms as outsourcing option, because differing regulations in EU and UK will raise compliance
costs for UK firms and reduce their cost effectiveness. Larger in sectors not covered by deal.

Some reduction in UK firms choosing EU firms as outsourcing option, as a result of increased trade costs, particularly in sectors not
covered, resulting in reduction in allocative efficiency.

Possible increase in demand from UK firms previously using EU suppliers, but reduced allocative efficiency. Some fall in demand from
foreign MNEs based in UK and from firms facing falling exports.

Reduction in UK’s attractiveness as a base for export-platform FDI because of increased trading costs (eg Rules of Origin regulations)
will reduce FDI from outside EU. Will also discourage vertical integration from EU firms. Significant reduction in inward investment in
sectors not covered.

Some increase in investment in the EU (at expense of the UK), particularly in sectors not covered by deal, where might also lead to a
shift in HQ activities.

Some reduction in EU firms choosing UK firms as outsourcing option, due to increased trade costs, particularly in sectors not covered
by deal.

Some reduction in UK firms choosing EU firms as outsourcing option, as a result of increased trade costs, particularly in sectors not
covered, resulting in reduction in allocative efficiency.

Possible increase in demand from UK firms previously using EU suppliers, but reduced allocative efficiency. Some fall in demand from
foreign MNEs based in UK and from firms facing falling exports.
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Free Trade Agreement

Foreign companies’ FDI Significant reduction in inwards investment in the UK in sectors not covered by the trade agreement, particularly from outside the

activity in the UK EU where motive is export-platform FDI. More generally, negative impact from need to comply with Rules of Origin regulation and
additional UK regulation where motive is to sell to UK and EU

UK companies’ FDI activity Some increase in investment in the EU (at expense of the UK), particularly in service sectors and sectors not covered by deal, where

abroad might also lead to a shift in HQ activities.

Outsourcing by foreign Reduction in EU firms choosing UK firms as outsourcing option, particularly in sectors not covered by deal.

firms in the UK

Outsourcing by UK firms Reduction in UK firms choosing EU firms as outsourcing option, particularly in sectors not covered, resulting in reduction in allocative

abroad efficiency.

Outsourcing by UK firms Possible increase in demand from UK firms previously using EU suppliers, but reduced allocative efficiency. Fall in demand from foreign

in the UK MNEs based in UK and from firms facing falling exports.

No preferential trade agreement

Foreign companies’ FDI Significant reduction in inwards investment in the UK, particularly from outside the EU where motive is export-platform FDI

activity in the UK

UK companies’ FDI activity Significant reduction in UK investment where EU is a significant market. Will reduce significantly the likelihood that UK is choice of HQ.
abroad

Outsourcing by foreign Significant reduction in EU firms choosing UK firms as outsourcing option.

firms in the UK

Outsourcing by UK firms Significant reduction in UK firms choosing EU firms as outsourcing option, resulting in reduction in allocative efficiency.
abroad
Outsourcing by UK firms Possible increase in demand from UK firms previously using EU suppliers, but reduced allocative efficiency. Fall in demand from foreign
in the UK MNEs based in UK and from firms facing falling exports.
Note: Expected impact based on what drives firms’ activities. Source: Analytically Driven Ltd.
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7.0 BEYOND NATIONAL BORDERS
PART lll: LABOUR MOBILITY

While it can be very unpopular in recipient countries,
immigration is by far and away the most powerful
mechanism for improving economic outcomes at a
global level. A recent survey shows that existing studies
put the benefits of: eliminating all barriers to capital
flows at between 1.7% and 0.1% of world GDP;
eliminating barriers to merchandise trade at between
4.1% and 0.3% of world GDP; and, in the case of
emigration, eliminating all barriers to labour mobility

at between 147.3% and 67% of world GDP332 The
differences are so large, that even allowing emigration
of 5% of the population of poor regions would bring
global gains that would exceed the impact of eliminating
all the policy barriers associated with merchandise trade
and all the barriers to capital flows. To put this in context,
currently 3% of the world’s population live outside their
country of birth.333

In terms of the observed outcomes of immigration for
recipient countries, it seems that the main reasons for its
unpopularity are likely to be psychological rather than
economic:

e Immigration boosts trade, by improving connections
between countries.

e Immigration improves growth prospects by increasing
the size of the labour force and leading to a one-for-
one increase in employment (at least in the OECD).

e Immigration reduces prices, by reducing costs.

e Immigration appears to have a limited impact on
the pay and employment prospects of natives, as
immigrants appear to be imperfect substitutes.
Therefore an increase in immigration reduces the
wages of immigrants, not the wages of native workers.
Immigrants also help local labour markets adjust to
shocks, as they are more mobile than native workers.

e However, immigration can shift the composition of
communities, reducing the benefits that natives feel
they receive from their neighbourhoods, schools and
workplaces.

Membership of the EU has two main effects on
immigration to the UK. On the one hand, it makes the

332 Table 1, Clemens (2011).

333 Clemens (2011).

334 The EEA covers those countries that are part of the EU's Single Market, which are
made up of EU members together with the three members of EFTA that have joined
the EEA.

UK a more attractive destination because of the impact
of market size on economic outcomes. In addition,
membership of the Single Market means that there is
free movement of people throughout the EEA.334 So
what do immigrants from the EEA look like and what
impact do they have?

e Immigrants from the EEA accounted for one-third of
UK immigration between 2000 and 2011.

e They are better educated than UK nationals, with 32%
having a degree compared to 21% of nationals, and
with far fewer being in the low education category.

¢ 78% of immigrants from the EEA who entered the UK
since 2000 had a job in 2011, compared to 70% of
natives.

e Immigrants from the EEA are typically younger than
the native population, with an average age of 32.3
years in 2011 compared to 40.8 years for the native
population. This helps counter the problems associated
with an ageing population.

e Immigrants from the EEA arriving in the UK since 2000
have contributed 34% more in fiscal terms than they
have taken out (a net contribution of £22.1 billion in
2011 terms). In contrast, between 1995 and 2011,
natives only contributed 92.6% of what they received
in transfers and benefits.33>

A reduction in immigration from the EU is therefore likely
to lead to a worsening fiscal position, a decline in skill
levels and worsening trade, output and growth.

7.1 Why is immigration
important?

The potential global benefits of emigration are
enormous, and the positive impact of reducing barriers
to labour mobility dwarf the benefits of reducing barriers
to either capital mobility or trade. A recent survey shows
that existing studies put the benefits of: eliminating all
barriers to capital flows at between 1.7% and 0.1% of
world GDP; eliminating barriers to merchandise trade at
between 4.1% and 0.3% of world GDP; and, in the case

335 Statistics on the profile of immigrants relative to the UK population come from
Dustmann and Frattini (2013).
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of emigration, eliminating all barriers to labour mobility
at between 147.3% and 67% of world GDP33¢ The
differences are so large, that even allowing emigration

of 5% of the population of poor regions would bring
global gains that would exceed the impact of eliminating
all the policy barriers associated with merchandise trade
and all the barriers to capital flows. To put this in context,
currently 3% of the world’s population live outside their
country of birth.337

Despite the huge potential benefits, emigration remains
controversial, particularly in recipient countries. One of
the reasons for this is that a large chunk of the benefits
of emigration flow to the emigrants themselves, with
smaller benefits flowing to the country of origin and the
recipient countries. In the case of recipient countries,
there are also large political sensitivities, based on fears
(justified or not) that immigration will act to reduce
wages, as well as potentially increase unemployment
amongst native workers — fears that are particularly
acute amongst low-skilled workers. While it would be
easy to imagine similar potential outcomes, for example,
from moves to encourage greater female participation
in the labour force, or to encourage inward migration
between regions in the face of local shocks, these are
an uncontroversial part of the policy agenda.338 The
difference is possibly that natives (including female
natives) get to vote, while immigrants do not.

In the case of the UK, up until the early 1990s there was
relatively little immigration. Since then, however, the
immigrant population has grown substantially — from
around 4.8 million in 1995 to 9 million in 2011. This

is at a time when the native population has remained
relatively constant at about 52 million. However,
although a lot of emphasis has been placed on the
impact of migrants from the EU (and the wider European
Economic Area countries, who are also part of the EU
Single Market), following the accession of East European
countries, in practice since 2000 immigration from non-
EEA countries has been twice as large as immigration
from EEA countries (2.9 million compared to 1.5 million
from the EEA).339

336 Table 1, Clemens (2011).
337 Clemens (2011).

338 The evidence reviewed in Clemens (2011) does suggest that female participation
in the labour force can modestly lower men’s wages and regional migration can
modestly lower wages at the destination.
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Of course immigration is not just a one way street

—in 2010 there were 4.7 million British expats living
worldwide, of which 1.4 million were resident in the
EU. In most cases the stock of British immigrants in an
EU country and the stock of immigrants in the UK from
that country are roughly in balance. The two exceptions
are Poland and Spain. In the case of Poland, there are
roughly half a million more Poles living in the UK than
Brits living in Poland. In the case of Spain it is the other
way round, with over 340,000 more Brits living in Spain
than Spaniards in the UK.340

The impact of immigration for the recipient country will
partly depend on factors such as the age and educational
achievements of migrants. So what do UK immigrants
look like?

e Overall, the immigrant population, particularly from
EEA countries, is younger than the native population.
The average age of the native population increased
from 38.2 in 1995 to 40.8 in 2011. Over the same
period, the average age of non-EEA immigrants
remained constant at around 32-34 years, and the
average age of EEA immigrants fell from 36.3 to

32.3 years.

A higher proportion of the immigrant population

is educated to at least degree level. In 2011 the
percentage of natives with degrees stood at 21%,
while 32% of EEA immigrants had degrees and 38%
of non-EEA immigrants.

There is a smaller proportion of people in the low
education category (those who left full-time education
before the age of 17), with one in two natives falling
into this category, one in five EEA immigrants and one
in four non-EEA immigrants in 2011.

In 2011 employment rates amongst natives stood at
70%, compared to 62% for non-EEA immigrants.
However, EEA immigrants had much higher
employment rates, 75% in total and 78% for EEA
immigrants who arrived in the country after 2000.
One reason for the lower rates of employment
amongst non-EEA immigrants may be that they

have more children and therefore more child care
responsibilities. In 2011 there were 38 children for

339 Dustmann and Frattini (2013).
340 The Regent’s Report (2013).
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every 100 non-EEA immigrant adults, compared to 26
children for every 100 native adults and 27 children for
every 100 EEA immigrant adults.3*!

Given these facts, this section looks at the evidence on
the impact of immigration on recipient countries, before
considering what roles governments and the EU play,

as well as what the impact of EU withdrawal would

be. While the past may not be a guide to the future,

in practice, the evidence suggests that the effects of
immigration on recipient countries are mostly beneficial,
and that concerns about falling wages and rising
unemployment are not supported by the data.

7.2 What does the evidence
say about the relative costs
and benefits of immigration?

From an economic perspective, immigration could
potentially impact growth, trade, fiscal outcomes,
unemployment, wages and inequality in recipient
countries. This section therefore looks at what the
evidence says about each of these. In each case, on
balance the impacts appear to be either limited or
positive in practice. Why, therefore, is immigration so
controversial? One possibility is its impact on cultural
coherence, so the final part of this section looks at the
evidence on cultural issues.

7.2.1 Impact on trade

Overall, immigration appears to have a positive

impact on trade. For example, in the case of Spain
analysis suggests that a 10% increase in an immigrant
community from a given country increases exports to
that country by between 0.5 and 1%. This increase
appears to be a result of more transactions, rather than
more valuable transactions, so could be explained, for
example, by: new trade partners in that country; firms
starting to export to that country for the first time; or the
export of new products.342

341 Statistics on the profile of UK immigrants come from Dustmann and Frattini (2013).

342 peri and Requena (2010), based on trade from Spanish Provinces with the 77
trading partners that account for almost 100% of immigration into Spain.

The positive impact of immigration on trade is
particularly true where migrants end up in positions such
as business directors or managers, as individuals engaged
in business networking type work generate over ten
times the value of trade than average migrants. This
impact is particularly important where migrants come
from culturally distant countries, such as countries with a
different legal system.343

7.2.2 Impact on growth

As one of the key long-run determinants of economic
growth is the size of the labour supply, immigration can
help boost long-term growth. In practice, as with trade,
immigration has a positive impact on growth. Estimates
suggest that a one percentage point increase in the share
of immigrants in the total population increases income
per person by about 6%. This effect appears to mainly
operate through increased total factor productivity.
However, increased diversity in the immigrant population
(measured by the number of countries that immigrants
come from) also has a positive effect on income per
person, so there may also be an influence from boosting
differentiated skills in the labour force. In addition,
immigration also appears to increase innovation
activity.344

7.2.3 Impact on productivity

One of the questions that arises when people look at the
pay differentials between poor and rich countries, is do
these differences reflect the people, or the location? If
the differences reflect the people, then you would expect
immigrants from poor regions to have much lower
productivity than native workers in rich countries, and
that this will drive the wage differentials. An alternative
possibility is that it is the location itself which determines
productivity, in which case even free movement of goods
and capital will not achieve global equalisation of wages.

One way to assess this question is to look at the
outcomes for migrants, relative to workers in their
country of origin. Given that migrants typically see a

343 Aleksynska and Peri (2012), based on trade and migration flows for the OECD in
2000. The impact of a migrant's occupation is more successful at explaining trade
flows than their education level.

344 Ortega and Peri (2014).
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significant uplift in their wages, this could be a result
either of their new location, or of self-selection, whereby
more productive workers are those that migrate. Analysis
of this issue finds that differences in earnings across
international borders cannot be accounted for by self-
selection amongst migrants.34>

Analysis of the impact of immigration in the OECD
suggests that investment tends to respond rapidly to
immigration and that in general there is no reduction

in total factor productivity (which would be expected if
immigrants were less productive). Combined with a one-
on-one increase in employment as a result of migration,
the results imply that immigration increases total GDP34°

7.2.4 Impact on natives’ pay and
employment prospects

The impact of immigration on the pay and employment
prospects of native workers, in part depends on whether
immigrant workers are:

e substitutes for natives, in which case, because they
compete directly for the same roles, an increase in
immigrants would either reduce employment amongst
native workers, reduce their wages, or both; or

e complementary to native workers, in which case an
extra supply of immigrants is likely to improve the job
prospects of native workers.

In general the evidence suggests that immigrants tend
to be imperfect substitutes for native workers, so that
the impact of increased immigration is to put downward
pressure on the wages of other immigrants, rather than
on native workers. For example, in the UK immigration
has mostly acted to reduce the wages of university
educated immigrants, rather than native workers.34’

More generally within Europe (including the UK),
immigration appears to cause an increase in the
likelihood that native workers will upgrade their
occupation to one associated with higher skills and

345 Clemens (2011).

346 Ortega and Peri (2009).

347 Manacorda, Manning and Wadsworth (2012). Card (2009) and Ottaviano and
Peri (2012) both find similar effects in the US, where immigrants and natives are
imperfect substitutes, particularly within education groups.

348 Results based on analysis following outcomes for individual workers in Austria,
Belgium, Denmark, Finland, France, Greece, Ireland, Netherlands, Spain, Portugal
and the UK over the period 1995 to 2001. Cattaneo, Fiorio and Peri (2013).
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better pay within two to four years of immigration taking
place, or to increase their self-employment activity, rather
than to cause an increase in the likelihood that native
workers leave employment or move region. On average
the impact on the pay of natives is close to zero or mildly
positive, suggesting that immigrants are complements
rather than substitutes for native workers, even in the
case of workers with low education.348

Furthermore, the evidence for the OECD suggests

that immigration increases employment one-for-one,
indicating that there is no crowding out of native
workers.34? There is also evidence, at least in the US, that
employment of immigrants raises the employment of
natives in US firms.3>0

Finally, the fact that immigrants tend to be more mobile
means that the presence of immigrant workers can help
economies adjust more easily in the case of shocks.

For example, in the case of the US during the Great
Recession, the population of Mexican-born men fell

by 7.6 percentage points more than average in those
cities with a ten percentage point larger than average
decline in employment between 2006 and 2010, even
though there was no appreciable shift in the population
of low-skilled native men in those areas. This fall in the
number of Mexican immigrants reduced the impact of
the aggregate demand shock on the employment of
low-skilled natives by 40%.3°1

7.2.5 Impact on prices

Evidence from the US suggests that one of the effects
of immigration can be a reduction in the price of non-
traded services, such as housekeeping and gardening,
with a 10% increase in the share of low-skilled
immigrants in the labour force reducing the price of
these types of services by 2%. The main channel for

this reduction in prices appears to be a reduction in

the wages of low-skilled immigrants. However, there is
limited impact on the wages of low-skilled natives, again

349 Ortega and Peri (2009), based on a sample of 14 OECD countries over the period
1980-2005.

350 Ottaviano, Peri and Wright (2013). Kerr, Kerr and Lincoln (2013) also find similar
results for skilled workers.

351 Cadena and Kovak (2013).
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suggesting that natives and immigrants are imperfect
substitutes.3>2

Evidence also suggests that migration has reduced
inflationary pressure in the UK, meaning that
immigration has had a positive effect on real wages.3>3

7.2.6 Impact on inequality

The fear is often that immigration will increase income
inequality, primarily by reducing the pay of low-skilled
workers. As has been seen above, if anything the impact
of immigration on native wages appears to be positive.
Looking at the results for Western Europe, immigration
has had a positive impact on average wages and in
general has reduced the wage inequality of non-movers.
In contrast, emigration from West European countries
has had the opposite effect, leading to a decrease in

the average wage and a worsening in wage inequality
amongst non-movers.3>4

7.2.7 Fiscal impact

One of the concerns often raised about immigrants is the
burden they place on tax payers, for example by claiming
benefits. In practice, there are several features of
immigration that can help to offset costs of this nature:

e Immigrants typically arrive after they have received
an education in their home country, so the costs of
educating the work force in a country with immigration
are lower than if all the workers are native. This is
particularly true where (as in the UK), immigrants are
on average better educated than the native population.

¢ Immigrants can help compensate for an ageing native
population, as they tend to be younger. Furthermore,
they often return home in later life, reducing the
impact on the health care system, for example, as a
result of ageing.

e Tax paying immigrants help spread the cost of public
expenditures which are non-congestible, such as
defence spending — in other words government

352 Cortes (2008).

353 Blanchflower and Shadforth (2009).
354 Docquier, Ozden, and Peri (2010).
355 Dustmann and Frattini (2013).

spending where the cost does not rise with the
population. In the case of the UK, this type of public
spending accounts for around 23% of the total.3>>

Of course, it might still be the case that the fiscal costs
of immigration outweighed the benefits. In practice,
however, in the UK the impact of immigration on fiscal
outcomes has been positive, rather than negative,

at least for EEA immigrants and recent non-EEA
immigrants.3>%

e Overall between 1995 and 2011 EEA immigrants made
a positive net fiscal contribution of £8.8 billion (in 2011
terms), so that EEA immigrants on average contributed
4% more to the fiscal system than they received in
transfers and benefits.

The picture is even more positive for recent EEA
migrants — those arriving since 2000 have contributed
34% more than they took out, a net fiscal contribution
of £22.1 billion (in 2011 terms).

Non-EEA immigrants, however, made a negative
contribution overall between 1995 and 2011 (partly
because of higher education costs associated with
more children), contributing only 86.4% of what they
received in transfers and benefits. However, this is only
slightly worse than the situation for natives, who on
average contributed only 92.6% of what they received
in transfers and benefits.

However, recent non-EEA immigrants have also made
a positive contribution, as those arriving after 2000
contributed on average 1.9% more than they received
in transfers and benefits.

Overall, recent immigrants are 45% less likely to receive
state benefits or tax credits than natives. Even allowing
for differences in age and gender, immigrants are still
21% less likely to receive benefits than natives. While
EEA immigrants are even less likely to receive benefits
than non-EEA immigrants, both groups still receive
significantly lower benefits.3>7

356 This positive impact on fiscal outcomes is consistent with evidence from the US at a
Federal level, see the discussion in Clemens (2011).

357 Figures on UK fiscal outcomes as a result of immigration are from Dustmann and
Frattini (2013).
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7.2.8 Impact on communities

The modest and often positive economic impacts
from immigration clearly do not explain the depth of
anti-immigration sentiment in recipient countries, and
concerns in the UK are often particularly high.3>8

One explanation for this is the impact of immigration
on the composition of communities and the benefits
that natives get from their neighbourhoods, schools
and workplaces. Compositional concerns are two to
five times more important than concerns over wages
in explaining individual attitudes to immigration. These
concerns are particularly apparent among people with
lower education.?>°

Concerns may also reflect factors such as worries over
congestion, with more people fighting for the same
level of resources. Depending on people’s preferences,
increased congestion might offset the positive impact of
immigration on wages and prices, particularly as it will
be harder for people to detect an immediate causal link
between the latter, but much easier for the former.

7.3 What role do
governments play in
Immigration?

Governments play two roles in immigration: they set the
rules of the game; and they help determine the mood
music associated with immigration at a national level.

The rules of the game are clearly an important factor

in determining the level of immigration into a country.
Analysis finds that tightening laws regulating immigrant
entry brings about a rapid and significant reduction

in immigrant flows.30 In the case of EU members,

their ability to tighten immigration rules is confined to
immigrants from non-EEA member states.36" In the case
of the UK, non-EEA immigrants account for around two
thirds of the total.

358 Clemens (2011) quotes an international poll where participants are asked if there
are too many immigrants. 59% of people in the UK agreed, compared to 37% in
the US, 33% in France and 27% in Germany.

359 Card, Dustmann and Preston (2012).

360 Ortega and Peri (2013 and 2009).
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However, governments also play an important role in
determining how socially acceptable immigration is, and
can act as a counterbalance to concerns within the native
population by making the overall costs and benefits

of immigration clear.362 This is important, but often
politically difficult. The problem is often that the benefits
are widely dispersed, but the costs (such as congestion)
can be location specific. In those cases, government,
including local government, has an important role in
trying to alleviate problems by improving local outcomes,
rather than by restricting immigration as a whole.

This is particularly true to the extent that the evidence
suggests that immigration is on balance beneficial for
the economy (as the evidence reviewed here suggests),
as failure to act to counterbalance concerns risks
undermining the economy. For example business leaders
often express concerns that restricting immigration

will negatively impact their business, particularly where
restrictions are placed on the migration of skilled
workers.

361 Countries that are part of the EEA, like Norway, are also part of the EU’s Single
Market, meaning that workers from these countries also have a right to seek
employment in all EU and EEA countries.

362 The evidence suggests that a fairness based approach to addressing questions on
immigration is likely to be more effective than a simple cost-benefit approach to
communication. See the discussion in IPPR (2014).



7.0 BEYOND NATIONAL BORDERS PART Ill: LABOUR MOBILITY ‘ m

7.4 What impact does the EU
have on immigration?

As part of the EU’s Single Market, all EU workers have
the right to work in any EU country, including the right
to travel to that country to seek work.33 Therefore, at
a very fundamental level EU membership restricts the
ability of UK governments to control immigration flows.

However, it is important to remember the impact that
EU immigration has in practice. Immigrants from the

EU are younger, better educated and have higher work
rates than their UK counterparts. Furthermore, unlike
the native population, they actually make a positive
average contribution to the UK's fiscal position. While
the impact of any increase in immigration from Bulgaria
and Romania remains uncertain, the costs associated
with migration (such as travel costs, language difficulties
and loss of family support networks) suggest that

flows could be less than media concerns suggest, and
that on balance those migrating are more likely to be
better educated and wealthier. Furthermore, in practice,
immigration from EEA countries only accounts for a third
of the UK total, and EU membership only has a limited
impact on the UK’s ability to control immigration from
outside the EEA.

7.5 What will be the impact
of leaving the EU on
Immigration?

The impact of EU exit on immigration policy will depend
ultimately on what alternative framework for relations
with the EU is chosen.

e If the policy framework chosen includes membership of

the Single Market, then the UK will not be able to alter
its immigration policy for EEA and EU nationals.

e Under all the other options, the UK will have the
option of amending its immigration policy covering EU
nationals. At the same time the EU is likely to review its
immigration policy for UK nationals.

What would happen if the UK and the EU decided to
tighten restriction on immigration between them?

e Some UK nationals would be forced to move from the
EU country they are currently residing in (unless they
already have residency). This is likely to particularly
affect UK migrants to Spain, many of whom
(anecdotally) have chosen Spain as a retirement venue.
This is likely to increase pressure on the NHS, as it will
increase the old age dependency ratio.

There will be an outflow of EU immigrants from the
UK, reducing growth; making it harder to establish
trade ties with EU countries; and leading to a
deterioration in the UK's fiscal position.

The deterioration in the UK’s fiscal position would be
exacerbated by an increase in the old-age dependency
ratio, as EEA immigrants are typically younger than the
native population.

There will be no increase in employment within the
native population, as immigrant jobs are unlikely to be
filled by natives. Indeed the bigger risk is a reduction
in employment (given immigrants are complements,
rather than substitutes).

Similarly, the fact that immigrants are imperfect
substitutes for UK nationals means that it is unlikely
that wages will rise, even though the labour supply has
fallen.

Inability to access skilled workers from different
national groups may lead firms to review their location
decisions, particularly where they already operate from
other locations within the EU.

363 The transitional arrangements which restricted the movement of workers from Bulgaria and Romania ended on 1 January, 2014.
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8.0 WHAT DRIVES PEOPLE’S WELLBEING?

So far, this report has concentrated on the impact of EU
membership, and the possible alternatives, on outcomes
for firms and workers. However, EU membership not only
influences outcomes for firms and jobs, it also influences
broader outcomes for people. This section therefore
looks at wellbeing. Measures of wellbeing move away
from simply measuring an economy’s performance in
terms of output (GDP), towards measures that assess
how an economy is performing from the perspective

of the people in it.3%* This section therefore compares
the predictions from economics to estimates of what
drives subjective measures of wellbeing and happiness.
Given these findings, the report then explores how
governments influence outcomes, what impact the EU

is likely to have, and whether leaving the EU would be
better for people’s wellbeing.

Wellbeing can be measured in several ways, using either
economic based measures, or by asking people how they
feel.

e From an economic perspective, wellbeing will depend
on the level of consumption enjoyed (of both goods
and leisure), the number of varieties consumed, and
people’s ability to smooth consumption over time. In
the case of consumption smoothing, both the welfare
state and the finance sector play an important role.

¢ In the case of more subjective measures of wellbeing,
economic factors such as unemployment, job security,
concerns over your ability to get another job and
levels of entrepreneurship all play a significant role. In
addition relative (rather than absolute) income levels
appear to be very important.

This suggests that there is likely to be a significant
deterioration in wellbeing in the event of an EU exit,
because of its negative impact on the economic
situation.

In the case of subjective measures of wellbeing, however,
there are likely to be two mitigating factors. Firstly,
habituation bias implies that as people become used

to the deterioration in their circumstances, they start

to ignore it in their response to how happy they are.
Secondly, if the motivation for voting to leave the EU is

political and psychological, rather than economic, then
there is likely to be a positive response amongst those
voters that voted to exit.

8.1 What do economists’
models predict drives
people’s wellbeing

Although the exact form of any model depends on the
question it is designed to answer, economic models
typically embed the idea that agents seek to maximise
their utility subject to constraints. In layman’s terms,
people enjoy consumption and leisure, so want to do
as much as possible of both, but they need to use some
of their time to work to pay for it. This trade-off will
influence how much time for leisure they have, relative
to the amount they can consume.

Such models often include a love-of-variety motive,
reflecting observed behaviour. People tend to consume
more varieties as they get richer, and firms find it
beneficial to invest in producing different varieties of
the goods other firms also produce. For example, as the
analysis of the trade literature shows, the number of
imported varieties consumed in the US rose by a factor
of three between 1972 and 2001. The result was a 28%
decline in the variety-adjusted import price index and a
2.6% increase in GDP in the US as a result.36°

Underpinning economic models therefore is the idea that
people care about living standards. As such, anything
that improves real wages (either by increasing nominal
wages or reducing prices) will tend to improve people’s
welfare. They will either be able to consume more goods
and services, or they can consume more leisure (while
still consuming as much as they did before). At a macro
level, this implies that government policy should focus on
policy goals like reducing inflation; supporting incomes,
for example by boosting output and employment; or
ensuring that people are well educated, to help them
obtain higher wages.

The models, as described above, focus on the short-run
trade-off between consumption and leisure. Moving

364 This is one reason why the LSE Growth Commission recommend publishing median household income, as well as GDP. LSE Growth Commission (2013).

365 See Broda and Weinstein (2006).
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beyond that, it is important to realise that people’s living
standards also depend on the extent to which they

are able to smooth their consumption (including their
consumption of leisure) over time.3%® Here governments
and the financial sector play an important role. For
example:

¢ Debt allows people to purchase things today, and to
pay for them over time. Typically the assumption is that
people’s incomes rise over time, allowing them to pay
for their current consumption with future income. Debt
is particularly important for large purchases such as
cars, or houses.

e Insurance, either in the form of policies held
with the insurance sector, or in the form of the
government’s welfare system, allows people to
smooth their consumption by overcoming the negative
consequences of a bad shock for consumption. For
example, home insurance can help homeowners
rebuild or repair their houses after fire or flood.
Without that help, most people would struggle
to meet the costs, forcing them to significantly
downgrade their consumption of housing following
the shock. Similarly government benefits can help
cushion people from negative income shocks following
redundancy or illness. Here people can also choose to
buy additional insurance from the private sector to top
up state benefits.

Pensions (either from the government, the insurance
sector, or employers) are another important way of
allowing people to smooth their consumption over
time, by providing an income in retirement.

Saving vehicles, such as ISAs, saving bonds and

bank accounts also allow people to smooth their
consumption over time, for example by helping them
create a rainy day fund, or save for a special treat.

366 Intertemporal considerations are also important for government fiscal policy. For
example, a fiscal deficit today implies some form of taxation tomorrow, either in
the form of explicit taxation, or in the form of inflation, which in this context can be
thought of as a tax on savers. This does not imply that running a deficit is the wrong
solution in all circumstance, just that it does imply that governments need to look
beyond the current period when making decisions, to assess their impact over time.

367 Oswald and Blanchflower (2011).

368 See the discussion in Blanchflower (2009b), for a description of some alternative

measures of wellbeing, such as National Time Accounting, or the U-index.

369 The other top 5 countries in 2007 were Ireland, Switzerland, Mexico and the
US. These results cannot account for income (because income is not reported).

8.2 What drives subjective
measures of happiness and
wellbeing

While the focus on living standards is helpful in the
context of macroeconomic policy, in practice, of course,
things are more complex than that. Despite the fact

that incomes and living standards have been rising over
time, subjective measures of people’s happiness and
wellbeing do not seem to have improved. For example,
the percentage of people in the US describing themselves
as very happy was the same in 2008 as it was in 1972,

at 30%, despite a large increase in real incomes over
that period.3¢7 For this reason, governments have

started looking at subjective measures of wellbeing

and happiness, to help them understand what drives
happiness and to provide an alternative to national
output as a way of measuring how countries are
performing.3%8 Here the UK performs relatively well. In

a study of 33 countries based on a 2007 poll, the UK
comes in the top five countries on reported happiness
levels once other explanatory factors are accounted for.36°

Although the results of the happiness literature are

still at the stage of establishing correlation, rather than
causation, the results suggest some interesting outcomes
that could be used to inform government policy
priorities.

The first question, of course, is are economists wrong
to focus on income, given that rising living standards
have not been matched by rising happiness? Here the
answer is no, income matters a lot for happiness. For
example in the US, having an income of $100,000 a
year is equivalent to adding 0.246 happiness points (out
of a maximum score of 3).37% The issue here appears to
be that while income matters a lot, it is income relative
to other people around you that matters, rather than

Therefore, the impact of income has probably been proxied by the education
variable. In estimates looking just at European countries where income is included
the UK has higher reported levels of happiness than say Germany, but does not
feature in the Top 5. See Table 4 and 5 in Oswald and Blanchflower (2011).

370 See the analysis in Oswald and Blanchflower (2011), based on data from 48,000
people in the General Social Surveys of the United States, who are asked to rate
their happiness on a scale of “very happy”, “pretty happy” or “not too happy”.
The analysis is done using a cardinal scale (where a very happy response is given a
score of 3, pretty happy is scored as 2 and a not too happy response has a score of
1). Although theoretically using an ordinal estimator would be better, in practice the
differences between the results found using the two approaches is limited and the
cardinal scale is easier to interpret.
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improvements in income over time. The importance of
relative incomes can be seen in an experiment involving
University of Californian employees involving a random
set of employees being informed about a website that
listed the pay of all University employees and a survey
of job satisfaction covering all employees. Workers
with below median salary levels (who knew about

the website) reported lower pay and job satisfaction
and a significant increase in the likelihood of looking
for a new job. Above median earners, however, were
unaffected.3”! This suggests these effects may be non-
linear, with the benefits of being further up the pecking
order being smaller than the costs of being further
down, which would be consistent with loss aversion.372

So what else matters for how happy people feel?
¢ Women tend to be happier than men.373

® Being married (or to a lesser extent living as married)
improves people’s happiness, and being separated,
divorced or widowed reduces happiness.3’4 In Europe,
being married has an equivalent impact on happiness
to a €35,100 increase in income.3”° These effects are
strongest in men.

¢ Being unemployed, particularly long-term unemployed
leads to a significant reduction in people’s happiness.
For example, in Europe, being unemployed for over 12
months has a similar impact on happiness to a drop
in income of over €45,000, while being unemployed
for less than 12 months has an equivalent impact to a
drop in income of almost €38,000.376

e Job insecurity and thinking that you would find it hard
to get another job are associated with lower levels of
job satisfaction, with the impact of concerns about
being able to find another job being almost five times
as large as concerns over job security.3””

e The negative impact of being disabled is roughly
1.6 times the size of the impact of being long-term
unemployed, based on European data.3”®

371 Card et al (2012). Penn (2009) also finds that there are nonlinearities in people’s
reported measures of financial security, with moving from an income of $50-75k
to an income over $75k having limited additional impact on self-reported financial
security.

372 See Kahneman (2011) for a discussion of the impact of loss aversion.

373 Oswald and Blanchflower (2011).

374 Oswald and Blanchflower (2011).

375 Calculated from the coefficients in the final column of Table 4 in Oswald and
Blanchflower (2011).

376 Calculated from the coefficients in the final column of Table 4 in Oswald and
Blanchflower (2011).
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¢ Spending longer in education is associated with greater
happiness.37°

¢ Over and above the impact of personal relative
income, the existence of permanent aggregate income
inequality reduces subjective wellbeing wherever
people are in the income distribution.38%

e Mental health is also very important, and has lasting
effects. For example, in the UK mental health eight
years earlier appears to be four times more important
for predicting whether people are unhappy than the
current level of family income. 38

e Although there has been less analysis done on the
impact on subjective wellbeing of aspects of personal
finances beyond unemployment and income, the
work that has been done suggests that these may be
important. For example, home ownership doubles
the likelihood that people describe themselves as very
secure when asked about financial wellbeing.3#?

Creativity and innovation also seem to be associated
with positive outcomes for wellbeing, as those who
work in creative environments, or who self-report
themselves as being creative, also report higher levels
of subjective wellbeing.383

Modern management techniques, such as high
involvement management, are also positively
associated with employees’ subjective wellbeing (not
to mention fewer feelings of tiredness at work and
fewer workplace accidents). However, they also seem
to be associated with employees having more short
absence spells, possibly because such systems are more
demanding, but also because employees may feel that
others will be better able to cover for them in this type
of firm, because these management techniques tend
to produce multi-skilled workforces. This is confirmed
by the fact that there is no difference in long-term
absence rates.384

377 Calculated from the final column of Table 7 in Oswald and Blanchflower (2011).

378 Calculated from the coefficients in the final column of Table 4 in Oswald and
Blanchflower (2011).

379 Oswald and Blanchflower (2011). In some cases education appears to be proxying
for income effects, as, for analysis of some surveys, adding income means that the
effect of education becomes insignificant.

380 Cooper, McCausland and Theodossiou (2013).

381 Layard (2011).

382 Penn (2009), based on a sample from a city in the American Southwest.

383 Dolan and Metcalfe (2012).

384 Bryson (2011). Analysis based on analysis of employees in Finland.
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e Levels of entrepreneurship also appear to have a
positive impact on countries’ wellbeing. Opportunistic
entrepreneurship (as opposed to entrepreneurship
undertaken because of necessity) is associated with
positive wellbeing. Furthermore, there is a virtuous
circle, as higher levels of national wellbeing seem to be
associated with more opportunity entrepreneurship.38

Finally, a note of caution on interpreting measures of
subjective wellbeing — they seem to suffer from both
habituation and projection bias. In other words, people
do not react to long-term changes (because they become
used to their new situation over time), but over react to
short run changes (for example by buying more food
when they shop when hungry). This causes problems
when assessing the importance of issues like air quality,
as the current day’s air quality affects happiness, but the
local annual average does not.3%6

8.3 How can governments
influence wellbeing?

Many of the priorities suggested by economic models
and subjective measures of happiness are largely
complementary. For example, the focus in economic
models on consumption and smoothing consumption
over time resonate with the importance of income,
financial security and avoiding negative shocks in analysis
of subjective models of happiness. However, some issues
that are important for subjective wellbeing, such as
reducing income inequality, suggest more of an emphasis
on redistributive policies.38”

8.3.1 The welfare state

The welfare state plays an important role in both
economic models and subjective models of wellbeing.
For example, in economic models the importance

of consumption smoothing means that there is a

role for governments in smoothing the impact of
negative income shocks (such as those associated with
unemployment or ill-health). However, the emphasis

385 Naudé, Amorés, and Cristi (2013).
386 Levinson (2013).

on welfare policies is likely to be larger under a policy
regime geared to improving subjective measures of
wellbeing because of: the importance of relative, rather
than absolute income levels for reported wellbeing;

the gradual reduction in the scale of improvements

in reported wellbeing as you move up the income
distribution; and the fact that income inequality has a
negative impact on reported wellbeing for the whole
population, even those on high incomes.

This is not to say that a tax policy that penalised high
earners would necessarily improve happiness. For
example, entrepreneurship and self-employment are
important for happiness, and entrepreneurship is often
associated with a motive of increasing personal income.
In the case of entrepreneurship, happiness promotes
entrepreneurship and entrepreneurship promotes
happiness. Therefore tax policies that discouraged
entrepreneurial activity would probably reduce happiness
more generally.

The key therefore will be finding the right balance,
between reducing income inequality and promoting
entrepreneurial activity.

8.3.2 Education

Education policy also has an important role to play

in promoting happiness, because years in education
appears to be positively correlated with subjective
measures of happiness; education is associated with
higher personal income; education improves people’s
likelihood of getting a new job if they become
unemployed; and a better educated population is
associated with stronger economic growth.

8.3.3 Health

Access to healthcare is an important determinant of
happiness. For example, in the US, inability to see

a doctor in the previous year because of cost is a
substantial cause of unhappiness, even for those on high
income.3%8

387 While the results reported on subjective wellbeing are based on correlation, not
causation, overall they suggest that inequality is likely to be bad for wellbeing, both
for those at the bottom of the income distribution, and also for those at the top.

388 Blanchflower (2009a).
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Mental health has a particularly important role to play in
improving happiness and yet although one in six adults
would be diagnosed as suffering from clinical depression,
or anxiety disorders, only around 25% get treatment.
This suggests that this is one area where governments
could improve. Analysis suggests, for example, that

if cognitive behavioural therapy were made generally
available, it would pay for itself through savings on
incapacity benefits and lost taxes.38°

This suggests that an important role for government
in supporting people’s happiness is by ensuring that
healthcare is accessible.

8.3.4 Employment policies

Given the negative impact of unemployment, particular
long-term unemployment on happiness, employment
policies are likely to play an important role in promoting
growth and employment. Here the trade-off will be
between providing a degree of job security for those

in work (as fears about losing your job are negatively
correlated with happiness) and helping promote a
flexible labour market that will promote job creation

(as worries about your ability to get a job also reduce
happiness). Here it may be important to differentiate
between temporary and permanent workers. Analysis

for Europe shows that easing restrictions on the use of
temporary employment, while keeping employment
protection legislation for permanent workers, can
improve the wellbeing of both temporary and permanent
workers, with the biggest positive impact for women and
the young.3%0

8.3.5 Financial regulation

The financial sector plays an important role in allowing
people to smooth their consumption over time. However,
it is also potentially a source of shocks. This suggests
that getting the balance right for financial regulation

has potentially important implications for happiness. Too
lax a regime and the result may be high and persistent
unemployment. Too stringent a regime and people,

389 Layard (2011).
390 Salvatori (2010).
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particularly those on low incomes, will struggle to access
financial products that will allow them to better manage
their consumption over their lifetime. This is likely to be
associated with lower levels of home ownership and
greater reliance on the welfare state.

8.4 What impact does the
EU have on wellbeing?

The goals associated with the EU’s Europe 2020 strategy
are goals that are likely to improve subjective wellbeing,
particularly in the case of the focus on employment,
education and social inclusion. This suggests that EU
initiatives are likely to reinforce the efforts of national
governments in this area. In addition, for several of the
important policy areas, such as health and education, the
EU’s competence is to support, supplement or coordinate
the actions of EU Member States, as EU legislation cannot
force the harmonization of national laws or regulations.

This implies that overall the EU’s objectives are likely

to be aligned to efforts by national governments to
improve subjective wellbeing. In addition, the role that

EU membership plays in promoting trade and the growth
of highly productive firms (which typically offer higher
wages) is also likely to be positive for wellbeing, especially
when measured using economic models.

However, there is one area, employment legislation,
where there is potentially a difference in emphasis
between the EU and national governments. In the case
of the UK, the government places more value on the
flexibility of the labour market, because of its role in
promoting job creation. In contrast, EU policy is more
likely to emphasize worker protection. However, worker
protection is also likely to improve subjective measures
of wellbeing, for example by reducing inequality. From
a wellbeing perspective, therefore, the question has to
be, what is the right balance between promoting job
creation and worker protection in a struggle to improve
wellbeing?
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8.5 Would the alternatives

to EU membership improve €€ THE POLITICS OF EU
wellbeing?
MEMBERSHIP ARE COMPLICATED,

As the previous sections in this report have emphasized,

leaving the EU is likely to be associated with lower |NVO LVl NG M U LTl PLE INTE REST
incomes, lower employment, higher prices and higher G RO U PS AN D C ON FLlCTl N G

unemployment. Only the degree will differ, depending

on the altern.atlive to EU memberslhip .that is chosen. OBJ ECT'VES FOR ONC E, HOWEVE R,
The economic impact of an EU exit will therefore be TH E ECONOMICS ARE C LEAR EU

associated with a fall in wellbeing, whether calculated

from an economic model or based on a subjectivg | MEMB ERSH P |S ABSOLUTE LY IN
measure of reported wellbeing. In the case of subjective TH E B EST |NTERESTS OF TH E U K

measures, however, assuming people who vote for an

EU exit view this as a positive outcome, these negative EC ONO MY NO V\/ON D E R E|G HT OUT
economic consequences may be at least partially
counterbalanced by the positive impact of voters’ OF TEN B USlN ESS LEAD E RS, AC ROSS
achieving their preferred outcome, particularly for those ALL SECTO RS, WOULD PREFER THE
not personally affected by unemployment.3°’
UK TO REMAIN A MEMBER.
From a policy perspective, the biggest change in direction
following the UK's exit from the EU is likely to be inthe ...
area of employment policy, where the UK is likely to place
more emphasis on job creation than worker protection
in setting the policy framework. However, such changes

would only be possible, if the UK were also to leave the
Single Market.

However, given the economic impact of EU exit, it is likely
that any UK government will need to re-evaluate and
scale back its priorities around the welfare state, health
and education. Falling tax revenues and a rising welfare
bill (both associated with the economic stabiliser effects
built into fiscal policy) are likely to necessitate some tough
choices, particularly as exit is likely to be associated with
lower long-term growth prospects, which would reduce
the willingness of savers (through the financial sector) to
fund government deficits.

391 Although the economic factors that are used to explain subjective measures of wellbeing are often highly significant, there still remains a large part of people’s reported
wellbeing that remains unexplained. (Technically the R? are very low). See the discussion in Oswald and Blanchflower (2011).
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9.0 CONCLUSIONS

The politics of EU membership are complicated, involving
multiple interest groups and conflicting objectives. For
once, however, the economics are clear: EU membership
is absolutely in the best interests of the UK economy.

No wonder eight out of ten business leaders, across all
sectors, would prefer the UK to remain a member. This

is not to say that the functioning of the EU could not be
improved. All organisations, large or small, could find
ways to improve their effectiveness. It is simply that,
based on what we know about how economies function,
the positives of EU membership significantly outweigh the
negatives, even in its current state.

The purpose of this report has been to review what

the economics literature reveals about the likely costs
and benefits of EU membership. Rather than to simply
review the research that focuses solely on the EU, the
approach has been a different one, namely to go back to
first principles and explore how economies function. The
benefits of this approach is that it allows us to step back
from the specifics of how a particular cost or benefit was
calculated, or how the functioning of the EU could be
improved in an individual area, and instead to focus on
the big picture.

9.1 Overview of the report

The report starts with a brief description of what the EU
is, what its priorities are, how it functions, how big it

is, and particularly what do the EU’s trade agreements
look like from a UK perspective. The latter is particularly
important for the UK. Over 60% of the UK's total goods
exports go to either EU partners or countries that the EU
has a preferential trade agreement with.

The report then assesses what the alternatives to EU
membership would be for the UK. In doing so it moves
away from the use of labels such as the Norwegian
option and instead strips the options down to their
constituent parts. As such, the paper identifies five
alternatives to EU membership, involving membership
of the Single Market, or of the Customs Union, or
both, or alternatively a Free Trade Agreement, or no

preferential trade agreement. While it is useful to

know that the EU in principle is open to a particular
type of arrangement (given its relationships with other
countries), the advantage of this approach is that it
moves away from focusing on the specifics of the deal
that Switzerland, Norway or Turkey have negotiated.
The UK would have to negotiate its own deal anyway,
which would undoubtedly differ from the specifics of any
existing deal. Therefore it is helpful to concentrate on
the logical implications of the functioning of a particular
option for the UK. As part of this assessment, the report
summarises what the implications of the different
options would be from a business perspective. As Table
2 in Section 3.6 vividly demonstrates, in every case and
across almost all dimensions, EU membership is better
for business than the alternatives would be.

The report then goes on to consider five key drivers
of economic success, namely: growth and output;
trade; outsourcing, offshoring and the activities of
multinational enterprises; immigration; and finally,
economic wellbeing. In each case the report then asks
three questions:

e How does government intervention affect outcomes?

e \What impact does EU membership have on outcomes
(relative to what governments would choose, or be
able to achieve)? and

¢ Would the alternatives to EU membership be better?

Overall, the evidence presented points to the answer
that EU membership is a key factor in the UK's economic
success and that the Single Market and the Customs
Union bring significant benefits to the UK. The reason is
that market size is very important for the incentives firms
have, as is the degree of competition in the market. The
benefits of EU membership are therefore particularly
important for large, very productive firms that trade
with other countries. The increased cost of regulation
associated with all the options for EU exit would force
these firms to cut back output, restrict trade relations
with less profitable EU destinations, reduce innovation
and reconsider their decision to locate in the UK.3%2

392 The source of this increased cost varies, depending on whether firms need to comply with two sets of product regulation in order to trade with the EU, or with Rules of Origin regulations.
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In the case of less productive firms that only serve

the domestic market, while they are likely to face less
competition at home, the increase in trade costs will
hamper efforts to expand, with fewer firms making the
transition to highly productive, world class enterprises.
Table 7 summarises the costs and benefits of EU exit
from the point of view of different interest groups within
the economy.

Of course, the relative scale of the costs and benefits
will vary depending on the exact option chosen. While
none of the options will be attractive, compared to full
membership of the EU, there are differences in how the
costs are structured:

¢ Continued membership of both the Customs
Union and the Single Market would limit the
increase in the costs of accessing EU markets, as there
would be a single set of regulations governing selling in
both the UK and EU and no Rules of Origin regulations.
However, the UK would have no influence over its
domestic regulatory environment, including regulations
covering employment legislation, as rules would be set
in the EU with no UK input. Therefore over time the
regulatory environment would become less suited to
the UK market. This would be particularly problematic
for sectors where the UK is at the cutting edge, such as
financial services. Furthermore, the static nature of the
deal would imply the need for periodic renegotiation,
or it would not allow emerging sectors the same access
as existing ones. In addition, the UK would not benefit
for future EU trade deals and would need to negotiate
separate deals with all new EU trade partners, to
prevent them from accessing UK markets through the
EU without the need to grant reciprocal access to UK
firms. The UK would not be able to negotiate separate
trade deals with third parties where the EU did not
have a deal in place.

Membership of the Single Market would imply that
the UK would continue to enjoy free movement of
goods, services, capital and labour. However, exports
to and from the EU would be subject to Rules of
Origin checks, increasing costs.?3 In addition, the UK

would have no influence over its domestic regulatory
environment, including employment regulation,

as rules would be set in the EU with no UK input.
Therefore over time the regulatory environment would
become less suited to the UK market. This would

be particularly problematic for sectors where the

UK is at the cutting edge, such as financial services.
Furthermore, the static nature of the deal would imply
the need for periodic renegotiation, or it would not
allow emerging sectors the same access as existing
ones. The UK would, however, be able to negotiate
separate trade deals with third countries, although

it would be a less attractive market than the EU, so
would probably find it harder to obtain favourable
terms.

Membership of the Customs Union would imply
that UK firms exporting to the EU (and vice versa)
would need to comply with EU as well as UK product
regulation, pushing up costs. However, there would
be no need for Rules of Origin checks, as there would
be a common external tariff. However, the UK would
not automatically benefit from EU trade deals with
third countries, which could cause problems for the
UK as those countries would have no obligation to
grant the UK the same deal as the EU, potentially
giving them favourable access to UK markets (via

the EU). Furthermore, the static nature of the deal
would imply the need for periodic renegotiation, or it
would not allow emerging sectors the same access as
existing ones. In addition, the UK would not be able to
negotiate trade deals with third countries not covered
by an existing EU deal. UK firms would not benefit
from free movement of labour or capital in the EU
and would have no automatic Right of Establishment,
which would hurt service sector firms.

A Free Trade Agreement between the UK and EU
would imply that UK firms exporting to the EU

(or importing from the EU) would face increased

costs from the need to comply with Rules of Origin
regulations and both UK and EU regulation of
products. Furthermore, the static nature of the deal

393 Estimates suggest that Rules of Origin regulations for EU preferential trade agreements increase compliance costs by 8%. See Brenton (2011), Cadot et al (2006) and the discussion in Box 2.
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Table 7: Summary of the economic impact of EU exit for different interest groups

UK firms serving
the domestic
market

UK firms with
suppliers in
the EU

UK firms that
export to the EU

UK firms that
export to the
rest of the world

UK owned MNEs

EU firms
exporting to
the UK

Firms from the
rest of the world
exporting to

the UK

Foreign owned
MNEs with UK
operations

Skilled native
workers

Unskilled native
workers

Immigrants from
the EEA

Immigrants from
the rest of the
world

UK Households

Note: Scale of impact will depend on exact option chosen.

Benefits? Costs?

Some

No

No

No

No

No

Some

No

No

Some

No

No

Some

Yes

Yes

Yes

Some

Yes

Yes

Some

Yes

Yes

Yes

Yes

Some

Yes

Causes

Reduced competition in UK market. Costs from
negative impact on rest of UK economy.

Suppliers will face increased cost of trading with
the UK.

Increased cost of trading with key market.

Increase in trade costs where EU trade deals no
longer covered.

Increased cost of regulation for UK activities.
Increased cost of inputs from EU. Rights of
Establishment removed if not in the Single Market.

Higher trade costs.

Higher trade costs for those firms based in markets
no longer covered by EU trade deals. Reduced
competition from EU rivals.

Higher costs of serving EU market (key for export-
platform FDI). Higher cost of inputs from EU and
areas covered by EU trade deals.

Fewer jobs in high productivity firms (exporters and
MNEs). Higher prices. Limited impact from reduced
immigration as imperfect substitutes.

Fewer jobs in high productivity firms (exporters

and MNEs). Higher prices. Possible reduction in
competition for jobs from immigrants, but limited as
imperfect substitutes.

Reduced access to UK market (except under a Single
Market option). UK less attractive as destination.

UK market less attractive as destination.

UK population more homogeneous. Worsening

economic position: higher prices, lower wages, fewer

jobs and fewer varieties.

Source: Analytically Driven Ltd
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Consequences

Higher prices. Reduced output. Falling tax revenue.

Higher prices. Reduction in varieties available.

Loss of export market competitiveness. Reduced output
and therefore lower productivity for UK as a whole. Lower
innovation. Falling tax revenue.

Loss of export market competitiveness. Reduced output
and therefore lower productivity for UK as a whole. Lower
innovation. Falling tax revenue.

Fall in profitability. Increase in prices. Shift in production to other
locations. Possible shift in HQ activities if EU market particularly
important. Reduction in innovation activity in UK. Falling tax
revenue.

Higher prices in UK market. Reduced market share in UK.

Higher prices in UK market both from increased costs and
reduction in competition. Reduction in varieties available.

Reduced incentive to be based in UK. Likely shift in operations
to elsewhere in EU. Higher prices in UK. Falling profitability and
output of UK subsidiaries. Falling tax revenue.

Falling real wages. Increased unemployment. Falling tax revenue.
Increased benefit payments.

Falling real wages. Increase unemployment. Falling tax revenue.
Increased benefit payments.

Falling real wages and increased unemployment for those who
stay in UK. Reduction in number of EEA immigrants. Worsening
fiscal position. UK workforce older and less educated on
average.

Highly skilled, mobile workers (particularly those working

for MNEs) likely to leave. Poorer migrants likely to remain.
Worsening fiscal position. UK workforce older and less educated
on average.

Impact on wellbeing will depend on the relative effects of
significant worsening in economic position compared to
reduction in immigrant population and increased sense of
control.
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would imply the need for periodic renegotiation, or

it would not allow emerging sectors the same access
as existing ones. However, there would be no tariffs

on UK goods covered by the deal and the UK would

be free to negotiate trade deals with third countries,
although it would not benefit from EU deals. The UK
would also be able to set its own regulatory framework
for firms. UK firms would not benefit from free
movement of labour or capital in the EU and would
have no automatic Right of Establishment, which
would hurt service sector firms. Just the increase in
trade costs associated with even a modern form of Free
Trade Agreement are estimated to cut UK exports by
1.24% of GDP p.a., before other factors, such as the
impact on productivity, are considered.3%4

No preferential trade deal with the EU would imply
all UK firms exporting to or importing goods from the
EU would face an increase in costs stemming from the
introduction of tariffs and the need to comply with
both UK and EU regulation of products. However, they
would not face Rules of Origin regulations, as the UK
would face the same tariff barrier as other countries

394 CEPR (2013a).
395 CEPR (2013a).

that the EU does not have a trade deal with. The UK
would not benefit from EU trade deals, but would be
free to negotiate deals with third countries. However,
there is a risk that deals would be less favourable, as
the UK on its own has less to offer in terms of market
size. UK firms would not benefit from free movement
of labour or capital in the EU and would have no
automatic Right of Establishment, which would hurt
service sector firms. Just the increase in trade costs
associated with trading with the EU under WTO MFN
rules are estimated to cut UK exports by 1.77% of
GDP p.a., before other factors, such as the impact on
productivity, are considered.3%

Of course, the biggest risk to some sectors, particularly
the financial services sector, is that they will not be
included in any deal agreed with the EU.3% For example
financial services are excluded from the Free Trade
Agreement between Switzerland and the EU. This would
force them into the no preferential agreement category,
with the associated increase in costs and the loss of right
of establishment.

3% See, for example, the discussion in Open Europe (2014) on the difficulties of including financial services in a deal with the EU post exit.
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