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ERG: HM Treasury Brexit analysis

e HM Treasury research has found that by 2030 the UK economy would grow by
6.2% less if the UK left the EU and had a bilateral agreement than if it stayed in the
EU.

e By using a GDP per household (not per capita or income) HMT came up with a
£4,300 ‘loss’ figure. [The per capita figure would be c.£1,870]

¢ No potential benefits of Brexit are included in the calculations. Some benefits of
“better regulation” are ascribed to remain.

e Assumptions underpinning the forgone GDP gain include the UK having no other
non-EU free trade agreements.

e Migration estimated using ONS statistics as 329k in 2014 to 185k from 2021
onwards under all scenarios, ignoring renegotiation.

[HM Treasury analysis: the long-term economic impact of EU membership and the
alternatives]

Some context:

The CEBR calculate that between 2015 and 2030 the UK economy will expand by 34.2%. So a
loss in growth of 6.2% is ¢.18% of potential growth over the period.! Itis not a loss more a lost
growth opportunity.

How the HMT model works:

The HMT model is a gravity model? to assess the impact of different trade relations on the
UK economy and assumes that greater exposure to trade leads to greater productivity and
FDI. A reduction in trade flows they assume leads for less economic growth.

The UK’s goods trade and services trade are measured separately. As the single market in
services trade is less developed the ‘loss of benefit’ modelled is mostly hypothetical based
on future gains from liberalisation rather than a loss in current trade.

Some odd assumptions:

1 CEBR, Centre for Economic and Business Research; http://www.cebr.com/wp-
content/uploads/2015/12/Cebr-World-Economic-League-Table-2016-26-December-2015-final.pdf
2 Wikipedia, Gravity Model of Trade; https://en.wikipedia.org/wiki/Gravity model of trade
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e Uses Canadian model in its entirety: The central quoted scenario relates to the UK
mirroring the Canadian agreement with the EU. This is unlikely to be an exact model
for the UK.

e There will be no other UK Free Trade Agreements: The model seems to imply that
the UK would give up all the worldwide EU backed free trade agreements, not
replace them and not conclude any other agreements for the whole of the period
until 2030.

e Does not ascribe any benefits to Brexit: The GDP loss is the supposed captured loss
of GDP for leaving the EU, however there is no corresponding attempt to model any
benefits. The most obvious ones are the EU budget contribution and potential
benefits from deregulation. Despite this some benefits of “better regulation” are
ascribed to the remain scenario.

e Modelling permanent uncertainty: The HMT analysis adds in a “persistence
impacts” of 1% of GDP based on the uncertainty created by the event of Brexit. It
seems odd to model uncertainty over a 14 year period. Open Europe described this
as “a permanent cost imposed in the long run due to the short term uncertainty”?

e Assumes maximum services liberalisation within the EU: A heroic assumption given
the difficulty services liberalisation has had to date.

e Electricity prices will come down as a result of future EU membership: This is
perhaps an odd assumption given the EU’s impact on energy policy.

Improving on reality:

e The report states that 8% of EU exports go to the UK. This is a distorted statistic.
The 8% is not a % of EU exports it is the % of all EU exports including those exports
that go between EU27 members, i.e French exports to Germany and German to
France etc. This would be a kin to adding English exports to Scotland and vice versa
in as UK exports. The True figure for EU exports is c.12% for goods and 16% for goods
and services.* This statistic, also used in the Government leaflet, is used to argue that
the EU has a mismatch in bargaining power in any negotiation. [See FN 73 on p.118
of the report that notes ‘intra Eu exports’]

Comparison to other reports:

Migration ignored

One of the biggest differences between the HMT report and other reports such as the recent CBI
report is the treatment of immigration. The CBI report explicitly measured the impact of forgone
immigration as one of the major factors in GDP loss:

3 Open Europe blog, 19 April 2016, http://openeurope.org.uk/today/blog/treasurys-brexit-report-what-does-
it-say-and-how-credible-is-it/

4 Pollstation, http://www.pollstation.uk/eu-referendum/are-the-governments-facts-on-eu-trade-correct/ and
Jonathan Portes; https://whitewednesday.wordpress.com/2016/04/10/portes-answer/
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Figure 5.3: FTA scenario results — percentage difference from the level of real UK GDP in the counterfactual
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Source: PwC analysis
CBI estimate of GDP impact of less migration®

It must be assumed that as the HMT does not factor in any loss of GDP for loss of immigration their
actual GDP loss per capita is far higher.

Relationship between fall in trade and productivity overestimated by 100%?

A key part of the HMT report is that a drop in trade will lead to a drop in productivity this is referred
to as “elasticity”. Oxford Economics ran a similar model but used an elasticity half that of HMT.®
Open Europe also notes that while increased productivity from greater openness has been modelled,
itis an assumption to say that once openness has been achieved the productivity gains are lost by a
relative loss in openness.

Note on % of EU Goods exports to UK:

Total EU exports to ROW of goods in 2014 was €1,703,019m’
Less rEU exports to UK (taken from the 2014 UK EU import figure in pink book)®
=£147,618m (c. €185,697m)

So EU exports to ROW are: €1,517,322m

So exports to UK / exports to ROW are: 12.23%

5 CBI, April 2016; http://news.cbi.org.uk/business-issues/uk-and-the-european-union/eu-business-facts/eu-two-futures-
chi-april-2016-pdf/

6 Independent, 18 April 2016; http://www.independent.co.uk/news/business/analysis-and-features/does-the-treasurys-
brexit-equation-stand-up-to-scrutiny-a6989356.html

7 Eurostat; http://ec.europa.eu/eurostat/tgm/refreshTableAction.do?tab=table&plugin=1&pcode=tet00018&language=en
8 ONS Pink book 2014;
http://www.ons.gov.uk/economy/nationalaccounts/balanceofpayments/compendium/unitedkingdombalanceofpaymentst
hepinkbook/2015-10-30/unitedkingdombalanceofpaymentsthepinkbook
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