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1 Introduction

1. During the passage of the European Union (Withdrawal) Act 2018, Parliament
secured a “meaningful vote” on the withdrawal agreement. Appearing in front of the
Treasury Committee on 6 December 2017, the Chancellor agreed that “the maximum
amount of analysis [should be placed] in the public domain” when the deal was being
put before Parliament." On 27 June 2018, the Chair of the Committee wrote separately
to the Chancellor, the Governor of the Bank of England and the Chief Executive of the
Financial Conduct Authority to set out the Committee’s expectations for the analysis that
each organisation should produce.” Replies were received from each agreeing to produce
this work to enable the Committee to scrutinise their analysis ahead of the “meaningful
vote”.? The Chair wrote again on 10 and 11 October setting out more detail about the
Committee’s expectations, although at this point the timetable remained uncertain.*

2. After the EU Summit on 17-18 November, the timetable for the “meaningful vote”
became clearer. The Treasury Committee issued a call for evidence from economists,
firms, trade bodies, regulators, experts and other interested parties to present their own
economic analysis of the withdrawal deal and to comment on the analysis produced by
the Government and the Bank of England.’

3. After informal discussions with the Committee staff, the Bank of England changed
the publication timetable for its regular Financial Stability Report to enable it to meet its
commitment to the Treasury Committee.® It subsequently agreed to send its response to
the Treasury Committee on 28 November to give the Committee members more time to
digest it and to enable all Parliamentarians to see the work ahead of the Prime Minister’s
appearance before the Liaison Committee on 29 November.” The FCA sent its response
on 29 November.

4. The analysis committed to by the Chancellor was published by the Government as
a Command Paper on 28 November alongside several other documents about the future
relationship.®

The inquiry

5. 'The Committee took evidence on the UK’s future economic relationship with the EU
(Economic Analysis ahead of the “meaningful vote”) over three days as follows:

Oral evidence taken on 6 December 2017, HC (2017-19) 600, Q305

2 “Treasury, BoE, FCA asked to publish Brexit impact analysis ahead of vote”, Treasury Committee press release, 3
July 2018

3 Letter from Chancellor to Chair of the Treasury Committee (23 August 2018), Letter from Governor of the Bank
of England to Chair of the Treasury Committee (12 July 2018), Letter from Chief Executive of the FCA to Chair of
the Treasury Committee (10 July 2018)

4 Letter from Chair of the Treasury Committee to Chancellor (10 October 2018), Letter from Chair of the Treasury
Committee to Governor of the Bank of England (11 October 2018), Letter from Chair of the Treasury Committee
to Chief Executive of the FCA (11 October 2018)

5 “Committee to take evidence on the economic impact of the Withdrawal Agreement”, Treasury Committee
press release, 26 November 2018

6 “Change of publication date for the Financial Stability Report and Bank of England stress testing results”, Bank
of England press release, 20 November 2018

7 “Change of publication time for the Financial Stability Report”, Bank of England press release, 27 November
2018

8 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742
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https://www.parliament.uk/documents/commons-committees/treasury/Correspondence/181011-Chair-to-FCA-Brexit-Withdrawal-Agreement.pdf
https://www.parliament.uk/documents/commons-committees/treasury/Correspondence/181011-Chair-to-FCA-Brexit-Withdrawal-Agreement.pdf
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3 December 2018:
Economists

Roger Bootle, Chairman, Capital Economics; Professor Jagjit Chadha,
Director, National Institute of Economic and Social Research; and Dr
Gemma Tetlow, Institute for Government.

Financial Conduct Authority

Andrew Bailey, Chief Executive, Financial Conduct Authority.
4 December 2018:

Bank of England

Dr Mark Carney, Governor, Bank of England; Ben Broadbent, Deputy
Governor for Monetary Policy, Bank of England; Sir Jon Cunliffe, Deputy
Governor for Financial Stability, Bank of England; Sam Woods, Deputy
Governor for Prudential Regulation, Bank of England and Chief Executive
Officer, Prudential Regulation Authority.

Government Officials

Sir Tom Scholar, Permanent Secretary, HM Treasury; Clare Lombardelli,
Director General, Chief Economic Adviser, HM Treasury; Sam Beckett,
Director General, EU Exit and Analysis at the Department for Business,
Energy and Industrial Strategy; Susannah Storey, Acting Director General
at the Department for Exiting the European Union.

5 December:

Economist

Dr Andrew Sentance

Specialist Adviser to the Treasury Committee

Professor Sir Stephen Nickell

Treasury Ministers

Rt Hon. Philip Hammond MP, Chancellor of the Exchequer;

Government Officials Clare Lombardelli, Director General, Chief Economic
Adviser, HM Treasury; and Susannah Storey, Acting Director General at
the Department for Exiting the European Union.

The analysis produced for the Treasury Committee

6. In her letter to the Chancellor of 27 June,” the Chair set out what the Committee
expected to see in the Government analysis, including:

9 Letter from Chair of the Treasury Committee to Chancellor (27 June)



https://publications.parliament.uk/pa/cm201719/cmselect/cmtreasy/correspondence/chair-coe-brexit-analysis-270618.pdf

Twenty-Fifth Report 5

(ii) Short-term analysis

The short-term analysis should describe the path for the economy and the
public finances in the five years following March 2019, assuming:

(@) an agreement is reached before March 2019 on the Withdrawal
Agreement and the framework for the future relationship, and

(b) a ‘no deal’” scenario, relative to a ‘status quo’ baseline. The economic
component of the short-term analysis should describe the path for GDP,
GDP per capita, labour productivity, household incomes, employment,
exports, imports, the trade-weighted exchange rate, and any other indicators
deemed by the Treasury to be relevant. The fiscal component of the short-
term analysis should describe the path for public sector net borrowing,
net debt, revenues, expenditure, and any other indicators deemed by the
Treasury to be relevant, relative to the baseline.

7. In his 23 August reply, the Chancellor confirmed the Committee would be receiving
the evidence it requested:

I would like to reiterate a previous commitment the government has made:
once we have agreed a deal with the EU the government will provide
Parliament with the appropriate analysis of that deal ahead of the vote on
the final deal®

8.  When asked in oral evidence why the Treasury had not included a short-term analysis
as requested the Chancellor said:

My understanding is that the Bank of England has provided you with the
analysis that you need to look at the short-term scenario. We do not have
the capability to do that."*

9. However, when asked for sectoral detail from the Bank’s analysis, the Governor said:

That is not within our responsibilities. The determination of the nature of
any trading relationship or partnership with Europe versus someone else
is, I am afraid, the responsibility of the Government and it has to take into
account sectoral determinations, both for shorter-term impacts and longer-
term prospects.

When pushed to simplify he said, “It is not our job”."?

10. After an extensive exchange of letters and with discussion at various oral evidence
sessions, the Committee expresses its disappointment that the Treasury did not
provide all evidence that the Committee requested. The Treasury did not produce
short-term analysis of any scenarios. The Committee is also disappointed that the
Treasury modelled scenarios that have been rejected by the EU (i.e. Chequers) yet
did not model scenarios that are considered probable and have the potential to be
persistent over the medium to long term (i.e. the Backstop). And while the Office for

10 Letter from Chancellor to Chair of the Treasury Committee (23 August 2018)
1 Q1252
12 Q1051
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Budget Responsibility now undertakes this sort of short-term analysis for the Budget
and other fiscal events, the OBR can only forecast based on stated Government policy;
the political declaration is only a statement of intent. Therefore, there is no short-term
analysis of the deal upon which Parliament will vote.

11. Notwithstanding this objection, the Committee is grateful that all institutions
responded to the request in good time to enable the challenging programme of scrutiny
and to allow a report to be produced ahead of the “meaningful vote”.



Twenty-Fifth Report 7

2 The Government’s EU exit scenarios

12. The scenarios modelled by the Government'?® included:

o A “modelled White Paper” scenario which represents the policy position set
out by the Government in the July 2018 White Paper on The future relationship
between the United Kingdom and the European Union;

o A “modelled White Paper with 50 per cent Non-Tariff Barrier (NTB) sensitivity”
scenario, in which NTBs are assumed to be higher than in the main White Paper
scenario;'*

o A hypothetical Free Trade Agreement (FTA) (known as the “modelled average
FTA”), with zero tariffs, reflecting average FTA non-tariff costs such as being
outside the Customs Union and standard customs arrangements with the EU,
regulatory barriers and other costs. The Institute for Government likens this to
the Canada model;*

« An EEA-only scenario (without membership of the Customs Union), which
reflects being outside of the Customs Union and as such primarily reflects the
costs of standard customs arrangements with the EU. Zero tariffs are applied.
The IFG analysis likens this to the Norway model;'® and

e A No Deal scenario based on an assessment of average non-tariff barriers
between countries trading on non-preferential World Trade Organization terms
and applying EU applied Most Favoured Nation (MFN) tariffs.

The Government’s international trade model and the difference
between absolute and relative scenario forecasting

13. The Government’s EU exit long-term economic analysis emphasises that it “is not an
economic forecast for the UK economy”, since “it only considers the potential economic
impacts that are specific to EU exit”. As a result, “the estimates show the relative impacts of
difference trading arrangements... and do not estimate the absolute increase or decrease
in economic output compared to today... in all scenarios the economy would be expected
to grow”.'” In evidence to the Committee, Sir Tom Scholar, Permanent Secretary at HM
Treasury, emphasised that “we have not tried to model any policy response, whether
macro, micro, further development in the industrial strategy or the regions and devolved
nations... because the purpose of the analysis is to separate out just the effects of trade

barriers”.!®

13 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p 4

14 In the White Paper Sensitivity scenario, NTBs (excluding costs due to customs checks) are set halfway between
those in the main White Paper scenario and those in the FTA scenario.

15 Institute for Government, UK-EU economic partnership, November 2018

16 Institute for Government, UK-EU economic partnership, November 2018

17 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p 3

18 Q1165



https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/760484/28_November_EU_Exit_-_Long-term_economic_analysis__1_.pdf
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14. Witnesses to this inquiry emphasised the difference between forecasting economic
growth inabsolute terms and modelling the relative differences between different scenarios,
as the Government analysis does. Professor Sir Stephen Nickell, specialist advisor to the
Committee, said there are fewer uncertainties involved in relative scenario modelling:

By saying what would happen with this assumption relative to that
assumption, you can ignore all the exogenous shocks that will undoubtedly
hit the economy over the next 15 years... For example, you can say that,
aside from the shocks implicit here, if the economy or the outside world
runs smoothly for the next years... in the end you are better off under any of
these scenarios. On the other hand, if the world economy is hit by a gigantic
recession at the end of the 2020s, you could easily be worse off under all
scenarios. Under the assumption that shocks from outside in some sense
hit all the different scenarios equally, you can afford to ignore them in this
kind of analysis."

15. The National Institute of Economic and Social Research (NIESR’s) made a similar
point in written evidence:

The current exercise aims to compare different scenarios on a consistent
basis, holding constant many of the factors that affect the development of
the economy, and varying only the economic relationship between the EU
and UK. This conditional calculation is much more precise than trying to
forecast unconditionally.*

16. The scenarios are modelled using a Computable General Equilibrium (CGE) model
called GETRADE, developed from the GTAP model coordinated by the Center for Global
Trade Analysis at Purdue University.”! The Government’s analysis says that CGE models
“can allow for a large number of countries, and for a large number of sectors in each
country’, estimating “a long-term equilibrium where supply and demand in all markets is
in balance, and there is full employment of capital and labour”.?? Clare Lombardelli, Chief
Economic Advisor at HM Treasury, outlined some of the pros and cons of CGE modelling.
In particular, it has a high degree of sectoral detail, but does not model the path taken by
the economy in the short and medium term, unemployment, and the process by which
jobs and capital are redeployed in adjustment to a new trading relationship:

It is worth bearing in mind that this is an analysis of the long-term impact
over 15 years. That provides time in which businesses, consumers and
household would adjust their behaviour. It does not make any assumption
about the speed with which that adjustment would happen, but it assumes
a 15-year framework.

[CGE] is the standard tool that is used for trade analysis of this kind. It has
some pros and cons. One of the advantages is that it allows you to think
about... how businesses and households adjust to those changes in trade

19 Q1217

20 EU0043

21 Purdue University, Global Trade Analysis Project

22 HM Government, EU Exit, Long-term economic analysis, Technical reference paper, November 2018, p 28
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prices, in a way other analysis does not allow you to do. In that sense, it can
give you a picture of the economy after this change has happened and what
it would look like.

The downside of it is that, as you say, it does not pick up the short-term
impacts that may happen and the transition through those, and any issues
where those short-term impacts have long-run effects, which might be
the case. There are pros of using this kind of model, but that is one of the
limitations of it... It is worth bearing in mind that this sort of model makes
no assumptions about unemployment.*?

Ms Lombardelli acknowledged that CGE modelled is not “necessarily the best-understood
technique”, but added that “the test of the best model is not necessarily how well understood
it is; it is how well it does at answering the question”.**

17. 'The Chancellor acknowledged that the Government analysis only covered long-term
impacts, and not the transition to that end state:

This piece of work is answering the question, “In any one of these given
scenarios, what will be the long-term effect on our economy?” It is not,
“How will the economy adjust to that long-term effect?”, but, “What will be
the long-term effect?”?*

18. CGE models are widely employed in economic analysis of international trade.
The Government’s model has the advantage of analysing decisions about trade at a
significant level of sectoral detail. It also analyses the economy in the long term only,
assuming there is full employment of capital and labour. As such, it does not show
how the economy will transition to the new trading relationship, the path taken by
inflation and unemployment, and whether the transition could result in increased
structural unemployment.

The Government’s findings and choice of scenarios

19. The diagram below based on Institute for Government analysis illustrates the
differences between the scenarios:

23 Q1108-1109
24 Q1187
25 Q1255
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Figure 1: Institute for Government Analysis of UK-EU future economic partnership?®
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20. Professor Jagjit Chadha of NIESR told the Committee that the analysis “is broadly in
line with the Institute’s own independent analysis of the impact of leaving the European

Union

»27

which also show that the UK is worse off under both a “no deal” scenario and

a “FTA” compared to remaining in the EU.>® He observed the results are driven by the
extent to which “there are frictions imposed on what are broadly called the four freedoms
of being in the European Union: goods, services, capital and labour”.® Dr Gemma Tetlow
of the Institute for Government (IfG) also agreed that the Government’s analysis was in

line with the “vast majority of economic modelling”.

» 30

Institute for Government, Analysis of the Draft Political Declaration setting out the framework for the future

relationship between the United Kingdom and the European Union, with Treasury Committee staff summaries

26

27 Q 867

28 NIESR (EUN 0043)
29 Q867

30 Q867
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Figure 2: Extract from Government EU Exit Analysis: Summary of total impacts on GDP from
external trade modelling compared to Government analysis (Figure 5.1)
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21. In the Government analysis, the White Paper scenario gives the outcome that GDP
is 0.6 per cent lower relative to remaining in the EU,* the most positive outcome for GDP
among all the scenarios. However, the Government analysis also includes an additional
variant of the White Paper scenario that assumes additional non-tariff barriers. Whereas
the White Paper scenario gives a more positive outcome for GDP than the EEA-only
scenario, the White Paper scenario with additional non-tarift barriers gives a worse
outcome.>?

22. The Committee received considerable evidence that the White Paper scenario
was an exceptionally optimistic scenario for what the Government could achieve in its
negotiations. Professor Nickell thought “the White Paper is the very best deal you could
conceivably get if you had lots of terrific negotiators who did a fantastic job”.>* Dr Tetlow
also indicated that the White Paper with additional non-tarift barriers was likely to be
the more realistic option. She told the Committee that the white paper with “sensitivity
analyses throughout the report, is maybe more what you want to have in mind”.**

31 This figure assumes no change to migration arrangements.

32 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p 7
33 Q1215

34 Q873
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23. Inhis evidence to the Committee, the Chancellor indicated that the White Paper was
an “aspiration” for the Government rather than a central scenario:

Of course, the Government will negotiate in the expectation of achieving
a solution that is close to the White Paper aspiration, but we recognise that
in a negotiated final text we will not achieve everything that we set out to
achieve, so it is right that we look at a range.*

24. Some economists also found it puzzling that the White Paper scenario gave a better
outcome for GDP than the EEA-only scenario. Dr Tetlow said it was “surprising” but not
“implausible” that the UK fared better under the White Paper scenario whereby there
were “no customs barriers to goods but you are outside the single market for services”
than the EEA-only scenario given that “no customs barriers to goods but you are outside
the single market for services”.>* Dr Andrew Sentance, an independent economist, told
the Committee:

If I had to put a hierarchy of what is likely to produce the least negative
economic impacts I would say that EEA, which would keep us in the Single
Market and keep us in a very close relationship to Europe in many other
respects, would probably be the least damaging, both in the short and
longer term. Then some sort of bespoke deal like the Chequers White Paper
might be the second-least damaging, with more of a free trade agreement
scenario, and then a WTO rules scenario being the most damaging, or No
Deal.””

25. The White Paper scenario represents the most optimistic and generous reading
of the Political Declaration, insofar as it is consistent with it at all. It certainly does
not represent the central or most likely outcome under the Political Declaration, and
therefore cannot be used to inform Parliament’s meaningful vote on the Withdrawal
Agreement.

26. Parliament may prefer to draw from the range of the scenarios in the Government
analysis, additionally informed by external analysis and comment, in order to assess
the economic impact of the Withdrawal Agreement.

No Deal

27. 'The No Deal model in the Government’s analysis is based on an assessment of what
would occur if the UK moved towards trading with the EU on WTO terms. The No Deal
Scenario gives the worst outcome relative to remaining in the EU out of all the scenarios.
The Government’s analysis indicated that GDP would fall by 7.7 per cent relative to
remaining in the EU, assuming no change to migration arrangements. This is mainly
driven by increases in non-tariff barriers but there are also customs costs and tariffs.*®

35 Q1247
36 Q873
37 Q1206

38 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p 10
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28. Although the IFG analysis of models shows that most economists’ models give the
most negative outcome to a No Deal situation compared to remain, the Government’s
analysis is notably on the pessimistic side.”” In what it calls an orderly No Deal scenario,
NIESR estimates that GDP will be 5.5 per cent lower than it would otherwise be if the UK
remained in the EU.*® However, Open Europe told the Committee:

In summary, we can see no relationship between the cold numbers of our
economic analysis, which are in line with other comparable studies, and the
rhetoric of those who argue that Brexit will make a dramatic difference to
Britain’s growth trajectory in either a negative or positive direction. Leaving
on WTO terms is not Open Europe’s preferred option but in narrowly
economic terms it would not, according to this model, be an unreasonable
path for the UK to take, if a negotiated exit was unavailable.*!

29. The short-run impact of No Deal scenario is explored later on in the report.

Free Trade Agreement

30. The Government’s Free Trade Agreement scenario gives a more negative outcome for
GDP relative to remaining in the EU compared to both the Government’s White Paper
and EEA-only scenarios. The Government’s analysis indicates that GDP under the FTA
scenario would be 4.9 per cent lower*? than remaining in the EU in the long term.** This
broadly agrees with NIESR’s analysis which shows a reduction of 3.9 per cent of GDP
under the FTA scenario relative to remaining in the EU.**

31. Clare Lombardelli from the Treasury explained to the Committee why there would be
higher frictions and subsequently lower output outcomes in the FTA scenario compared
to both the EEA and White Paper scenarios:

The other thing worth being aware of is that a free trade agreement is
different from being in a customs union and a single market. In a customs
union and a single market, economies integrate to a much higher degree.
For example, you do not have tariffs at all; you do not have to consider
them. You have a common external border, so you are not interested in
things like rules of origin costs. You have a lot of alignment on non-tarift
barriers, particularly on goods but also some on services. You are slightly
comparing apples and pears, if you are comparing a free trade agreement
with being in a customs union and a single market, because of this degree
of economic integration. You see that when you look at the evidence on how
European countries in particular have integrated.*’

39 NIESR (EUN 0043), Andrew Sentence (EUN 0045)

40 National Institute for Economic and Social Research, The Economic Effects of the Government’s Proposed Brexit
Deal, 26 November 2018, p 1

a1 %://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/treasury—committee/the—
uks-economic-relationship-with-the-european-union/written/93314.html

42 This figure assumes no change to migration arrangements.

43 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p 7
a4 NIESR (EUN 0043)
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EEA-only scenario

32. The Government’s EEA-only scenario shows a drop of 1.4 per cent of GDP relative
to remain,*® arising out of customs costs.*’ It gives the most positive outcome for GDP
other than the White Paper scenario. Under the EEA-only there are no non-tariff barriers
because EEA countries are in the Single Market and have regulatory alignment, but some
customs costs because they are not in the Customs Union and can negotiate their own
trade deals.

33. Sir Tom argued that though the EEA would look “very similar indeed to the
Government’s proposal”, “it would have important differences relating to the nature of the
legal agreement, sovereignty, rule-taking”.*® Susannah Storey, Acting Director-General of
the Department for Exiting the European Union, also pointed out that “EEA would not
end free movement of people”.*’

34. Sir Tom Scholar told the Committee that if the Government were to model an EEA
scenario within a customs union, it would look very much like the baseline in which the
UK remains in the EU.>°

The Backstop

35. During the course of the inquiry, the Committee observed that the Government had
not done any analysis of the Backstop position agreed to in the Withdrawal Statement.

36. The Backstop comes into place if “a future agreement to supersede the Protocol cannot
be finalised by December 2020” and the Government has not extended the transition
period. However, the transition period can only be extended by one or two years.”*** It
establishes a customs territory between Great Britain and the EU Customs Union, while
Northern Ireland remains in the EU Customs Union.*?

37. Susannah Storey from the Department for Exiting the European Union gave the
following reasons for the Government not modelling the Backstop:

It is not the preferred policy position and it is not a long-term scenario.
Also, in analytical terms, when you look at articles 6 to 8 of the protocol, it
is clear that some of the details still need to be set by the joint committee
and in subsequent negotiations.**

38. Professor Nickell though that “in principle” you could model the Backstop but the
Government “might feel embarrassed by modelling 15 years of Backstop”.>® He said that
the Backstop involved being “not in the single market” but “there are potential differences

46  This figure assumes no change to migration arrangements.

a7 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p 49

48 Q1166

49 Q1170

50 Q1181

51 HM Government, Explainer for the agreement on the withdrawal of the United Kingdom of Great Britain and
Northern Ireland from the European Union, para 122

52 Withdrawal Agreement, November 2018, Article 132

53 Attorney General’s Office, Legal Effect of the Protocol on Ireland/Northern Ireland, 13 November 2018

54 Q1095

55 Q1212
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in standards, regulations and so on so there would be non-tarift barriers of a highly
uncertain size”. He thought that in principle the outcome would be something between
the White Paper and FTA scenarios.*®

39. The Governor of the Bank of England had told the Committee previously that “on
average for a trade deal from start to finish, it is something in the order of four years. The
implementation period tends to be a little more than half of that time”.*’

40. Trade agreements can take four years to agree, and previous EU negotiations,
have taken longer. The CETA deal took over eight. Therefore, the Committee believes
it is feasible that the UK could enter the Backstop, despite it being neither the UK’s nor
the EU’s preferred position. And it believes that the Government should have modelled
the Backstop, making some broad-brush assumptions.

Sectoral and regional analysis

41. The Government analysis gives a chart which illustrates what happens to sectors in
the long run.

Figure 3: Extract from Government EU Exit Analysis: Summary of trade only impacts on UK sectors,
compared to today’s arrangements (Figure 4.5)
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Central estimates only. 57
This does not include migration or regulatory flexibility effects.

Other sectoral modelling suggests economic output in the agriculture sector could increase in a no deal scenario with
EU MFN tariffs, although this is at the expense of consumers who face higher costs (see box on Agri-food additional
modelling).

The benefits of new trade deals with countries outside of the EU are captured.
Sectoral GVA excludes tariff revenue.

56 Q1212
57 Oral evidence taken on 20 November 2018, HC (2017-19) 596, Q 312
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42. It shows that all sectors have lower levels of output in the long run as a result of
leaving the EU under the FTA and No Deal scenarios but chemicals, pharmaceuticals,
rubber and plastics, and motor vehicles and parts sectors are the hardest hit.

43. Professor Chadha told the Committee that NIESR’s analysis showed very similar
results to the Government’s:

The extent to which a particular industry has strong import or export
competition from the European Union—they are the ones that will be
damaged the most.>®

44. The Government’s analysis finds that all regions are worse off under each scenario.
In a No Deal scenario, the North East, North West, West Midlands and Northern Ireland
would suffer the highest loss of output.

Figure 4: Extract from Government EU Exit Analysis: Summary of trade policy impacts on UK
nations and English regions compared to today’s arrangements. (Figure 4.6)
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Central estimates only. 167
The benefits of new trade deals with countries outside of the EU are captured in these estimates.
This does not include migration and regulatory flexibility effects.

45. City REDI submitted evidence arguing that Brexit will widen regional inequalities:

Brexit is likely to exacerbate the UK’s current interregional inequalities,
which are already very high by international standards. Moreover, this
conclusion holds largely irrespective of the eventual form of Brexit. The
reason is that the UK’s economically weaker regions, especially in the

58 Q917
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Midlands and the North of England, are more exposed to Brexit trade-
related risks because they tend to be much more dependent on EU markets
for their prosperity than the UK’s richer regions.*

46. As explained above, the Government analysis models the economy in the long term
once it has fully adjusted to new trading arrangements and labour and capital are fully
employed. The Committee was directed to the Bank of England for short-term analysis,
but was told by the Governor:

Sectoral analysis is not our job. I am sure the Treasury will be very
informative on these issues. The general sectoral impact depends on the
nature of the deal and if there is a deal.*®

47. Dr Tetlow also pointed to analysis from the Institute for Fiscal Studies showing:

That in some of the particularly industrial areas of the country, some of the
people who might be most affected are relatively low-skilled older men with
quite firm specific skills at the moment. You might be more worried about
that group of people becoming unemployed and leading to the structural
unemployment questions that you were talking about and that we saw post-
deindustrialisation in the 1980s.°!

48. Professor Chadha indicated to the Committee that leaving the EU could lead to long-
term unemployment, similar to that of de-industrialisation if those who lost jobs could
not find jobs elsewhere.

I could hark back to the de-industrial episode of the 1980s that I touched
upon moments ago, I would argue that there are still regions in the UK that
have not fully recovered from that process. So we are talking about things
that will take a generation or so to solve.®?

49. The Chancellor also cited the 1980s as a precedent:

I would suspect there will be quite a prolonged period of adjustment. If I
could use an analogyl...] it would be rather like the adjustment after 1980
when, over a period of time, nearly a decade, our economy made a significant
adjustment away from certain patterns of industrial and commercial
activity to a different set of commercial and industrial activities.*®

50. The Government has provided long-term regional and sectoral analysis of a
number of EU exit scenarios. However, the Committee notes that it did not include
analysis of the Backstop nor did the Committee receive short-term regional and
sectoral analysis showing where losses and gains in jobs are most likely to be located as
the economy adjusts to a new trading relationship.

59 University of Birmingham, City REDI Blog, 6 December 2018

60 Q1053
61 Q919; IFS, Green Budget 2018, 5 October 2018, Chapter 10
62 Q918

63 Q1332
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51. It is worth emphasising that the Treasury analysis makes no allowance for any
other dynamic, domestic policy responses, such as policies developed under the
Industrial Strategy, that could affect the impacts of the EU Exit scenarios on regional
and sectoral growth.
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3 Key assumptions in modelling the
economic impact of withdrawing from
the European Union

Tariffs

52. In the majority of scenarios, the Government’s EU exit long-term economic analysis
assumes that there are no tariffs (defined as “import taxes... only levied on goods”**) on
UK-EU trade in either direction. In the No Deal scenario, it is assumed that each party
charges tariffs at the existing EU Most Favoured Nation rate. In Ad Valorem Equivalents
(AVEs), these are as high as 20 per cent in the Agri-food sector and 8-9 per cent in the
Motor Vehicles sector. These tariffs subtract 1.4 per cent from UK GDP compared to the
other scenarios.®

53. Theanalysisalso includes an additional No Deal scenario in which the UK unilaterally
reduces its tariffs to zero on imports from both the EU and the Rest of the World (but still
faces export tariffs). In this case, GDP is 0.8 per cent higher than in the main No Deal
scenario.

54. Roger Bootle, Chairman of Capital Economics, told the Committee that “it is quite
plausible that the effect would be much better than that, but... the best result for the UK
would be to achieve widespread, deep and meaningful free trade agreements around the
world”. However, Professor Jagjit Chadha, Director of NIESR, told the Committee that “a
reduction in tariffs to completely free trade would severely impact on import-competing

industries in the UK” and “it is not clear than all prices would adjust downwards”.*®

Non-tariff barriers
55. The Government analysis defines non-tariff barriers (NTBs) as:

All barriers to trade that are not tariffs. Examples include customs controls,
differences between national regulatory regimes, and restrictions on the
international movement of people insofar as this constitutes a barrier to
trade. NTBs only capture barriers to trade, not barriers to investment or
policy measures affecting domestic productivity unless they also constitute
barriers to trade. Some organisations use a narrower definition, referring
to NTBs as a subset of obstacles to trade brought about by policies with a
protectionist or discriminatory intent.*’

56. NTBs cause GDP to be 0.9, 1.5, 2.3, 5.1 and 6.5 per cent lower than the baseline in
which the UK stays in the EU in the White Paper, EEA, White Paper Sensitivity, FTA and
No Deal scenarios respectively. In each scenario, NTBs are by far the largest contributor
to the overall impact on GDP.*®

64 HM Government, EU Exit: Long-Term Economic Analysis Technical Reference Paper ,p4
65 HM Government, EU Exit: Long-Term Economic Analysis Technical Reference Paper ,p9
66 QQ9896-897

67 HM Government, EU Exit: Long-Term Economic Analysis Technical Reference Paper , p 10
68 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p 10
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57. Professor Nickell, Specialist Advisor to the Committee, emphasised the importance
of the Government analysis’s assumptions about NTBs, and explained to the Committee
how they had been derived using an econometric gravity modelling approach:

Non-tariff barriers drive this whole thing, basically[...] It is not just a
number plucked from the heavens. What you do is analyse trade. You take
120 countries and analyse trade between those countries over a period of
time. You look at the countries that trade with each other under WTO rules,
the countries that trade with each other on free trade agreements and the
countries in the EU that trade with each other on much deeper than free
trade agreements... controlling for distance and size.

You then say, “Look, the average trade between the EU countries,
controlling for distance and size, is much higher than between free trade
agreement countries, which is then somewhat higher than trade between
WTO countries”. You then say, “Okay, anything about these differences in
average trade that we cannot explain by tariffs and customs is explained
by non-tariff barriers”[...] That is quite a scientific activity, not arbitrary
guesswork.®

58. In addition to these top-down estimates of total NTBs (which encompass costs due
to customs compliance), the HMRC provided alternative bottom-up estimates of the
additional costs of customs compliance that may be incurred outside the EU’s Customs
Union. These were used in the construction of the EEA and White Paper scenarios.”

59. Some analysts have estimated that the rise in NTBs that would result from exiting
the EU would be lower than in the Government analysis. According to Dr Tetlow, the
Economists for Free Trade model “assumed that there would be no increase in trade
barriers between the UK and the EU, even if the UK were to leave with no deal ... [and]
assumed that there would be a very big reduction in non-tarift barriers and tarifts with
other countries by our adopting completely unilateral free trade—in fact, the complete
removal of all non-tariff barriers with the rest of the world.””* Roger Bootle, a member of
Economists for Free Trade said that:

[The increase in non-tariff barriers under WTO or FTA] is just about
plausible, but it is very much at one end. If I were asked to give a central fair
estimate of how large that increase would be, I do not think this would be
it. I would not say it is completely beyond the realms of possibility ... Non-
tariff barriers are very difficult to model and very difficult to measure.”

60. Professor Nickell told the Committee that he found the Government’s method more
reliable for analysing NTBs:

The Economists for Free Trade use a different and, in my view, less reliable
framework for analysing these things ... For example, when they doa WTO
argument, they assume that non-tarift barriers between the UK and the EU
do not go up by very much... Patrick Minford argues that, when you switch

69 Q1231
70 Letter from Chief Executive Officer of HMRC to Chair of the Treasury Committee (4 June 2018)
71 Q908
72 Q885
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to WTO rules, because we are already completely in alignment, nothing
will happen so there will be [no] non-tariff barriers. That has superficial
plausibility, but arguably depends to some extent on the good nature of the
French not wishing to discover whether our goods obey the regulations.
Also, after a certain time, regulatory alignment would unalign, so you
could not rely on it in the long term. That kind of assumption is probably
not very plausible.”

61. The Chancellor told the Committee that “there is no doubt that moving from a single
market even to the most ambitious FTA, for example, would introduce significant non-
tariff barriers.””*

Brexit opportunities

Free Trade Deals

62. The Government’s modelling assumes that by the end of the 15-year period the UK
would have successfully pursued trade negotiations with the United States, Australia,
New Zealand, Malaysia, Brunei, China, India, Mercosur (Brazil, Argentina, Paraguay and
Uruguay) and the Gulf-Cooperation Council (UAE, Saudi Arabia, Oman, Qatar, Kuwait
and Bahrain).””

63. Despite assuming that such a large number of trade deals are agreed, the Treasury’s
analysis only shows an increase of less than 0.3 per cent in GDP in 15 years’ time as a
result of new trade deals.”

64. RogerBootletold the Committee this wasa very pessimistic aspect of the Government’s
analysis:

On free trade agreements, in particular, it is a very negative set of
assumptions, where the benefits to the UK of being able to sign free trade
agreements with other countries come down to just 0.2 per cent of GDP,
which is out of line with its own assessment of the benefit of a free trade
agreement with the EU and out of line with other people’s assessments of
what happened with Australia. It just looks very odd.””

65. In a paper brought to the attention of the Committee, Economists for Free Trade
strongly criticised the Government’s assumptions about the potential benefits from global
FTAs. On their calculations, the Government had included only 6.25 per cent of the
potential for reduction in non-tariff barriers with non-EU trading partners.”®

66. Professor Chadha explained to the Committee why the impacts of new trade deals
were so small in the Government model:

What tends to determine bilateral trade is the size of income in a country
and its geography or distance from another part of the world. Brussels is

73 Q1234

74 Q1307

75 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p 22

76 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p 7
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78 Economists for Free Trade, Overview of Published Treasury Brexit Forecasts, 4 December 2018
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around 200 miles from London. The BRICs are each several thousand miles
away from London and, depending on the formulation of the equation you
write down, that means that they are going to have to be much larger than
Europe in order to get the same level of trade. That is the essential reason
why you don’t get the compensating increase in exports and imports from
the rest of the world that you would lose on leaving the European Union.
So we are starting from the position that they are, in size, smaller than the
European Union, and even if they are growing more quickly at the moment,
it is still going to take some 10 to 20 years for them to grow to the levels of
the EU if that divergence remains.”

67. Professor Nickell gave a further reason why the impacts of new trade deals were so
small in the Government model:

Trade between the EU and the UK has much higher average tariffs than
UK/rest-of-the-world trade because there is much more agriculture and
cars, and much less services in UK/EU relative to the UK/rest of the world.
That means there are much lower tariffs so, when you strike a free trade
agreement, you get much less bang for your buck than you would if you went
from WTO to a free trade agreement in the EU. The other one is because
there are more services, and non-tariff barrier reductions in services have a
much lower impact on trade than non-tariff barrier reductions on goods.*°

68. The Government analysis admits that it excludes future developments in some
important trends in global trade. These include “the increasing importance of services
trade”, “the rise of global value chains” and “demographics and economic development”,
in particular the rising numbers of middle income households in emerging markets.®'

Clare Lombardelli, Chief Economic Advisor at HM Treasury, explained their exclusion:

The reason it does not cover them is that it is incredibly hard to specify what
the impact of those would be as inputs to this sort of analysis. You are right
that those things are likely to be changing, but estimating exactly how they
are changing, which you would need to do in order to put them into this
analysis, is not something we can do on a robust basis.

[...]

I can tell you that these are the standard tools used in economics for trade
analysis. Those tools have stood up very well to the test of the evidence on
what actually happens with trade and how trade has evolved over time. To
an extent, you would have to believe something was very different about the
future to how it has been in the past, for you to think this analysis could not
tell you something useful.®

69. Byassuming no continuation in the trend in economic development, the Government
analysis may under-estimate the benefits of the assumed Free Trade Agreements with
countries such as China. Roger Bootle told the Committee:

79 Q900
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The European share [of UK trade] has been falling quite markedly over
recent decades, and I suspect that would continue anyway, even if we stayed
in the EU. That is to do with the fact that the EU has been growing more
slowly than the rest of the world.*

Regulatory flexibility

70. The Government analysis states “there is significant uncertainty around the potential
impacts of regulatory flexibility. External studies®® make a wide range of estimates,
ranging from a negative or zero net impact, to a benefit of 1.3 per cent of GDP.”** Within
that range the Government chose to include a 0.1 per cent benefit to GDP to model the
additional regulatory flexibility the UK will have once it leaves the EU.*

71. 'The Government explained that it did not include a larger figure, such as that provided
by Open Europe who suggest the benefits to GDP from regulatory flexibility could be
between 0.7 and 1.3 per cent of GDP,*” because:

The lower end of these gains assumes the repeal or scaling back of a range of
EU-derived regulations including across social, employment, environment
and renewables targets. Such changes would therefore not be consistent with
UK Government policy to maintain or enhance standards and to continue
to meet existing international commitments. The higher end of the range
relies additionally on removing further regulatory requirements, including
on climate change, energy performance of buildings, restrictions on GM
crops, data protection, product standards, and health and safety.®®

72. Other studies included within the Treasury analysis at the lower end of the range
state that “weakening social, employment and environmental regulation to some degree,
even if it were politically possible, would make little economic difference.”®

Migration
73. The Government analysis states:

Free movement of people will end as the UK leaves the EU. Future migration
arrangements will be determined in the UK’s national interest, and will be
set out in a White Paper, in line with the Government’s overall policy to
reduce net migration to sustainable levels.”

83 Q900

84 Oxford Economics, OECD, Open Europe, Centre for European Reform, LSE

85 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p 23
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74. Interms of assumptions of migration, the Government analysis gives “two illustrative
variants for long-term migration arrangements, ... reflecting the range of policy options”.
These are represented as “no change to migration arrangements” and “zero net inflows
of EEA workers”. The Government analysis notes “these scenarios illustrate a very wide
range of impacts and are not intended to indicate any future migration arrangements.””*

75. The table below illustrates that no change to migration arrangements gives a more
positive outcome than zero net inflows of EEA workers for GDP and GDP per capita
under every scenario.

Table 1: Extract from Government EU analysis: Summary of total GDP impacts (considering trade,
migration, regulatory flexibility effects) compared to today’s arrangements, for the illustrative no
change to migration arrangements and zero net inflows of EEA workers scenarios.

Compared to today’s Modelled Modelled Modelled Modelled Modelled

arrangements (per cent no deal average EEA-type White White
change) FTA Paper Paper with
50 per
cent NTB
sensitivity
No change GDP -1.7 -4.9 -1.4 -0.6 -2.1
to migration
arrangements (-9 t0 -6.3) (-6.4to0-3.4) | (-2.4 to (-1.3to
-0.9) -0.1)
GDP per | -7.6 -4.9 -1.4 -0.6 -2.1
capita
(-8.9 to (-6.4to0-3.4) | (-2.3 to (-1.3to
-6.2) -0.9) -0.1)
Zero net GDP -9.3 -6.7 N/A -2.5 -3.9
inflows of
EEA workers (-10.7 to -8) | (-8.1 to -5.1) (-3.1to
-1.9)
GDP per |-8.1 -5.4 N/A -1.2 -2.7
capita
(-9.5 to (-6.9 to -3.9) (-1.9to
-6.8) -0.7)

Source: Table E.4, Government Long-term Economic Analysis, figures in brackets are ranges.

76. Dr Tetlow observed that “it is not just total GDP that gets worse, but GDP per capita”
under zero net inflows of EEA workers.’> Professor Chadha noted:

The critical question is the extent to which there is a structural shortfall of
labour supply to meet firms’ demands in the UK whatever they might be.
In the recent past, that has been met—both in high-skilled and low-skilled
workers—by migration from the European Union.”

77. He noted that since the referendum there had been a swap; “migration from the EU
has fallen by almost as much as migration from outside the EU has increased.”*

91 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p 65
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78. Professor Nickell described immigration as an “add-on” to the model and said “the
problem with immigration is that we do not know what the policy is going to be, so what
can you say about it? I suspect not very much”.”®

Productivity

79. 'The impact of changes in trade on the overall size of the economy are mediated by
assumptions about the relationship between trade and productivity. The Government
analysis models several channels by which greater trade can raise productivity:

For example, trade allows countries to specialise more in their areas of
comparative advantage and allows businesses to sell their goods and services
to a larger market. To serve a larger market, firms scale up their workforce
and production, increasing overall demand in the economy. Trade can
increase productivity, a key driver of economic growth, by exposing firms
to competition, best practice, new technologies and through investment.”®

80. Professor Chadha told the Committee that the Government had included more
channels by which productivity could influence trade than NIESR had in their own EU
exit analysis:

The Government’s analysis of further-away deals is slightly more damaging
to the economy than that of the institute, because we have taken a more
small-c conservative view of the impact on productivity. One of the
important spill-overs from introducing frictions to trade is that it might
impact on productivity enhancement in the economy. Trade encourages
firms to move as close as possible to the productive possibility frontier. It
encourages specialisation and learning by doing ... We take that as a risk
rather than a central case, which is why our overall view of how bad things
are is not quite as bad as the Government’s.”’

Nonetheless, Professor Chadha said that “we have taken a cautious view of the impact
of trade on productivity, but the literature is probably a bit stronger than the Institute’s

view”.”8

Investment

Domestic investment

81. The Government’s EU Exit Long-term economic analysis does not specifically discuss
changes to domestic investment in any of its core scenarios. However, it does provide a
separate sensitivity analysis.

82. In each of the Treasury’s modelled scenarios, GDP is lower as a result of changes to
business investment:

95 Qq1231, 1243

96 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p 12
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Table 2: Summary of investment sensitivities results on GDP compared to today’s arrangements.

Modelled No Modelled Modelled Modelled Modelled
Deal average FTA EEA-type White Paper White Paper
with 50
per cent
additional
NTB
Change to -2.3 -1.2 -0.2 -0.1 -0.5
UK GDP percentage percentage percentage percentage percentage
central points points points points points
estimate:
Business
investment
model
extension

Source: Table 4.16, Government Long-term Economic Analysis

83. In the Bank of England’s short-term analysis both of its “Economic Partnership”
models find that investment will increase, but that it doesn’t fully recover to the pre-
referendum trend:

Investment, which has been subdued by uncertainty, recovers somewhat
following the agreement, though it remains below the May 2016 trend.””

In a No Deal scenario, the Bank states “weak current and future income growth, higher
uncertainty and tighter financial conditions all weigh on consumer spending and business
investment.”*°°

Foreign Direct Investment

84. The Government’s analysis does not assume any change in Foreign Direct Investment
(FDI) in any of its scenarios.

85. Clare Lombardelli from the Treasury told the Committee that FDI was excluded
from the Government’s analysis because the way in which FDI responds to changes in the
openness of an economy to trade is not as well understood as the way trade responds to
such openness.'*!

86. NIESR did include FDI in its analysis and referenced various academic studies that
had attempted to estimate changes in FDI relative to the level of trade agreements in place.
NIESR stated:

While the [Political Declaration] commits to “ambitious, comprehensive
and balanced arrangements” also on investment, any barriers for UK-based
companies to access the EU market would make the UK a less attractive
investment destination. This is because EU membership enables UK
producers to be integrated in EU supply chains. In addition, the opportunity

99 Bank of England, EU withdrawal scenarios and monetary and financial stability: A response to the House of
Commons Treasury Committee, November 2018, p 44, Table 3.1.2

100 Bank of England, EU withdrawal scenarios and monetary and financial stability: A response to the House of
Commons Treasury Committee, November 2018, p 51, Section 3.2.4
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to serve the EU market has in the past contributed to non-EU companies
choosing the UK as an investment destination, alongside other factors, such
as language and the legal and tax system.'*?

87. NIESR summarised its conclusions as follows:

Table 3: Impact of trade agreements on FDI

Agreement with EU on terms comparable  Percentage reduction in FDI compared to

with stay scenario
Norway 8-11
Switzerland 11-23

FTA 20 - 27

WTO 24

Source: Table 5. National Institute for Economic and Social Research Analysis, The Economic Effects of the Government'’s
Proposed Brexit Deal, 2018

88. The Committee asked the Governor of the Bank of England what conclusions could
be drawn from the fact that the UK was the second most popular destination for FDI in
the first half of 2018.'° The Governor responded by stating that:

The UK is a very attractive destination for foreign direct investment for a
variety of reasons, and has been for quite some time [...] It is geographically
obviously on the edge of the EU but fully integrated into the European
Union. It has the rule of law. It has highly skilled people. [However]
Depending on the form of Brexit we take, one of those things changes. At
least in the short term, that makes it a less attractive destination for foreign
direct investment.'**

102 NIESR,

The Economic Effects of the Government’s Proposed Brexit Deal, 26 November 2018, p 15

103  United Nations Conference on Trade and Development, Investment Trends Monitor, October 2018

104 Q1072



https://www.niesr.ac.uk/sites/default/files/publications/NIESR%20Report%20Brexit%20-%202018-11-26.pdf
https://unctad.org/en/PublicationsLibrary/diaeiainf2018d1_en.pdf

28  Twenty-Fifth Report

4 The short-term impact of EU exit
(Bank of England scenarios)

89. The Bank of England provided the Committee with macroeconomic analysis of
six scenarios for the five-year period from the start of 2019 to the end of 2023: a close
economic partnership; a less close economic partnership; a prepared transition to WTO;
an unprepared transition to WTO; a “disruptive” no transition and no deal; and a
“disorderly” no transition and no deal.’®

No transition and no deal scenarios

90. The Bank’s “disruptive” and “disorderly” no transition and no deal scenarios assume
that there will be significant disruption to the UK economy after a no deal Brexit, even
more so in the latter case, resulting in a recession and rises in inflation and unemployment.
The Bank describes these as “worst case macroeconomic scenarios” produced to inform
the Financial Policy Committee’s (FPC’s) focus “on outcomes that would have the greatest

potential impact on financial stability”.'*°

91. Key assumptions in the scenarios include:

o the EU and UK apply tariffs and customs checks on one another’s goods trade,
the EU imposes regulatory checks on goods, and services trade reverts to WTO
terms;

o the UK losses access to existing trade agreements between the EU and third
countries in the disorderly scenario only;

o there are “some delays” at the border in the disruptive scenario and “severe
disruption” in the disorderly scenario;

o the value of sterling falls 15 per cent and 25 per cent in the disruptive and
disorderly scenarios respectively;

o monetary policy responds “mechanically”, rising to 1.8 per cent and 5.5 per cent
in the disruptive and disorderly scenarios respectively; and

o the fiscal response is limited to the automatic stabilisers.'’
92. Key results in the scenarios include:

o GDP falls 3 per cent and 8 per cent, peak to trough, in the disruptive and
disorderly scenarios respectively;

« inflation rises to 4.25 per cent and 6.5 per cent respectively;'°®

105 Bank of England, EU withdrawal scenarios and monetary and financial stability: A response to the House of
Commons Treasury Committee, November 2018, Tables 3.1.1-3.1.2, Table 3.2.1, Table A.1

106 Bank of England, EU withdrawal scenarios and monetary and financial stability: A response to the House of
Commons Treasury Committee, November 2018, p 47, Section 3.2

107 Bank of England, EU withdrawal scenarios and monetary and financial stability: A response to the House of
Commons Treasury Committee, November 2018, pp 47-48, Table 3.2.1

108 Bank of England, EU withdrawal scenarios and monetary and financial stability: A response to the House of
Commons Treasury Committee, November 2018, p 53, Table 3.2.3
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«  the price of food rises by up to 10 per cent;'*®

o the unemployment rate rises to 5.75 per cent and 7.5 per cent respectively; and

o house prices fall 14 per cent and 30 per cent, peak to trough, respectively.'*°

93. These analyses have been referred to, in some quarters, as forecasts.''! However, the
Bank has been careful to describe them as “worst case scenarios”. The Governor explained
to the Committee what the Bank meant by this and the FPC’s purpose in looking at worst-
case scenarios:

A scenario, first off, is not what we think is the most likely thing to happen,
so it is not our central expectation. It is a depiction of what could happen to
the economy, based on a series of clearly identified assumptions, which are
laid out. [...]

Now, this is particularly relevant for the Financial Policy Committee, as you
can appreciate, because [it] is concerned with less likely, tail risk scenarios.
By design, it will look at a series of worst-case assumptions, because the
position we need to bein... is to have a financial system... that can withstand
a highly unlikely but worst-case set of events ... .,what you should take away
from the worst-case Brexit scenarios is that the UK banking system has the
capital, the liquidity... and the overall resilience to withstand that and be
part of the solution, not part of the problem.'"?

94. In terms of the likelihood of these scenarios, the Governor commented “tail risk is
tail risk, so there is a low probability that all of these events would happen at the same
time.”**?

95. The Bank’s purpose in producing these scenarios was supported by Professor Chadha,
Director of NIESR, who said it is “an extreme test of the system, in the same way you
might want to test a bridge under extreme circumstances”.''* The Chancellor described
the analysis as a “reasonable worst case”.'*

96. However, some witnesses to the inquiry felt that the disorderly scenario, in particular,
was nonetheless implausible. Dr Andrew Sentance, a former member of the Monetary
Policy Committee, said it included “some very extreme assumptions” and that the “Bank
appeared to be throwing in the kitchen sink to create the most negative scenario possible”'®
(a description the Governor was content to adopt''”). Roger Bootle, Chairman of Capital
Economics, called it “thoroughly implausible”."*® Each argued in particular that the
prospect of Bank rate rising to 5.5 per cent is remote:

109 Q1029
110  Bank of England, EU withdrawal scenarios and monetary and financial stability: A response to the House of
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If you look at how the MPC has behaved over the last decade or so that
seems implausible, even though the Bank had a scenario where inflation
was going up to about 6.5 per cent. That is not much higher than a couple
of the peaks that we have already had in 2008-09 and 2011-12... and yet
the Bank did not respond by putting up interest rates dramatically in that
scenario.'"’

Dr Sentance was also concerned that the Bank had faced difficulties in communicating
the difference between a scenario and a central forecast.'*°

97. The Governor told the Committee that Bank rate was set “mechanically” in the
scenarios, based on an equation that balanced deviations of inflation from target and
output from potential.’*" He has also told the Committee that Bank rate could be higher
or lower following a no deal Brexit:

That depends on the balance of demand and supply, and the exchange rate,
as the committee has made clear. We could see either scenario. [...]

There are scenarios where [Bank rate could be lowered] but, to be clear, those
are scenarios where the hit to demand for the level of activity is greater than
the impact on the supply capacity of the economy. Both of those are going
down, so it depends on your definition of net stimulus.'**

98. The Bank also provided the Committee with scenarios in which the UK moves to
WTO terms after a transition period, and there is no significant near-term disruption.'**
In this case, GDP is 5.25 per cent lower at the end of 2023 than in the May 2016 baseline.'**

99. The Chancellor told the Committee:

There has been a great deal of work going on. I can tell the Committee that,
just yesterday, HMRC wrote to the 145,000 traders who currently trade only
with the EU and who therefore do not necessarily have any experience of
export documentation or procedures.

100. The Committee finds it hard to fathom why the traders who currently trade only
with the EU were not written to long before this time. And it is of the view that these
and other preparations should have started sooner.

Economic partnership scenarios

101. The Bank provided the Committee with two “economic partnership” scenarios in
which the UK secures a trade agreement with the EU based on the Political Declaration
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following a smooth transition period. According to the Bank, “close” and “less close”
scenarios “form the top and bottom of a range of possible characteristics of the economic
» 125

partnership”.
102. Key assumptions in the scenarios include:

o there are no customs checks or new regulatory barriers on goods in the close
scenario, but there are customs checks and regulatory checks for new product
lines in the less close scenario;

« the access of financial services to EU markets falls by a half and three quarters
in the close and less close scenarios respectively;

« uncertainty falls to average by the end of 2019 and 2021 in the close and less
close scenarios respectivelys; and

«  Sterling appreciates 5 per cent and 2 per cent in the in the close and less close
scenarios respectively.'*°

103. Under the close economic partnership scenario, economic growth accelerates a
little around 2020 and 2021, closing the gap a little with the May 2016 pre-referendum
forecast baseline. At the end of 2023, GDP stands 1.25 per cent below the baseline. Under
the less close scenario, there is a dip in growth after the UK exits the implementation
period in 2021, and GDP stands 3.75 per cent below the baseline at the end of 2023. The
unemployment rate stands at a little above and a little below 4 per cent at the end of 2023
in each scenario respectively.'?’

104. The Chancellor pointed to the pick-up in growth around 2020 and 2021 in the close
economic partnership scenario as evidence of a possible “deal dividend”.'*® The Governor
told that Committee that a portion of this pick-up was due to a fall in uncertainty allowing
a release of pent-up investment:

[Investment] is in the order of 28 per cent cumulative growth over the five-
year horizon. You get an acceleration of investment with a fall in uncertainty
and retention of access to the market ... .

... We do feel that there is some pent-up investment. I will give you a number
that I am confident in, as the counterfactual. Investment is now running
at about 16 per cent below what had been projected pre-referendum, but
that is understandable. There is uncertainty about the arrangements, so
people have held back despite the strength of the global economy and other
factors.'*

105. Roger Bootle was less certain that investment was lower than it would have been had
the UK voted Remain in 2016. He told the Committee:

125 Bank of England, EU withdrawal scenarios and monetary and financial stability: A response to the House of
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It is, of course, impossible to tell what investment or GDP would have been
without the referendum vote, because we lack the counter-factual—that is
a problem that besets all of economics. By contrast we do know, or sort of
know, what happened to GDP, which is that it grew rather than falling into
a recession the way the Treasury forecast.'*°
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5 Fiscal implications of EU withdrawal

106. The Government’s EU Exit Long-term economic analysis sets out the potential debt
to GDP ratio in each of its scenarios in 15 years’ time. In each scenario, debt to GDP is
higher than it would otherwise have been. See table and chart below:

Table 4: Summary of impact on public sector net borrowing compared to today’s arrangements (No
change to immigration)

Additional Modelled no Modelled Modelled EEA- Modelled White
borrowing deal scenario average FTA type scenario Paper scenario
associated with scenario

EU exit

As a percentage | +2.4 +1.8 +0.5 +0.0

of GDP

In £ billions +£95 billion +£72 billion +£22 billion £1.3 billion

Source: Table 4.13a Government EU Exit: Long-term economic analysis

Figure 5: Extract from Government EU Exit Analysis: Impact on public sector net borrowing
compared to today’s arrangements, per cent of GDP in 2035-36 (Figure 4.9)
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107. As with the changes to GDP over the analysis period, the majority of the difference
is caused by the introduction of non-tarift barriers (NTBs). This impact is partly reduced
by the net total of reductions in UK payments to the EU. The reductions in financial
contributions and new discretionary contributions to the programmes the Government
wishes to take part in are analysed separately.'*!

108. Only the modelled EEA scenario includes continued contributions to the EU.
However, all scenarios include identical sums of money being paid to the EU for continued
participation in EU programmes.'*? It therefore appears that the Government assumes
that under an EEA scenario it would have to pay the same amount for discretionary access
to EU programmes as in other scenarios in addition to its contributions to the EU budget.

109. Whilst not listed in table 4.13a of the Government’s analysis, the White Paper 50 per
cent Non-Tariff Barrier scenario would result in higher debt to GDP than both the EEA
scenario and the central White Paper scenario.*

110. The Government assumes no fiscal response in any of its scenarios. Therefore, were
the Government to make discretionary changes to Government spending in response to
worse economic performance are not included in this analysis. Were discretionary policies
to be included in response to worse economic performance—similar to the reductions
in VAT or the Car Scrappage Scheme introduced after the 2008 financial crisis—such
policies would increase debt to GDP further.

111. When the Committee raised the potential policy responses to a No-Deal scenario
with the Chancellor he stated it was inevitable that fiscal response would be needed:

It is implausible that in a No-Deal scenario the Government would not do
anything. Of course we would do something. The kind of impacts that are
being suggested by the Bank of England publication would elicit a fiscal
policy response, and, of course, our fiscal rules are set in cyclically adjusted
terms. The automatic stabilisers would operate, and over and above the
automatic stabilisers, as I have just described, we have some discretionary
fiscal fire power. I would remind the Committee—I think I have said this
before—that what we are talking about is carrying out additional borrowing
in order to support the economy in the short term.'**

112. The Bank of England has made very clear that the nature of the shock that we are now
talking about in the case of a No-Deal exit might make it very difficult for the Bank to
be able to provide monetary policy support to the economy, because we would expect—I
think the Bank have said this—the transmission mechanism to be through the exchange
rate. We would expect to see inflation rise sharply in response to a reduction in the sterling
exchange rate, and the Bank’s normal monetary policy response to that would have to
be to tighten monetary policy, not loosen it. I suspect that in that scenario the Bank
of England would be looking firmly at the Treasury to respond through a fiscal policy
response.'**As discussed earlier in the report, the Government analysis does not include
any short-term scenarios. The Bank of England has produced short-term scenarios, but

131 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p72, Figure 4.9
132 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p72, Figure 4.9
133 HM Government, EU Exit, Long-term economic analysis, November 2018, Cm 9742, p72, Figure 4.9
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the Bank of England analysis does not consider the impact of its scenarios on debt to GDP.
Therefore, the Committee has not seen any short-term analysis of what may happen to the
public finances under different scenarios.

113. The 2.4 per cent increase in the debt to GDP ratio in the Treasury’s No Deal scenario
is significantly less than that incurred in the Financial Crisis, when it increased from
35 per cent in 2007-08 to 64 per cent in 2009-10."*®¢ When the Committee asked the
Chancellor why this was the case, he said:

It is widely accepted that the fiscal impact of a financially induced recession
is usually more significant and more enduring than a demand [driven
recession].’?’

114. The Committee notes that the Government’s economic analysis does not include
any fiscal policies that would be required in response in any scenario. The Chancellor
told the Committee it would be implausible for the Government not to respond in a No
Deal scenario with automatic stabilisers and additional discretionary fiscal fire power.
The debt-to-GDP figures in the Government’s No Deal scenario therefore cannot be
quantified.

136  Office for Budget Responsibility, Public finances databank, 29 October 2018
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6 The impact on financial services

The impact of different withdrawal scenarios on the UK financial
services industry

115. The Government’s EU Exit Long-term economic analysis states that the financial
services sector will contribute less Gross Value Added (GVA) in each of its modelled
scenarios compared to remaining in the EU.

Table 5: Government’s summary of trade-only impacts on financial services activity compared to
today’s arrangements

Modelled White Paper
Compared Modelled no Modelled Modelled Modelled Modelled

to today’s deal average FTA EEA-type White Paper White Paper

arrangements with 50 per

(per cent in cent Non-

GVA) Tariff Barrier
sensitivity

Financial -9 -7 -1 -0.8 -4

Services

(-11 to -6) (-9 to -4) (-2 t0 -0.8) (-3t0-0.2)

Source: Table 4.6 of Government'’s EU Exit long-term economic analysis, figures in brackets are ranges.

116. Under the White Paper scenario, the financial services sector would lose its ability
to sell financial services across the EEA via the EEA’s financial services passporting
arrangements. Without such passporting, the financial services industry would be unable
to sell services such as lending, deposit taking, insurance, investment services, credit
cards and asset management as it currently does.

117. Alternative access to the EU financial services market for companies outside of the EU
can be achieved in a limited number of areas through a system of regulatory equivalence.
However, the Government’s White Paper states:

These regimes are not sufficient to deal with a third country whose financial
markets are as deeply interconnected with the EU’s as those of the UK are."*®

Instead the Government’s White Paper states that “the existing autonomous frameworks
for equivalence would need to be expanded, to reflect the fact that equivalence as it
exists today is not sufficient in scope for the breadth of the interconnectedness of UK-
EU financial services provision. [...] The UK recognises, however, that this arrangement
cannot replicate the EU’s passporting regime.”**

138 Department for Exiting the European Union, The future relationship between the United Kingdom and the
European Union, 12 July 2018, p 29, para 62

139 Department for Exiting the European Union, The future relationship between the United Kingdom and the
European Union, 12 July 2018, p 30, para 65
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118. When asked why the Government’s analysis suggested financial services would
be better off without EEA passporting, Clare Lombardelli from the Treasury told the
Committee the level of financial services trade is closely linked to the levels of goods trade,
so the higher level of goods trade under the White Paper scenario compared to the EEA
scenario leads to higher levels of financial services trade despite the loss of passporting.**

119. NIESR’s report The Economic Effects of the Government’s Proposed Brexit Deal states
that:

The extent of service sector liberalisation under GATS is low. The number
of sectors that the EU is prepared to open to non-EU countries is small
and as a result of that the arrangements that are likely to be negotiated
for services trade are likely to be less ambitious than the trade in goods.
[...] The sections in the Political Declaration that cover the service sector
are imprecise and therefore open to interpretation, but there is no doubt
that the scope of any agreement on services trade is set to fall well short of
current arrangements.'*!

120. NIESR’s analysis estimates that UK financial services access to the EU under a Free
Trade Agreement or under WTO rules would be reduced by approximately 80 per cent, as
shown in the chart below:

Figure 6: Extract from National Institute for Economic and Social Research, “The Economic Effects
of the Government’s Proposed Brexit Deal”, Market access under CETA and GATS (Figure 7)
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121. Dr Gemma Tetlow, from the Institute for Government, noted to the Committee that
the insurance and long-term savings industry has raised concerns that the Government’s
approach of not seeking a continuation of passporting poses quite considerable risks.'*?

122. In contrast, Roger Bootle of Capital Economics told the committee that the ingenuity
of the financial industry would mitigate most of the losses to access:

The City of London has throughout its whole history been used to finding
workarounds. It is immensely flexible. I suspect that the amount of business
and jobs that will be lost directly to the continent—that may be what you
mean by “access”—will be comparatively minor.'**

Equivalence

123. The Committee examined the prospect of the UK and the EU recognising each other’s
regulatory frameworks for financial services as equivalent. Granting this equivalence
would, amongst other things, make certain services and products provided by UK firms
acceptable for regulatory purposes in the EU, and vice versa. The Political Declaration
commits the UK and the EU to “start assessing equivalence with respect to each other ...
as soon as possible after the United Kingdom’s withdrawal from the Union, endeavouring
to conclude these assessments before the end of June 2020”.'**

124. Andrew Bailey, Chief Executive of the Financial Conduct Authority, told the
Committee that there is substantial scope for improving the current EU equivalence
regime:

First, there is the scope of it, and how it operates in terms of scope and
consistency, because it is a regime in Europe that, in my experience, has
grown up step by step. Different bits of legislation have different equivalence
provisions. Some of it reflects the passage of time and some of it reflects a
sector. It doesn’t look very consistent.

[...]

The second thing is the process. It doesn’t look very transparent. There is
the charge that—it is true—the European Union can take it away at almost
no notice. That is true and does not look very good. [...]

I do not think it is a system we would feel comfortable with, in terms of
being able to give particularly firms a clear sense of, “Look, this is how it
works. This is how you should interpret it,” and also to say to third-country
authorities, “This is how the system works.”**®

142 Q962

143 Q963

144 Department for Exiting the European Union, Political declaration setting out the framework for the future
relationship between the European Union and the United Kingdom, 25 November 2018, pp 8-9
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The Chancellor also acknowledged the shortcomings of the existing equivalence regime,
saying:

We have always been clear that the current equivalence regime would
be inadequate to deal with the scale of the UK/EU financial services
relationship. [...].

The scope of the current EU equivalence regime is not wide enough. The
methodology for applying it is too uncertain for multi-trillion-dollar
commercial business to be able to be done on it."*°

125. But the Chancellor also stated his belief that the EU recognises the problems with
the current equivalence regime, and that both sides will work together to bring about the
necessary improvements:

I am confident from the discussions we have had that our partners in
the European Union understand this. They have a red line, and we have
deliberately and ostentatiously respected their red line. That is that the
equivalence decision must always be an unencumbered sovereign decision
made either by the EU or by the UK. [...]

What we need is a set of operational rules that means that those decisions
are not suddenly applied in an arbitrary way. In other words, the regime
has to be one within which commercial firms could reasonably operate.
That means a certain period of notice if an equivalence decision is going
to be withdrawn. Crucially, for our own macroprudential regime, it means
that there has to be a high level of co-operation between regulators and
supervisors in the EU and the UK. [...]

It has taken us a while to get there, but I think we now have a wide coalition
on the European side, understanding that this is in all our interests. [...]
There is clearly a way forward on financial services co-operation that does
work for both parties.'*’

Rule taking

126. During the implementation period, the UK would no longer have a vote in the
European Supervisory Authorities, and it would no longer be part of the EU legislative
process. As such, it could no longer directly vote upon legislative or regulatory actions that
would impact upon the United Kingdom’s financial sector. Yet, in the implementation
period, it would have to implement such actions. This is sometimes described as being a
“rule taker”.

127. The FCA appeared comfortable with therisk ofbeingarule taker in the implementation
period. Its impact assessment noted that “leaving the EU creates a number of risks for
us regardless of the form of exit. The implementation period helps address these at the
cost of a lower ability to influence regulation during that period, for example due to the
removal of our voting rights in the [European Supervisory Authorities].”*** This view was

146 Q1329
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confirmed by Sam Woods, Deputy Governor for Prudential Regulation at the Bank of
England, who told us that “the net benefit of the implementation period in giving the
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country more time to get ready outweighs the rule-taker risk.”**’

128. However, there was concern about an extended or permanent period of rule taking.
Andrew Bailey, told the Committee that “I do worry a lot about rule-taker risk, because I
think in a world where we are outside it will be difficult if we are a pure rule taker with no

influence.”**® However, he also said that:

This is much more speculative, but we talk a lot about being a rule taker—I
am guilty of this—and we are worried about the rule-taker issue. I think
some people on the continent also ask whether there is a risk that it could
work the other way around: that the UK becomes, in a sense, a rule maker
in wholesale markets. That would put the question the other way round,
particularly for those who wish to compete.'*

129. The risks were also emphasised by the Governor, who explained them as follows:

130. On the potential adoption of a “Norway model” for the UK’s relations with the EU,

[...] we have a huge financial sector in the UK. It is 10 times the size of GDP.
It is the most sophisticated, complex and interconnected financial sector in
the world. [...] we would be uncomfortable not having some flexibility to
ensure that it is appropriately regulated and supervised. We would not be
comfortable [...] outsourcing supervision of this incredibly complex and
incredibly important financial sector. As everyone knows, part of the reason
that the Bank of England is structured like this, has a financial stability
remit and has to release its analysis of risk to Parliament when Parliament
demands is that, in living memory, that sector brought the country to its
knees.'>

Andrew Bailey noted that

131. When pushed on the distinction between voting and non-voting members, in terms

[...] what I would say about the current Norway model is that in our world
it is a rule taker model; they are members of the EEA and they are at the
ESMA table, but they do not have a vote. In many ways, it is a pure rule-taker
model. People will say—I get that there are many views on this—“Ah, but it
would be different with the UK in that role, because we have big markets.”
Well, maybe, but we cannot give you any assurance on that.'*?

of influence and persuasion, Mr Bailey replied:

I would say that at the moment, as I observe it, it is very important. There
are three non-voting members: Norway, Iceland and Liechtenstein]...].
They are all there, and they do speak from time to time, but you obviously

149
150
151
152
153

Q1025
Q984
Q982
Q1025
Q984



Twenty-Fifth Report 41

see the difference. Some of us have votes and others have not, and it does
make a difference. But I reiterate that what I cannot tell you is how it would
work with a big financial market in that role."**

132. After noting that voting frequency at ESMA “has been quite often”, when asked
whether voting was a meaningful thing, Andrew Bailey replied “Yes, it is” and added:
“By the way, there are actual votes and then there are processes that lead to outcomes that
might be consensual, but there has been an opinion-forming process, so it is not just the
votes in that respect.”'*®

133. The Chancellor appeared to take a more sanguine view of the rule-taker risk:

I just want to put the rule-taking question in context. Let us take financial
services. Over the years, the UK has been hugely influential in shaping the
EU’s financial services regulatory environment. We have not liked every
single piece of EU financial services regulation, but we have been hugely
influential.

In my judgment, and the judgment of everybody I have spoken to on
both sides of the table, we have not achieved that influence because of our
voting power, because we do not have voting power. We have achieved that
influence because of our expertise, our willingness to do the work and the
excellence of the people we have deployed to work on these things. The UK
has been able to influence through skill, knowledge, expertise and critical
mass.

[...] We should not for one moment simply assume that we will no longer
seek to influence. I have said before, and I am happy to say again here, that,
once we have left the European Union, I imagine that we will have a very
large and very active embassy in Brussels that will spend a great deal of time
and effort seeking to make input to the debates that are going on within the
European Union. [...]"*°

When pressed on whether the influence the UK has would change when it is not “round
the table”, the Chancellor replied:

It will be a different kind of influence, but we also have to recognise that in
a QMV [Qualified Majority Voting] environment we do not have a veto. I
believe we have been influential because of the quality of our analysis. Even
now, in discussions that go on all the time with European Union partners
and the Commission, by far the most powerful argument is always a piece
of calm, rational analysis that points out to them something that perhaps
they have not quite identified themselves, especially if we are able to show
an unintended and negative consequence that they would feel that they had
not necessarily seen."”’
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No Deal preparations

134. In the event of No Deal, the FCA provides the following description of what would
happen:

For financial services, this would mean an abrupt end to UK firms’ access
to the single market. The single rulebook and provisions on regulatory
cooperation would cease to apply in the UK. Instead, the UK would
default to a ‘third country’ relationship with the EU. In this case, the terms
of market access would largely be decided by the national laws of each
member state and the EU rules on third countries. This would limit firms’
ability to undertake cross border business without having to physically
establish themselves in the relevant jurisdiction or meet additional local
authorisation requirements.'*®

135. Sir Jon Cunliffe, Deputy Governor of the Bank of England, provided the following
description of the cross-border financial services trade risks a No Deal would present,
alongside mitigating strategies the UK has been able to adopt:

The other area is whether there is cross-border trade between us and the EU
in financial services where, if there were no permissions and equivalence
and if passporting was lost, there could be difficulties. The FPC has been
preparing and publishing a checklist of those issues for over a year now and
we have isolated the largest issues. They were around cleared and uncleared
derivatives, insurance contracts and data. [...]

On insurance contracts, the problem has been mitigated over the period by
a number of UK insurance companies that sell into Europe and European
companies sell that into the UK having set up UK or European entities
and transferred those contracts. In the UK, the risk is taken away by the
ability that Parliament has now given us to have a temporary permissions
regime, so that European insurance companies can operate in the UK. On
the European side, we believe there is still a risk. It has gone down but, from
memory, about 9 million policyholders in the EU may not be able to depend
on their UK insurance companies, because companies will not have the
permissions to do what they need to do to pay claims.

On the derivatives side, for derivatives that are not cleared, at the moment
we have about £28 trillion notional of uncleared derivatives, of which about
£13 trillion will exist after 29 March next year. That number is growing. We
think the contracts will be safe after Brexit, but the ability to perform the
so-called lifecycle events that firms use to manage their financial stability
risks will be a doubt in a number of jurisdictions. There is no answer. The
firms cannot move those contracts and, from the perspective of the FPC,
there is a risk there that, were we to see a market stress in the event of Brexit,
some risk-mitigation mechanisms that are normally available to companies
will not be available to them.

158 Financial Conduct Authority, EU Withdrawal Impact Assessment, November 2018, p 6
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The last one I will mention is cleared derivatives, where we are about £60
trillion notional with £40 trillion maturing after Brexit. That number of
those maturing after Brexit is growing, as we have discussed in front of
the Committee before. On the UK side, Parliament has given us temporary
permission regimes that can deal with it. On the EU side, there is a
recognition now that there will have to be temporary permission for UK
clearing houses to operate in Europe. We have had some more details since
I last spoke to the Committee about what is required but, as the Financial
Stability Report made clear last week, the clearing houses need a bit more
definition of the conditionality, scope and timescale. Those are the risks.'*®

136. The economic analysis around a No Deal scenario has been described previously in
this Report. The Governor provided us with the following reassurance on the ability of the
financial sector to withstand such a scenario:

We have made sure that the one thing you do not have to worry about is
whether the banks have enough capital and liquidity, and are managing
their risks. They are going to buffer this issue, if there is an issue. They are
going to buffer it; they are not going to amplify it. [...]

We are already sleeping soundly at night, because the core of the financial
sector is in the position that it needs to be in for the tough scenario. If it
moves to an easier scenario, a fortiori, we are okay.'’

159 Q1040
160 Q1043



44

Twenty-Fifth Report

Conclusions

Introduction

After an extensive exchange of letters and with discussion at various oral evidence
sessions, the Committee expresses its disappointment that the Treasury did not
provide all evidence that the Committee requested. The Treasury did not produce
short-term analysis of any scenarios. The Committee is also disappointed that the
Treasury modelled scenarios that have been rejected by the EU (i.e. Chequers) yet
did not model scenarios that are considered probable and have the potential to be
persistent over the medium to long term (i.e. the Backstop). And while the Office for
Budget Responsibility now undertakes this sort of short-term analysis for the Budget
and other fiscal events, the OBR can only forecast based on stated Government
policy; the political declaration is only a statement of intent. Therefore, there is no
short-term analysis of the deal upon which Parliament will vote. (Paragraph 10)

Notwithstanding this objection, the Committee is grateful that all institutions
responded to the request in good time to enable the challenging programme of
scrutiny and to allow a report to be produced ahead of the “meaningful vote”.
(Paragraph 11)

The Government’s EU exit scenarios

CGE models are widely employed in economic analysis of international trade. The
Government’s model has the advantage of analysing decisions about trade at a
significant level of sectoral detail. It also analyses the economy in the long term only,
assuming there is full employment of capital and labour. As such, it does not show
how the economy will transition to the new trading relationship, the path taken by
inflation and unemployment, and whether the transition could result in increased
structural unemployment. (Paragraph 18)

The White Paper scenario represents the most optimistic and generous reading of
the Political Declaration, insofar as it is consistent with it at all. It certainly does not
represent the central or most likely outcome under the Political Declaration, and
therefore cannot be used to inform Parliament’s meaningful vote on the Withdrawal
Agreement. (Paragraph 25)

Parliament may prefer to draw from the range of the scenarios in the Government
analysis, additionally informed by external analysis and comment, in order to assess
the economic impact of the Withdrawal Agreement. (Paragraph 26)

Trade agreements can take four years to agree, and previous EU negotiations, have
taken longer. The CETA deal took over eight. Therefore, the Committee believes it
is feasible that the UK could enter the Backstop, despite it being neither the UK’s
nor the EU’s preferred position. And it believes that the Government should have
modelled the Backstop, making some broad-brush assumptions. (Paragraph 40)

The Government has provided long-term regional and sectoral analysis of a number
of EU exit scenarios. However, the Committee notes that it did not include analysis
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of the Backstop nor did the Committee receive short-term regional and sectoral
analysis showing where losses and gains in jobs are most likely to be located as the
economy adjusts to a new trading relationship. (Paragraph 50)

It is worth emphasising that the Treasury analysis makes no allowance for any other
dynamic, domestic policy responses, such as policies developed under the Industrial
Strategy, that could affect the impacts of the EU Exit scenarios on regional and
sectoral growth. (Paragraph 51)

Key assumptions in modelling the economic impact of withdrawing
from the European Union

The Committee finds it hard to fathom why the traders who currently trade only
with the EU were not written to long before this time. And it is of the view that these
and other preparations should have started sooner. (Paragraph 100)

Fiscal implications of EU withdrawal

The Committee notes that the Government’s economic analysis does not include any
fiscal policies that would be required in response in any scenario. The Chancellor
told the Committee it would be implausible for the Government not to respond in a
No Deal scenario with automatic stabilisers and additional discretionary fiscal fire
power. The debt-to-GDP figures in the Government’s No Deal scenario therefore
cannot be quantified. (Paragraph 114)
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Formal minutes

Monday 10 December 2018
Members present:

Nicky Morgan, in the Chair

Rushanara Ali Alison McGovern
Mr Steve Baker  Catherine McKinnell
Colin Clark Stewart Hosie

Mr Simon Clarke Wes Streeting
Charlie Elphicke

Draft Report (The UK’s economic relationship with the European Union: The Government
and Bank of England’s Withdrawal Agreement analyses), proposed by the Chair, brought
up and read.

Ordered, That the draft Report be read a second time, paragraph by paragraph.
Paragraphs 1 to 136 read and agreed to.

Resolved, That the Report be the Twenty-Fifth Report of the Committee to the House.
Ordered, That the Chair make the Report to the House.

Ordered, That embargoed copies of the Report be made available, in accordance with the
provisions of Standing Order No. 134.

[Adjourned till Tuesday 11 December at 9.00 a.m.
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The following witnesses gave evidence. Transcripts can be viewed on the inquiry publications
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Sir Tom Scholar, Permanent Secretary, HM Treasury, Clare Lombardelli,
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at the Department for Exiting the European Union
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Dr Andrew Sentance CBE, Independent Business Economist
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