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Economic performance
The British economy has continued its recently established path of low growth and

high employment. Real economic growth in 2017 was 1.7 per cent and is forecast

to be 1.3 per cent in 2018; on a per capita basis these figures fall to 1.1 per cent

and 0.6 per cent respectively. Employment remains at historically high levels and

unemployment based on the Labour Force Survey is at its lowest level since the

mid-1970s: 4.4 per cent in 2017, and forecast to be 4.0 per cent in 2018. Inflation

remains above the two per cent target, but not dramatically so and below the

November 2017 peak of 3.1 per cent: 2.7 per cent in 2017 and forecast to be 

2.6 per cent in 2018. Average earnings growth in 2018 is expected to be 2.6 per cent

– a level that is cancelled out by the anticipated rate of inflation. There were,

however, some modest rises in real regular pay during the year.1

The budget deficit for 2017/18 was 1.9 per cent of GDP and is forecast to fall to 

1.2 per cent of GDP in 2018/19. It remains positive at the end of the forecast

period (2023/24). However, compared to the level before the economic crisis,

outstanding debt remains high – at 85 per cent of GDP in 2017/18, forecast to fall

to 74.1 per cent by 2023/24.2

Autumn Budget 2018
There were two Westminster Budgets in 2018, as a result of the decision to move

the budget to November so as to synchronise expenditure and revenue decisions.

The principal change between March and November was improved OBR forecasts

for borrowing, which were £12.7 billion lower than in March. This allowed the

Chancellor to increase spending without affecting planned borrowing or raising

taxes. 

The March Budget planned a £7.6 billion cut in real expenditure between 2018/19

and 2022/23 (measured as Resource Departmental Expenditure Limits – RDEL). In

contrast the IFS assessed the planned increases in the November Budget as totalling

£18.9 billion – a difference of £25.5 billion. The principal beneficiary of this was

the NHS, where expenditure (in England) will rise by £20.5 billion by 2023/24

relative to 2018. Additional revenue (£2 billion per year) was allocated to universal

credit mostly to increase work allowances that had been cut in 2015 (see

Commentary Chapter 6), although the benefits freeze continues. The budget raises

expenditure by eight per cent in real terms by 2023/24, but outside protected

areas (NHS, overseas aid and defence) expenditure is not planned to rise, and 

will fall as a share of national income and on a per capita basis. Further, 

capital expenditure was cut compared to the March Budget. On tax, the 

personal allowance was raised to £12,500, continuing the policy of taking 

lower-paid workers out of tax, and the threshold for the higher rates of tax was

also raised.3

The higher personal allowance, which is not a devolved matter, also applies in

Scotland. However, the threshold for the Scottish intermediate (21 per cent) and

higher (41 per cent) rates of earned income tax are planned to remain unchanged

in 2019/20. If the Scottish Budget is approved by parliament, from April 2019 

the higher rate of income tax will begin £6,569 lower than in the rest of the UK.

So, in its second year, a sizeable difference in income tax regimes is already

opening up.

Brexit
The UK’s economic prospects are already being affected by the referendum on

withdrawal from the European Union, but the form that Brexit takes will clearly

affect the UK’s economic prospects in the future. At the time of writing, there is a

great deal of uncertainty over the form that Brexit will take, and it is possible that

it will be delayed or even revoked. 

The Withdrawal Agreement

The UK government reached an agreement with the European Union on 

25 November, known as the ‘Withdrawal Agreement’, which is accompanied by 

a ‘Political Declaration’.4 At the time of writing (January 2019), the government

had just heavily lost the vote in the House of Commons on its Brexit agreement

with the EU. The government had sought assurances and clarifications in the

Political Declaration, whilst the EU has made it clear that there can be no further

alteration to the Withdrawal Agreement itself. 

In accordance with the government’s decision to trigger Article 50, the UK will

leave the EU on 29 March 2019, unless the EU27 agree to delay the date of exit or

the UK government chooses to revoke it. 
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The Withdrawal Agreement details the arrangements for the so-called

‘implementation period’ between 29 March 2019 and 31 December 2020, during

which time it is intended that the UK government and EU agree a trade deal. The

period is also intended to allow businesses and government to prepare for full exit

from the EU. The implementation period may be extended until the end of 2022 if

this is agreed by both the EU and the UK before 1 July 2020.

During the implementation period, the UK would leave the political institutions

of the EU (i.e. European Parliament and European Council), remain in the

customs union and continue to abide by EU rules, and be subject to the

jurisdiction of the European Court of Justice. Freedom of movement would be

curtailed, but not ended. UK citizens currently working in other EU countries and

EU citizens who are currently working in the UK would retain their residency and

social security rights after Brexit. People who take up residency in another EU

country or the UK during the implementation period will be allowed to remain

after the period ends; and all those resident in an EU country or the UK will be

entitled to apply for permanent residence after five years. 

The agreement avoids a ‘hard’ border between Ireland and Northern Ireland

during the implementation period. The ‘backstop’ is intended to prevent one in

the event that no trade agreement has been reached by the end of the

implementation period. In this event, a single customs territory will be created

between the EU and the UK. Further, Northern Ireland would enjoy a deeper

relationship with the EU (compared to the rest of the UK) in terms of both the

customs union and the single market. The backstop can be ended only by mutual

(i.e. EU and UK) agreement. It is this aspect of the agreement that has been the

most contentious. The possibility of customs checks between Northern Ireland and

the rest of the UK has drawn criticism from Northern Ireland’s DUP and the

possibility of Northern Ireland having competitive advantages over other parts of

the UK has angered the Scottish Government. 

Perhaps the main – and frequently overlooked – point is that all we have is a

Withdrawal Agreement, and we still do not know what form Brexit will take after

the implementation period. 

Further, the political unpopularity of the agreement across the spectrum of

opinion means that it is still possible that the UK will remain in the EU, or that

the UK might leave the EU on 29 March with no deal being reached. In December

2018, it was clear that the Prime Minister was attempting to force a decision

between ‘her’ deal and no deal, whilst ruling out any prospect of remaining in 

the EU.

Economic implications

Clearly, there is a great deal of uncertainty surrounding the economic impacts of

Brexit. Even if we knew what the UK’s long-term relationship with the EU would

be, it would be difficult to forecast impacts with certainty, as there are so many

interacting variables at play. But we do not know what this relationship will be,

and great uncertainty surrounds even the UK’s short-term relationship. However,

there is sufficient theoretical and empirical evidence to predict the direction of

travel and the mechanisms through which the impact of Brexit would be felt.

The UK has been a member of what is now the EU for 46 years. During this

period it has evolved from being a customs union (i.e. a free trade area with a

common external tariff) to a single market. The single market, developed under

the Single European Act of 1987, sought to improve the competitiveness of the

EU by removing so-called ‘non-tariff’ barriers such as those that arise from

regulatory standards. Rather than agreeing detailed uniform standards across the

EU, the single market operates on the principle of minimally agreed standards,

which if met allow goods or services to be traded across the EU. The standards

themselves are agreed by qualified majority voting in the European Council to

prevent a single or small number of countries blocking them. Thus the single

market applies to services as well as goods – and services are now the largest part

of the economy. The single market is also intended to give teeth to freedom of

movement of workers, which of course became a live issue once formerly

communist countries joined in the 2000s. 

The economic benefits of the single market arise in large part from the efficient

allocation of capital and labour to make the EU more competitive – moving away

from a series of nationally based industries to European-wide ones (hence the
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growth in complex cross-border supply chains). To prevent a ‘race to the bottom’

certain workplace rights were developed through the social charter which became

the social chapter of the Maastricht Treaty. The UK initially opted out of the

social chapter, but later opted in. It was further recognised that some regions,

especially geographically peripheral ones, would be disadvantaged as economic

activity became more focussed on Europe’s core market. In response the

European Structural Funds were greatly expanded in the 1990s, and the UK 

was a major beneficiary of these until the new member states joined, when these

were redirected towards these much poorer countries. The UK remains outside

the single currency which was introduced in 1999, and which has almost

certainly disadvantaged (mostly) southern European countries with lower

productivity and higher inflation, by removing devaluation as a means of

competitive adjustment.

Immediate impacts of Brexit

The uncertainty arising from the referendum result in June 2016 has already had

an impact on the economy. It seems to have depressed business investment and

induced currency depreciation, in turn prompting higher inflation and reducing

real incomes and spending. The Office for Budget Responsibility attributes the

relatively weak boost to the economy to currency devaluation, as the reduced

price of exports seems to have been countered by the increased price of imported

components in increasingly internationalised supply chains. OBR reduced its

GDP growth forecast for Q2 2016 to Q2 2018 from 4.4 per cent to 3.0 per cent,

which is close to its current estimate of 3.2 per cent.5

Longer-term impacts

As noted above, it is very difficult to estimate the impact of Brexit on longer-term

economic performance. However, the OBR points to a number of factors that are

likely to be influential. Trade, to a greater or lesser extent, would be reduced, with

the impact taking more than a decade to feed through fully, although greatest at

the beginning of the period. Another is that the ability of firms to (re)locate to

secure comparative advantage is likely to be reduced, and the impact of this is

expected to be cumulative. Barriers to trade, migration and foreign direct

investment are also likely to affect productivity by impeding technology transfer

and slowing innovation. Migration impacts are particularly difficult to read, even

after the publication of a white paper, as ministers appear not to agree on the

numbers within an envelope that is intended to shift access in favour of more

highly paid workers. OBR suggests that ‘other things being equal, the greater the

barriers to trade and migration flows with the EU as a result of Brexit, the more

adverse the prospective impact on the economy and the public finances.’ OBR does

consider the beneficial impacts of trade deals that the UK government is able to

make with countries other than the EU, but considers that the scope for such deals

is ‘limited’ because of the relative scale of trade compared with the EU and the

tendency of such agreements not to remove non-tariff barriers to the extent that is

achieved in the European single market.

The government’s long-term analysis of Brexit also warns that ‘[no] modelling can

completely capture the complex ways in which the UK economy could be affected

by exiting the EU, particularly given the unprecedented circumstances of the UK’s

departure’.6 It therefore presents ‘modelled scenarios’ rather than ‘forecasts’, the

four scenarios being those set out in the July 2018 white paper: a free trade area

(FTA), membership of the European Economic Area, and no deal. The precise

Withdrawal Agreement is not modelled as it had not been agreed at the time the

paper was prepared. The outcomes of the scenarios, taking into account trade and

regulatory flexibility effects, and different migration assumptions, are summarised

in Table 2.1.1. 

The table suggests that the further the settlement is away from EU membership

(on the terms currently enjoyed by the UK), the greater the impact on GDP. The

differences between different exit arrangements are striking, and rather suggest that

the dogmatic approach of ‘Brexit means Brexit’ is misplaced. There are varieties of

Brexit, some likely to be far more damaging than others. It is useful to see

migration treated separately, even if neither of the scenarios are those that are

suggested in the white paper. It is useful to note, however, that the impact of

reducing migration is to lower GDP relative to EU membership. Per capita GDP

figures are impacted less than GDP (because the denominator is smaller), but the

reduction in population is not enough to fully offset the smaller GDP. In short, in

GDP per capita terms, migration is a benefit. 
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The government’s scenarios testing trade policy effects alone suggest that the North

East and North West would fare the worst under no deal, and London would have

least to lose – though a six per cent loss of GDP compared to current arrangements

is still a substantial loss. The inter-regional/national variations are smaller on the

‘modelled’ white paper scenarios. These patterns emerge because areas ‘...that trade

more with the EU, or are more specialised in sectors facing potential new trade

costs, are predicted to be most affected’.7

The Bank of England has also produced estimates of ‘withdrawal scenarios’ up to

the end of 2023 (see Table 2.1.2).8 These are benchmarked against GDP at the time

of the referendum in June 2016 and estimate GDP compared with (a) economic

growth according to the pre-referendum growth path (May 2016) and (b) the lower,

post-referendum growth path (November 2016). 

These scenarios paint broadly the same picture as the Treasury’s analysis, namely

that the economic impacts of Brexit rise the further away from EU membership they

are. The effects are greater compared to the higher pre-referendum growth path.

They are also markedly worse in the event of a ‘disorderly’ exit, i.e. one with no

deal and no transition, which is what the government is threatening should its

own deal not be approved. It implies a recession, with a sharp fall in GDP before

recovery takes place. Whilst the Bank of England suggests that monetary policy can

do little to compensate for such a shock, the banking system has sufficient capital

to withstand even this worst-case scenario. 

Table 2.1.1 Government estimates of Brexit GDP impacts compared with EU membership

Compared with today’s arrangements Effect on GDP Modelled no deal Modelled average FTA Modelled EEA-type Modelled white paper

(% change)
Modelled white paper Modelled white paper with 

50% non-tariff barrier sensitivity

No change to migration arrangements GDP - 7.7 - 4.9 - 1.4 - 0.6 - 2.1
(- 9.0 to - 6.3) (- 6.4 to - 3.4) (- 2.4 to - 0.9) (- 1.3 to - 0.1)

GDP per capita - 7.6 - 4.9 - 1.4 - 0.6 - 2.1
(- 8.9 to - 6.2) (- 6.4 to - 3.4) (- 2.3 to - 0.9) (- 1.3 to - 0.1)

Zero net inflows of EEA workers GDP - 9.3 - 6.7 N/A - 2.5 - 3.9
(- 10.7 to - 8.0) (- 8.1 to - 5.1) (- 3.1 to - 1.9)

GDP per capita - 8.1 - 5.4 N/A - 1.2
(- 9.5 to - 6.8) (- 6.9 to - 3.9) (- 1.9 to - 0.7) - 2.7

Source: HM Government (2018), EU Exit: Long-term economic analysis, Table E.4.
Notes: 1. Central estimates are presented with ranges in brackets. 

2. Sensitivity analysis highlights the impact on GDP if non-tariff barriers are higher than estimated in the modelled white paper scenario.

Table 2.1.2 Bank of England estimates of GDP in alternative EU
withdrawal scenarios 

GDP at end 2023 relative to: May 2016 growth path November 2016 growth path

Economic partnership - 1.25 to - 3.75% +1 to - 0.75%

No deal, no transition - 7.75 to - 10.5% - 4.75 to - 7.75%

Source: Bank of England (2018) EU withdrawal scenarios and monetary and financial stability, Chart A.
Note: ‘Economic partnership’ means comprehensive arrangements for free trade in goods and some trade in
business and financial services.
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However, under the ‘disorderly’ scenario, house prices are expected to fall by 30 per

cent compared with 17 per cent during the global financial crisis (GFC). This fall in

house prices would in part arise from interest rates being expected to peak at 5.5 per

cent and to average four per cent over the first three years of Brexit. 

Conclusion
The Brexit ‘scenarios’ are made on the assumption that nothing else changes. If a

global shock were to occur at the same time, then the picture could deteriorate

dramatically. In this regard it is instructive to consider the scope that monetary and

fiscal policy has to respond to a shock now compared to 2007 when the GFC began. 

Interest rates were 5.75 per cent in July 2007, and were cut progressively to just 

0.5 per cent in March 2008 in response to the GFC. They were cut further in August

2016 in response to the Brexit referendum outcome, to 0.25 per cent. The Bank of

England’s Monetary Policy Committee has been attempting to increase interest rates

to a level where meaningful cuts could be made in response to a future shock. Yet

so far they have been increased only twice: in November 2017 to 0.5 per cent and in

August 2018 to 0.75 per cent. Further, the quantitative easing (QE) programme has

yet to be reversed. This pattern contrasts with the US where the Federal Reserve has

been nudging up interest rates since 2015. In December 2018, a quarter of a

percentage point rise took the US interest rate to 2.25 per cent. However, the

European Central Bank has kept its main interest rate (the deposit rate) at minus

0.4 per cent. Its QE (known as its Asset Purchase Programmes) was scheduled to

end in December 2018 although purchases of €15 billion a month were still being

made in the autumn.

In 2006/07 UK public sector debt represented 40.1 per cent of GDP. It rose to 

75.9 per cent in 2010/11 in response to the GFC, and continued to rise until peaking

in 2016/17 at 86.7 per cent.9 It has fallen only marginally since then, and is now

more than twice its level going into the GFC. 

It is therefore clear that, in monetary and fiscal policy terms, the UK is in a weaker

position to respond to a shock now than it was going into the global financial crisis

in 2007/08. 
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