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Overview
The concerns raised in the UK Brexit vote – sovereignty,
globalisation and migration – reverberate around the world. Dealing
with these challenges is a global, not just an EU, issue.
Size and interconnectedness

2. World trade and GDP growth

One of the most frequently-cited facts about the UK
economy in the Brexit campaign was that it is the fifth
largest economy in the world. Its size, some claimed, was
an indication that it could do well even outside the EU.
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The UK’s significance rests, however, not just on size but
on its high level of global interconnectedness. One
measure of that, by McKinsey (see Figure 1), is based on
flows of goods, services, people, finance and data. It shows
the UK is the third most interconnected large economy in
the world – after Germany and the US.
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Four of the McKinsey measures of interconnectedness –
mobility of goods, services, labour and capital – are the
essential four freedoms of the EU single market. And it
was the free movement of labour – unrestricted migration
to and from the rest of the EU – which became the central
issue in the Brexit referendum. In that context, the issue
now, not just for the UK but for the rest of the EU and
indeed globally, is balancing free movement of goods and
services with some controls on migration.

Trade is a global, not just an EU, issue. World trade growth
has slowed since 2008 (see Figures 2 and 3) and, along
with that, overall global growth. Partly with the intention
of boosting that growth, several large free trade deals are

1. Economies and connectedness

3. World trade growth
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currently being negotiated (see Special Focus section). The
Trans Pacific Partnership, between the US, Canada, Japan
and nine other Pacific Rim economies has been agreed and
should be ratified by 2018. Similar trade deals between the
EU and the rest of the world are making slower progress.

include medical diagnostics, music and video streaming,
app development, hotel and airline reservations and
back-office functions. More than half of US services
exports are digitally-deliverable, with the UK its largest
trading partner in such services.

Whilst inside the EU, the UK’s trade relations with the rest
of the world are negotiated on its behalf by the EU – which
imposes a common external tariff for all member states. It
remains to be seen whether the UK will be a nimbler trade
negotiator when outside the EU.

Concerns about retaining access to the single EU market,
whilst restricting immigration into the UK, need to be seen
in this broader global context.

It could be, however, that such trade deals are less
important than is often claimed. They typically focus on
tariffs on traded goods (wine, cheese, rice and beef are the
most hotly-debated issues in the EU-Japan free trade
negotiations) but, for the UK and indeed most developed
economies, this focus is somewhat anachronistic. All the
major developed economies generate the largest proportion
of their gross domestic product from producing services
(travel, tourism, financial and legal services etc.) rather
than physical goods (food, cars, electrical appliances etc.)
Trade (exports and imports), however, is skewed in the
other direction: it is predominantly in physical goods. The
UK, in contrast to the typical trade pattern, already has a
high international ranking in the exports of services
(particularly legal, financial, insurance and other
professional services) – second in the world (after the US)
in the value of such exports in 2015, according to the
World Trade Organisation. Freer trade in services could
strengthen this already leading position.

One of the ironies of Brexit is that the eurozone, long seen
as a region of slow growth, was one of the fastest growing
regions of the world in the first quarter of 2016 (see Figure
4). Its growth was ahead of Japan, the UK and US. That
pattern, however, is not expected to last. For the full year,
the US is seen as having the strongest growth, with the
eurozone and Japan the weakest. One risk for the eurozone
is that contagion from the Brexit decision spreads to other
countries, who then seek to leave or renegotiate their EU
membership. Whether that is the case or not, levels of
economic uncertainty have already risen.

Those services can increasingly be delivered with little
impediment from geographic boundaries, thanks to the
rapid growth of digital communications. One measure of
this, the growth of global internet bandwidth, averaged
35% p.a. between 2011 and 2015.1 That facilitates the
growth of ‘digitally-deliverable’ services (those which can,
but are not necessarily, delivered digitally).2 Examples
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Asset market performance
The first half of 2016 saw world bond markets produce strong
returns, in contrast to the modest or negative returns from developed
world equity markets.
Asset market performance

6. Bond market returns

Over the first half of 2016, the US$ weakened against all
major developed world currencies, with the notable
exception of sterling (which fell sharply after the Brexit
vote). Currency appreciation against the US$ transformed
a modestly negative local currency return from the MSCI
World equity index into a 1% positive total return when
expressed in US$ terms. Emerging equity markets
generally produced higher returns than developed markets.
5. Asset market performance
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Bond markets
The move to very low or negative yields, resulting in a
consequent appreciation in bond prices, was seen across a
range of government bond markets. Most notably, in
Japan, ten-year government bond yields moved from 25
basis points at the end of 2015 to minus 23 basis points at
the end of June 2016. This fall in yields generated returns
of 7.9% in yen terms from the overall bond market. The
yen’s strong appreciation against the dollar transformed
the gain into a 26.5% return in US$ terms, a return only
very rarely seen in any bond market. Similar, although less
exaggerated, dynamics were seen in the German and other
core eurozone government bond markets.
In the UK bond market, ten-year gilt yields fell to close to
1% at the end of June and total returns from the UK
government bond market were as high as 12.4% for the
period. That, however, was offset in US$ terms by the
sharp weakening in sterling.
Returns from emerging market bonds (11.3% in the period
in US$ terms) were stronger than from developed market
4

Two emerging equity markets – Brazil and Russia –
produced the strongest gains in the first half of the year. In
both cases, this reflected a recovery from oversold positions
in late 2015. In the main developed markets, the UK
produced some of the strongest local currency returns,
reflecting the perceived benefit to UK companies of a weaker
value of sterling. The modest gains in the US equity market
masked some significant sectoral divergences: telecoms,
utilities and energy were the strongest sectors; financials, IT
and healthcare the weakest.
7. Equity market returns
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United States
It is looking increasingly unlikely that there will be another increase in
US short-term policy interest rates in 2016. That is despite the fact
that the labour market has firmed.
The dot plot
Accompanying the US Federal Reserve’s 15 June
announcement that it intended to keep the Fed Funds
target range at 0.25%-0.5% was the latest ‘dot plot’ (see
Figure 8). This shows the projections of the 17 Federal
Open Market Committee members for the Fed Funds rate
in the future. Close attention has been paid to this chart in
recent months and it attracted even closer scrutiny on its
latest release, and subsequently, for three main reasons.
First, while the median expectation of the Fed Funds rate
for the end of 2016 remained at 0.75%-1.00%, median
forecasts for the end of 2017, 2018 and the ‘longer term’
were reduced compared to the projections made in March.
Second, within just a few days of the Fed’s projections
being released, the market was judging the projections to
be too high. Following the UK’s Brexit result and increased
levels of global economic uncertainty, markets moved to
attach only a very small chance of any interest rate increase
at all in the rest of 2016.

that “the concept of a single, long-run steady state to
which the economy is converging is abandoned”. Instead
there are a set of possible ‘regimes’ that may characterise
the economy and forecasting a shift between these is
impossible (hence no long-run interest rate projection is
possible). On the basis of real growth and inflation both
remaining at 2% and the unemployment rate at 4.7%, the
appropriate Fed Funds rate is 63 basis points (the two low
dots shown in the chart for end-2017 and end-2018).
The significance of the St Louis Fed projections is that the
departure from the views of other FOMC members is very
marked and their analysis of ‘low rates for a long time’
resonates with many forecasts made in financial markets
(not least our own end-2015 projection that the Fed Funds
rate would still be under 1% by the end of 2016).

Wages and inflation

Third, a new outlier in the dot plot – seeing no further
increases in 2017 and 2018 – emerged. Those forecasts
were subsequently identified as made by James Bullard
from the St Louis Fed. Adding to the intrigue, he also
declined to make the customary ‘longer run’ projection.
The background is a new assessment by the St Louis Fed

Nevertheless, one risk to higher inflation is that wage
growth is now picking up, especially on a measure
produced by the Atlanta Fed (see Figure 9), which we think
gives a better picture of underlying wage increases than the
more widely-reported average earnings data. But even if
that does feed through to higher underlying inflation, it
may well be that increased global economic uncertainty
means the Fed adopts a still very accommodative interest
rate policy for some time to come.

8. Fed dot plot
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United Kingdom
The negative effects of Brexit on UK economic growth are already
being seen. The longer-lasting effects will depend on the offsetting
policy action and the shape of a new EU-UK deal.
11. UK Brexit shock

Brexit shock
The effects of the Brexit referendum were seen in the UK
economic data even before the UK voted to leave the EU.
Some investment spending and inward investment plans
had already been put on hold and consumer and business
confidence had already been adversely affected.
In the short-run the London housing market, so reliant on
overseas buying, will be a closely-watched bellweather of
the impact. Looking further ahead, the main forecasts of
the impact of Brexit on UK gross domestic product (GDP)
are summarised in Figure 11. It is expected to be between
1.5% and almost 6% lower by the end of 2018 than would
have been the case if the UK had remained in the EU.
That means there is a real risk of a recession being
triggered. The impact depends on the shape of the new
arrangements which are agreed between the UK and the
rest of the EU, how long these take to be concluded and
the offsetting policy action which is taken.

IMF limited shock
Studies on the effect
of Brexit on UK GDP

NIESR
OECD
PwC FTA scenario
HMT limited shock
PwC WTO scenario
IMF adverse shock
HMT severe shock
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Key: HMT: Her Majesty’s Treasury; WTO: World Trade Organisation; FTA: Free Trade Agreement

At the other extreme, the UK may leave relatively quickly
and rely on WTO (World Trade Organisation) rules when
trading with the remaining EU members. There are many
other possibilities in between. Even leaving under ‘Article
50’ provisions would take at least until late 2018.

Offsetting action
The shape of the likely offsetting policy action in the event
of a decline in growth is already becoming clear: lower
interest rates and, potentially, renewed quantitative easing;
tolerance of a weaker value of sterling; a loosening of
capital standards for banks encouraging them to lend
(measures already announced will allow banks to lend an
additional £150bn); and an easing of fiscal targets,
potentially allowing a cut in corporation tax.

10. London house prices
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The bigger question is whether such policy action can be
sufficiently effective. The UK economy has many similar
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anaemic growth, unresponsive to stimulus measures.
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On each of these issues there is a wide range of potential
outcomes. At one extreme, some claim that Brexit ‘may
never happen’ either because the UK will never formally
trigger its Article 50 exit process or because a general
election or second referendum overturns the Brexit vote.
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Europe
Many issues for the rest of Europe have been raised as a result of
the UK’s Brexit vote. We see two long-standing economic issues
as of key importance to future developments.
Monetary policy: one size (does not) fit all
All 19 members of the eurozone share the common
monetary policy (interest rates and quantitative easing) set
by the European Central Bank (ECB). One of the key
issues with this, recognised since even before the euro was
launched, is that it will hardly ever be appropriate for all
the member states. One size does not fit all.
From the launch of the euro in 1999 to 2008, the
peripheral countries of the eurozone (see Figure 12) grew
appreciably faster than the core.3 For the peripheral
countries, often with a history of high interest rates and
inflation, the move to the lower interest rates set by the
ECB provided a boost to domestic spending, a welcome
support for government finances (through stronger tax
receipts and lower financing costs) and a magnet for capital
inflows from the core countries. Stronger growth in the
periphery pulled up the average eurozone growth rate.

Since 2014, the tide has turned again, with the periphery
pulling up the overall growth rate. The recovery has been
most notable in Spain and the Baltic countries. For now,
recovery is far from becoming an unsustainable boom, but
‘one size fits all’ monetary policy remains a fundamental
design feature of the eurozone.

Fiscal policy: rules are there to be broken

During the crisis, the capital flow from core to periphery
reversed, the higher inflation that had accompanied
stronger peripheral growth was seen to have undermined
competitiveness, government finances deteriorated,
borrowing costs rose sharply and austerity and bail out
programmes were implemented. The periphery became a
drag on the overall eurozone.

Fiscal policy in the eurozone is not, in contrast to
monetary policy, centralised. There is no European
Finance Ministry. Fiscal rules are not imposed centrally
and many economies are very far away from meeting the
Maastricht requirement of having government debt below
60% of GDP. Germany, however, is heading quickly
towards meeting that target. Low borrowing costs and
persistent budget surpluses in the coming years mean its
debt levels are expected to come down quickly. Germany
has never been convinced of the attractions of countercyclical Keynesian fiscal policies. Rather, its fiscal rectitude
is seen as a model for other members to follow. That,
however, looks as unrealistic now as it has always done.
Progress in debt reduction elsewhere remains slow or
non-existent. That second defect in the eurozone’s
design seems just as intractable as the one-size-fits-all
monetary policy.

12. Eurozone growth: core and periphery3

13. Germany: fiscal rectitude
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Japan
Japan grew strongly in the first quarter of the year, heading off
concerns about recession. The underlying picture is one of corrugated
growth, although that may be change with the 2020 Olympics.
Up, down, up, down.
Japan’s GDP growth ran at an annualized rate of 1.9% in
the first quarter of 2016, stronger than in the US, UK or
eurozone. It meant that concerns about a renewed
recession (two consecutive quarters of negative growth)
dissipated. But the first quarter growth came after a
contraction of 1.8% in the final quarter of 2015 (see Figure
14); and the two quarters before that had seen contraction
(1.7% in 2015 Q2) followed by a similar-sized expansion
(1.7% in 2015 Q3). As a result of this corrugated pattern,
the level of real GDP in the first quarter of 2016 was
hardly any different to that of a year earlier.
Unfortunately, that pattern is nothing new: Japan has had
four recessions since 2007.

Growth and the yen?
Prospects for growth in the rest of the year do not look
particularly bright, for three main reasons.

Second, the yen, which tends to appreciate during such
periods of global risk aversion has performed just as
expected in recent months. From a recent weak point of
almost JPY 125/USD, the yen has appreciated to JPY
102.5/USD (on 5 July). That will hit the earnings of
Japanese companies, their ability to grant wage increases
and, consequently, domestic economic spending.
The yen’s move should, however, be seen in perspective: it
had been unusually weak, thanks to very loose monetary
policy. It has now moved into a range that is broadly
justified on the grounds of exchange rate equilibrium
measures (see Figure 15). In other words, the value of the
yen is no longer an unusually benign influence on growth.
Finally, there seems little scope for further policy easing:
policy interest rates are already negative as, now, are
government bond yields out to 15 years’ maturity; and
the scope for fiscal expansion is limited by Japan’s high
debt level.

First, Japan is an economy highly dependent on exports,
which will suffer as a result of the post-Brexit increase in
global risk aversion, greater uncertainty (in relation to
economic policy and growth) and the still subdued nature
of world trade.

Looking further ahead, prospects are somewhat
brighter. The 2020 Olympics should boost GDP growth
by 0.2% – 0.3% p.a. in the run-up to the event; and
Japan’s membership of the Trans Pacific Partnership (see
Special Focus section) should also provide a longer-term
boost to growth.

14. Japan GDP growth
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Asia
Developments in Singapore and Hong Kong provide a useful guide
to prospects for the rest of Asia and the world economy. Continued
modest global growth, but not a recession, seems most likely.
Hong Kong and Singapore are interesting economies to
watch, not just in their own right, but also when looking to
discern trends across Asia and in the broader global economy.
Both economies are very open, have a high level of trade with
the rest of Asia and the rest of the world and produce reliable
economic statistics. Both have strong ties to the UK and are,
therefore, vulnerable to post-Brexit developments.

Lower growth
Hong Kong reported negative quarter-on-quarter GDP
growth in the first quarter of 2016 (-0.4%) although GDP
was still higher than a year ago (see Figure 16). The data
prompted the financial secretary, John Tsang Chun-Wah, to
warn that the city’s economy is facing its “worst time in 20
years” (1997 was, of course, the year of the hand over of
Hong Kong to China from the UK and the start of the Asian
financial crisis). Growth has also slowed in Singapore.
Part of the weaker growth in both economies reflected a
softer trend in spending by visitors from the rest of Asia.
Hong Kong’s retail sales, in particular, have been hit by the
smaller number of visitors from mainland China. That may
well give a more accurate picture of the underlying position
of Chinese domestic growth than China’s own economic
statistics. The impact on Singapore, not as reliant on
Chinese visitors, has been less marked.

16. GDP growth: Hong Kong and Singapore
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% change on year

Structural forces
Nevertheless, two factors need to be taken into account
before becoming too gloomy about what the developments
signal for the rest of the world. First, both economies are
now mature, with western-style levels of income per head
and it is reasonable to expect growth to be lower than in the
past. Second, past fluctuations in activity in the two
economies have been exaggerated compared to the business
cycles in western developed economies.
Furthermore, it should be borne in mind that Singapore
and Hong Kong occupy the first and fifth rankings,
respectively, in the World Bank’s ease of doing business
assessment (see Figure 17). That puts them in a good
position to weather whatever difficulties are raised in the
rest of the global economy. Indeed they remain models of
of economic management which many other Asian
economies seek to emulate.

17. Asia: ease of doing business
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But it is the pivotal role of the two economies in the global
supply chain that is the most interesting aspect when looking
at their data to discern trends in the global economy. Both
economies showed a year-on-year contraction in the volume
of exports in the first quarter of the year; and survey data
suggest that weak trend has continued.
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Latin America
Latin America, or at least much of it, is under new management.
Argentina, Brazil and Peru have new leaders with an emphasis on
more pro-business, reform-orientated policies.
New leadership
If there is one thread running through the political and
economic change in Latin America it can be described as
‘populism fatigue’ – a deeply ironic development given the
rising populist pressures in many western economies.
Argentina last year elected Mauricio Macri, previously best
known for his management of the Boca Juniors football
team, after 12 years of populist rule by Cristina Fernández
and her late husband, Néstor Kirchner. Mr Macri has
quickly agreed terms with holders of Argentina’s defaulted
government bonds, raised a new international bond issue
and put a firm emphasis on governance and economic
reform. New, credible data on the economy – not least the
inflation rate – have been published. Power subsidies have
been removed and capital and trade controls lifted. A
weaker exchange rate will help competitiveness.

In June, Peruvians elected Pedro Pablo Kuczynski (“PPK”),
a 77 year-old former World Bank economist, as their new
president. As in Brazil and Argentina, a key emphasis is on
a clampdown on corruption. Reform of the tax system and
greater infrastructure spending, financed through publicprivate partnerships are high on the agenda.

Equity valuations

In Brazil, Dilma Rousseff has been replaced as president by
Michel Temer while she faces trial. As in Argentina, Mr
Temer wants sensible economic policymaking to be his
government’s hallmark.

There seem to be two main explanations of the change in
political attitudes. First, the chaotic decline of Venezuela
into hyperinflation and economic collapse is a salutary
reminder of the not too-distant history of so many
countries in the region. Second, a recognition that Latin
America has been unusually dependent on commodities
(see Figure 18), which has impeded reform attempts when
prices have been high and left the region vulnerable when
there has been a setback, may be one of the fundamental
factors behind the political changes. But policymakers and
politicians should be under no illusion that progress will be
easy. Latin America still ranks as a difficult region of the
world in which to do business (see Figure 19): reform on
that from will take many years.

18. Latin America: growth

19. Latin America: ease of doing business
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Trade talks
The UK’s withdrawal from the EU and its need to agree new trade
deals comes at a time when slow progress is being made in many
global trade negotiations.
The benefits of free trade
The benefits of free trade have been recognised by
economists since David Ricardo first presented his trade
theory in the nineteenth century. That proposes that
countries can always benefit by specialising in producing
the goods in which they have the greatest advantage and
trading them with other countries. David Ricardo’s work
was influential in the repeal of the UK Corn Laws, a tax on
imported corn designed to protect UK industry. Then, as
now, such tariff reductions caused unwelcome disruption
to vested interests, lost jobs and claims of dumping of low
cost imported goods.

Productivity gains from tariff reduction
To a large extent the issues remain little changed. Recent
work by the IMF points to the productivity gains that could
be experienced for the global economy if all remaining tariff
barriers were eliminated (see Figure 20). The IMF suggests
that aggregate productivity could rise by around 1%, on
average, across the advanced economies. This varies from a
0.2% gain in Japan to a 5% gain for South Korea.
The gains could be even larger for some EU countries:
Ireland could reap a productivity gain of more than 7%
from the elimination of remaining tariffs. This may seem
odd given the widely-cited benefits of the EU’s single
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market. The issue, however, is that although tariffs do
not exist on intra-EU trade, the EU imposes a common
external tariff – which varies from country to country
and industry to industry. Ireland’s dependence on
imports of intermediate goods from outside the EU, in
specific sectors such as chemicals and pharmaceuticals, is
an impediment to achieving productivity gains. The gains
are even greater when liberalisation of foreign direct
investment also takes place.

UK and Brexit
For the UK, the productivity gains from eliminating
remaining tariffs are estimated at 0.6%. As with Ireland,
that reflects the fact that the UK’s tariffs, on imports from
outside the EU, are currently set by the EU. It suggests there
is much to gain from the UK successfully negotiating free
trade deals with countries once outside the EU. How easy
and how quickly that can take place remains to be seen.

Bilateral versus multilateral
Nevertheless, there are good grounds for expecting the
bilateral deals which the UK will seek to negotiate to
proceed more smoothly and quickly than the large multilateral talks which have characterised trade deals in recent
years. The Transatlantic Trade and Investment Partnership
(TTIP) talks between the EU and the US started in
November 2011. Although President Obama and Angela
Merkel are aiming to complete the talks by the end of
Obama’s presidency that looks increasingly unlikely.
Remaining contentious issues include disagreements over
environmental standards (which are more restrictive in
EU); the use of genetically modified crops, pesticides and
food additives (again, more restrictive in the EU); animal
testing of cosmetics (allowed in US, but not in the EU);
and potential issues for private companies working with
the UK National Health Service (NHS). The Doha Round
of World Trade Organisation talks is stalled after 15 years.
Although President Obama said the UK would go to ‘the
back of the queue’ if it left the EU and sought to negotiate
its own trade deals, a bill was introduced into the US
Congress on 30 June by two Republican congressmen,
seeking a continuation of the current US/UK trade
arrangements and calling for a bilateral trade agreement
within one year.4

https://www.scribd.com/document/317160209/Lee-Cotton-Introduce-United-Kingdom-Trade-Continuity-Act
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