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We're on a road to nowhere
Come on inside
Taking that ride fo nowhere

We'll take that ride...

... They can tell you what to do
But they'll make a fool of you and it's all right
Baby, it's all right
We're on a road to nowhere”

Songwriters: Chris Frantz / David Byme / Jerry Harrison /' Tina Weymouth: Road to Nowhere lyrics ©
Warner/Chappell Music, Inc

Executive Summary & Introduction

Passporting is a fundamental way in which the EU does business. It defines an important
sef of benefits open to members of the EU, and passporting rights are not generally made
available to 3 party states. The UK will become a 3 party state after a Hard Brexit, and
hence lose almost all of these advantages it currently enjoys with the EU.

Passporting issues were virtually ignored in the Brexit referendum debates, and have only
surfaced relafively recently as the truth has dawned that new institutional arrangements will
be required post Brexit, and business will not be “as normal” in a post Brexit future.?.

In a Services Slump scenario, consfructed after detailed analysis of the air, and land
fransport sector, as well as the financial services secfor, the loss of passporting rights will
be painful. It is estimated using an InputOutput approach, that solely as a result of
weakening output in these three industries, overall national gross output could fall by over

! with grateful thanks for assistance from E.Piciocchi, J.Kuozas & E.Manias.
? At the time of writing there is no agreement on a transitional phase between the EU and UK. Without such an
agreement, a Hard Brexit appears the most likely outcome.
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6%. Regionally the brunt of the adjustment will fall on london and the South East, which
will become the worst affected parts of the UK. When this is combined with the results of
earlier studies looking af the impact of tariffs and restrictions on the flow of goods, double
digit falls in output nationally would appear fo be possible.

losses of passporting rights will negatively affect the financial sector, itself a large
confributor to tax revenues. This could lead to a reduction of around £20 billion a year in
fax revenue, seriously complicating the government's policies regarding financial and fiscal
stability. No Brexit Bonanza has been identified, and the government appears fo have no
fiscal room to provide additional counter cyclical support for the UK service and other
sectors. To achieve this, the government would either have to raise taxes, or increase
borrowing. Both of which cross its own electoral “red lines”.

The results of this analysis strongly suggest that a Hard Brexit is effectively a passport {road)
to nowhere. Either continued membership of the EU, or becoming a member of the EEA, or
in negotiating similar arrangements as with Switzerland, would all appear to be more
economically beneficial than the current Hard Brexit course.
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Introduction

This report examines some implications that a Hard Brexit might have on UK government
spending and future tax revenue. It finds that any potential fiscal gains are going fo be
more than offset by additional costs to be paid by the government, as well as losses
arising from reduced output in various service industries, as well as costs related to the
infroduction of fariffs between the EU and UK (dealt with in previous papers).

It will examine:

* The loss of passporting rights in the financial sector, and the consequences of
moving the Euroclearing operations out of Llondon and to Frankfurt. There are further
concerns of the future of commercial investment banking (CIB), as well as for Asset
Management (AM) and Insurance/Reinsurance (IR).

* loss of passporting, and the threat of relocation for corporafe and investment
banking, asset management, banking and insurance. This suggests that while
corporate outcomes may be poor, they may be better than national outcomes.
Relocation by companies and the esfablishment of new subsidiaries will lead to a
transfer of financial services business out of the UK, in order that these firms
continue fo benefit from the full use of intra EU passports. .

» The pofential increase in bureaucracy on international borders, particularly land
borders, that will slow down the throughput of commercial vehicles to and from the
FU, with negative effects on downsfream industries. It is likely to lead fo higher
costs of business, increase working capital requirements, and damage complex just
in time delivery systems.

* The problems caused by the loss of passporting rights for air transport. This is likely
to result in the removal of a number of “freedoms”, much of which underpins the
operations and profitability of air fransport.

* The necessity of negofiating directly with EASA in order to mainfain commercial
flight connections with the EU.

* The loss of various governmental functions and deeper contacts with the EU. Their
substitution by markedly less efficient and more expensive national government
agencies. This raises issues around even handedness, and tendencies to favour the
more powerful national organizations over smaller competitors

These frictions represent various forms of non-ariff barriers, and are likely to be more
persistent and long lived than issues around fariffs on goods, although the infernational
climate on fariffs has deteriorated recently leaving a post Brexit UK more vulnerable fo
frade and tariff wars with existing trade partners.

Progress in internafional relations in improving access for service providers has been
painfully slow. The EU sfands out as an exemplary case of how completing the single
market, not just in goods, but in services too, is streefs ahead of practices elsewhere in the
world. And it can be said that this is in no small measure due fo the activities of earlier
generations of Conservative politicians and policy makers, many of whom followed Mrs
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Thatcher's demands that the Single market should be complefed, including the removal of
barriers to the infra EU frade in services. With a Hard Brexit, the UK will be effectively
excluded from all of these benefits.

After taking a close look at these issues, estimates of likely cosfs will be made. These in
turn will be used in our UK InputQutput sector and regional model to provide estimates of
output losses that could arise in the case of a disorderly Brexit, referred to here as the
Service Slump scenario.

Chequers and the Dodo®.

Before embarking on a dive info the details of passporting, it is useful to understand how
the current negotiations between the EU and the UK appear to have reached such an
impasse. One of the difficulties with the Brexit negotiations from the Brifish side has been
the problem of “being in government, but not in power"® . In 2017 the government's
weak, but probably sustainable position was gambled away by the Prime Minister in a
display of great overconfidence. Having won both the earlier Brexit and Scoftish
Independence referenda, as well as a General Election, it was thought that one final
“shove” would demolish what was left of the Labour party opposition, and cement the
Tories in power for decades fo come.

Instead, the government lost its overall majority in the House of Commons, and had fo form
an uncerfain alliance (marriage of convenience) with the Democratic Unionist Party (DUP),
itself unable to form a government in its own backyard at Stormont in Northern Ireland.
Worse was to come, since the Tories have suffered for years from a strange fixation with
Europe and the EU, and a desire to leave it as the earliest opportunity, according to some
Brexiteers, at any cost, however unreasonable.

The higher echelons of the government around the Cabinet and in the civil service were, in
many (but not in all) cases aware of the broader situation, and the degree to which on the
economic side, the couniry was now deeply part of the network of relations, agreements,
laws, directives and profocols binding the EU member states together. These are, if you
will, a series of inferlocking “passports”, allowing a whole range of activities to take place
across the Union, and provide access fo the Common Internal Market. And these form the
very fabric of financial and commercial life, as various local laws have been consolidated
into EU wide directives.

The Chequer's document, it cannot be described as an agreement, since after it was
floated several members of the cabinet resigned, provided the first sign of recognition by a
British government of how important this network of longstanding agreements and
passports are fo industry and commerce. The document, for the first time, recognizes that

* THE FUTURE RELATIONSHIP BETWEEN THE UNITED KINGDOM AND THE EUROPEAN UNION

Presented to Parliament by the Prime Minister by Command of Her Majesty, July 2018 henceforth referred to
as the Chequers Document.

* A remark originally attributed to Normal Lamont, now an ardent Brexiteer, referring to his botched efforts to
maintain the UK’s membership of the ERM in the early 1990s.
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any Brexit deal will have to recognize the importance of a common rule book, previously
ignored in the negotiations.

The aim of the Chequers document is for business to:

‘develop a broad and deep economic relationshjps with the FU ot
maximizes future prosperity in line with the modem Industial siaregy and
minimizes disruption fo frade between the UK and the FU' [Chequers pd)

This raises the immediate objection that Brexit has never been about the inferests of
business, which is almost 100% against the entire idea. The problems with the EU being
entirely of a political nature and related to the infernal make up of the Tory party.

Following the Brexit referendum, the government interpreted the narrow maijority fo leave
as requiring the country fo abolish the free movement of labour, exit from the common
market, and reject the role and rule of the European Court of Justice. All of these “red lines”
run directly counter fo the main goals of the Chequers document as expressed above.
Moreover these “red lines” make it almost impossible to participate in the various passports
needed for frictionless trade in services.

The Chequers document proposes an Economic Partnership based around a common rule
book and a free trade area between the EU and the UK including trade in agricultural
goods. This would be built up around a Facilitated Customs Arrangement so that there
would be no fariffs on any goods flowing between the EU and the UK®. Yet, the entire
document follows international practice in excluding any special arrangements for trade in
services, and in particular excluding any arrangements around “passporting”. Passporting
refers o arrangements where, through the mutual recognition of standards practfices and
professional qualifications, a single supplier can supply a service product fo the entire
single European market without any further institutional barriers, insofar as the service
conforms with EU definitions and specifications.

The ambitious goal about an Economic parinership stated in the document has very limited
political support within the British government itself, and enjoys even less support within the
Tory party. Even the codlition partner, the DUP, has expressed hostility to the document
and related proposals around the backstop agreement. The backstop agreement is @
condition made by the EU and the Irish government in order fo prevent the imposition of a
hard border between northern and southern Ireland. And for this to work, it is argued that
Northern Ireland has to become part of the EU for customs and single market purposes.
This would go a long way towards maintaining the conditions set out in the Good Friday
Agreement that ushered in a period of peace and prosperity in Northern Ireland and
ended the period known as the “Troubles”. The DUP is concemed that this would
effectively infroduce some kind of an administrative border between Northern Ireland and
the rest of Britain, running down the middle of the Irish Sea, something they oppose.

®or according to some variants between Northern Ireland and the EU, with the status of the nature of a trade
arrangements between Britain and the EU still unclear at the time of writing.
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logically such a backstop agreement for one part of the UK ought to extend to the rest of
the country too. Politically though this would, it is claimed, deny the “will of the people”, ie
the 2016 Brexit referendum result, and be “Brexit in name only”. A potential impasse over
the backstop proposition suggests that political difficulties within Ireland could fatally upset
constitutional and political plans in Britain, not for the first fime.

The subsequent contortions amongst government policy makers to square the impossible
circle, and fry to squeeze the Chequers document info ever more confining limits, simply fo
appease Brexiteers, has reduced the chances of it gaining support from the House of
Commons as a whole, who now have a duly to exercise a “meaningful vote” on the
government’s plans for Brexit. This is even before gaining any reaction to the Chequers
document from the EU.

At the recent Salzburg summit (Sept 19/20 2018) , it became clear that EU leaders
thought most of the document’s proposals were unworkable, and probably unconstitutional
within the EU freaty framework. The European Council suggested that the Chequers
document should be extensively reworked and resubmitted. Implying that, like the Dodo,
the document is now probably politically extinct, although no one can quite precisely date
the fime af which extinction actually occurred.®

The trouble being that with a virtually extinct Chequers document, this means that there are
currently no proposals for a fransitional agreement between the EU and the UK on the
table (af the time of writing), leaving the way open for a hard, disorganized and chaotic
Brexit non-deal. 7

What does the structure of EU service passports tell us about the EU?

The EU currently supports some 63 agencies that cover many areas. These include
institutions such as the European Parliament and European Commission down to EASA, the
Furopean Air Safety Agency and EBA, the European Banking Association. A full list is
shown in appendix 1. Over half of these agencies have capabilities in organizing and
forming networks, and in issuing passports or various forms of permission by which infra
EU activities are encouraged, and are carried out. These passport type activities are an
essential way in which the EU carries out its business, and they form an important part of
the benefits of EU membership, and in being part of the infernal common market, and
cusfoms union. All of which takes place under a rubric of moves towards closer integrafion
between member states.

® The date of the extinction of the Dodo, an inhabitant of Mauritius is unknown. This friendly creature probably
fell victim to visiting sailors, and European invaders such as rats, cats and dogs. It was last reliably sighted in
1661, although it is thought to have become extinct between 1680 and 1690.

’ The UK political groups who have declared they would vote against the Chequers document in the House of
Commons are a number of Brexiteers, including the former Foreign Secretary, the Europe Research Group led
by Jacob Rees Mogg,; the Labour party; the LibDems; the SNP; the DUP. Moderate, pro EU remainers in the
Tory Party. If all vote as declared then there is no majority for the Chequers document and the policies it
proposes.
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Chart 1 analyses the openness of these institutions to 3™ party states. By which is meant whether
3 parly states can join these institutions and parficipate in their activities.

Chart 1
Admission of 3rd party Number
non EU members of cases
Yes 3
No 40
Yes - EEA 20

Chart 1 shows that of the 63 agencies, around 2/3rds are not open fo non members.
Only 3 are listed as having 3 party participation. 20 agencies have participation from
members of the EEA, who are thus able to enjoy many of the benefits of infernal
passporting arrangements. EEA members are expected to contribute to the agency budgets
for this privilege.

Chart 2

EU POLITICAL ANALYSIS OF
INSTITUTIONS/AGENCIES

AGENCY FUNCTIONAL ROLE # Yes Yes-EEA No

Political Coordination 8 1 0 7
Legal/Security 8 0 2 6
Regulation 15 1 5 9
Labour Rights 6 0 2 4
Education 1 0 0 1
Technology 9 1 2 6
Security 4 0 2 2
Health 3 0 3 0
Agriculture 1 0 0 1
Economics 5 0 2 3
Energy 1 0 1 0
Transport regulation 1 0 1 0
administration 1 0 0 1

Chart 2 analyzed the functional roles played by these agencies, and this reveals that most
areas of EU agency activity are effectively off limits to 3" party countries. There is one case
where 3" party states are involved in political coordination, one in regulation, and one in
technology. The chart clearly shows that the key to becoming a more effective partner
with the EU, at an “operating” level is for the UK to join the European Economic Area.
And if that is too straight forward and direct, then the only other available option might be
to follow the Swiss example, which involves as many as 300 different treaties with the EU.



Where is the Brexit Bonanza?

One of the most infamous claims made during the Brexit campaign by the leave supporters
was that when freed from the clutches of the EU, vast financial resources would be
released, to be spent on more socially worthwhile activities, such as supporting the NHS.
On an annualized basis it was claimed that as much as £18 billion (€21.3 billion) would
become available. Such largess could certainly plug any holes in EU spending that
reached the EU, leaving us unambiguously better off. With the passage of time, these
claims have been discredited and talk of a Brexit bonanza rarely gefs a mention.

Our analysis of the loss of service industry passporting (see below) combined with the
consequences of the imposition of tariffs, and other uncerfainties for investment and
consumption following a Hard WTO Brexit all point to significant down tums in economic
activity, and fo rising administrative and other costs for government and society.

There is not going fo be a Brexit bonanza following a Hard Brexit in the short run. The
probability of there being one in the longer term is low fo non existent. And this matters
because it means the government has virtually no fiscal room for manoeuvre to compensate
businesses for losses that will emerge from Brexit, and from the loss of passporting rights.

The OBR® published an estimate that current liabilities from the UK to the EU under existing
freaty obligations and other mandates are in the region of €41.4 billion, and stretch out to
2064.° The peak years for repaying these liabilities will be in 2019 and 2020, when
annual payments in the region of €9.5 billion will have fo be made. Against that the UK
will arguably save on its net annual contributions to the EU. The UK is the second largest
net payer to the EU, and dafter allowing for the negotiated budget rebates, the UK is
paying a net €4.24 billion a year info the EU. This, it could be argued, will be “saved” in
the event of a Brexit.

However, the government, realizing there will be some real losses arising from leaving
various EU programmes, is also committed to compensating the losers. In particular this
means compensating those recipients of agricultural support, R&D support and regional
cohesion funds.

Chart 3 below shows that current receipts from the EU amount to £ 4.9 billion (€5.75
billion), or rather more than the expected savings of €4.2 billion mentioned above. At the
fime of writing, there is no agreement within the UK government as fo how these funds
should be distributed. Scotland, Wales and Northern Ireland (the federal areas) contest the
view that these funds should be administered by Westminster, suggesting they belong to
the devolved powers of the regional governments.

8 Office of Budget Responsibility, part of the Treasury.
? See the Institute for Government “The EU Divorce Bill”. www.institutefor government-org.uk



Chart 3

Current EU
Expenditure € mill
Programmes

UK receipts
Technology 1.448.7
Cohesion 607.2
Agriculture 3.680.2
Environment 22.6
Total 5,758.7

Total GBP mill 4,921.98

The main area where the UK is likely to save money is from membership contributions.
After netting out rebates, the amounts involved are shown in chart 4 below, totalling

£13.4 billion.
Chart 4: UK membership "fees” to the EU.2017 - a potential saving to HMT

Sources of Contributions from UK to EU Amount in Euros mill
Budget
VAT 3,199
GNI resources 12,367
Lump sum reductions 166
Total Euros 15,732
Total GBP @ 1.17 13,446

Source: EU budget statistics and author’s calculations

ls this the long hoped for Brexit bonanza® Again, bearing in mind the continuing
obligations from the UK to the EU as part of any softer Brexit, (€9 billion in 2019 see
above] the net amounts “regained” from Brexit are likely to be initially in the region € 6
billion pa in the short term. A useful amount, but far smaller than the amounts originally
claimed by Brexiteers at the time of the referendum'.

Even this “savings” figure is in some doubt, since it assumes that all other aspects of EU
spending are somehow useless and irrelevant. On closer examination a case can be
made that some of the functions will be repatriated, and spending in other areas by the UK

government will have to rise to take on new responsibilities that didn't exist at that level
while in the EU.

0 Forecast to be as much as €21.29 billion (£18.2 billion) per annum.
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Chart 5 provides an overview of some of the areas where additional government
spending will be required post Brexit.

Chart 5: Potential Increased Spending by UK government departments post Brexit

Government Dept Type of additional Activity

Home Office Visas; tighter immigration controls. Strengthened borders
HMRC Rules of origin for international trade (all trade in goods)
Dept of Education/ Recognition of academic and professional qualifications
Home Office And standards

Dept of Transport Enhanced CAA dealing with flight agreements

HMRC Administration of Duty Free schemes on EU/UK visits

Information Commissioners  Compliance with EU General Data Protection Regulation
Office (GDPR)
HMRC/Home Office/Dept of  Freight forwarding; secure depots and warehouses for

International Trade customs facilitation scheme

Dept of Health NHS recruitment/Labour quotas/Immigration

DEFRA Environment, food quality standards. Compliance with EU
regulations if in EEA type situation; fisheries

Home Office/MoD Security, law & order, borders

DWP EU related pensions issues

BEIS Innovation policy/state support for industry/

Qualifications/professional standards

Comp & Markets Authority UK competition policy, outside of EU

Ministry of Justice Dealing with legal issues following Brexit. Constitutional
issues re UK “federation”.

Faced with a reduction in economic activity, and a need to spent more on government
services fo “manage” the Brexit process suggests confinuing pressure on government
spending. The government's longer term stated goal is to reduce the deficit and borrowing
requirement (from around £80 billion a year), while at the same time proclaiming an “end
to austerity”, marked by a potential £35 billion increase in spending! Is this the fiscal Brexit
bonanza Brexiteers are waiting fore

It seems very unlikely to be so. Declines in service output alone are forecast to reduce
national output by over 5% (see below for more defails). This will reduce the amount of tax
revenue raised, particularly from the financial services sector. Chart 6 below shows that the
financial services sector confributes around £60 billion in tax revenue pa. This could fall by
as much as 1/39 (£20 billion) following the loss of passporting rights. This, combined
with a planned additional spending of £35 billion does not appear feasible under
conditions expected post Brexit.
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Chart 6

Hard Brexit will damage
UK tax revenues substantially —
not let up for austerity then ?

Table 4: Estimates about tax revenues from the UK financial /banking sector (in GBP bn)

Source Reference year Financial sector” Of which banking sector
HM Treasury 2015-2016 4.4
Oliver Wyman 2015 60-67¢ 29-35¢
PwC Financial year to 31/3/2014 65.6° 4

* The Financial sector includes the Banking sector, Asset Managers, Insurance and Reinsurance companies, as well as
other providers of Market infrastructure

b Tax revenues including income tax, national insurance contributions, corporation tax, bank levy, bank surcharge, and
bank payroll tax; ); the figure would reach GBP 29bn if unrecoverable VAT and insurance premium tax were included.

¢ Total tax contribution: tax collected and tax borne (including employment tax, national insurance, income fax,
irecoverable VAT, bank levy, other taxes borne and collected)

¢ Total Tax Contribution

¢ PwC estimates the share of the banking sector to be 64.7% of the Total Tax Contribution

All of this suggests that there is litlle to no room for fiscal expansion by the government to
compensate those sectors facing Brexit induced losses. There is no Brexit Bonanza. The
choices facing the government would appear to be fo raise either taxes, or borrowing, or
both. Thereby cutting yet more of the government’'s own red lines.

The Importance of Services for the UK Economy.

It is an oddity that while much attention is given fo the manufacturing secfor in ferms of UK
policy prescriptions, much less attention is paid to the service sector. Yet, the service sector
is by far and away the most important part of the British economy. Just how important is
shown below in chart 7.

It constitutes nearly 70% of final household consumption, just over 40% of investment, and
a similar proportion fo national exports. If there is one area where it would inadvisable for
a government to willingly intervene fo its detriment, then it would be in the service sector.



Chart 7
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An associated difficulty is that the breadth and complexity of the service sector makes it
hard to analyse collectively. The lack of observable tariffs on foreign trade in services is
another element that makes them almost invisible to policy makers. With the growing
probability of a Hard Brexit it is time fo look more closely af the sector, and in particular fo

stafe of the recent negotiations with the EU, as well as the infernecine warfare within
party and within the govemnment itself, this is precisely what is on offer at the

concentrate attention on:

The transport sector —
Financial services, and in particular banking and insurance.

air and land




13

Chart 8 provides an overview of the performance of the services sector in foreign trade. All the
service sectors bar “other personal travel”, business travel, and film & TV eamn a surplus on the
current account. Financial services eam a particularly large surplus, and about one third of this is
due to business with the EU. Financial services is striking for the large foreign trade surplus earned.

Chart 8: Foreign Trade Performance of UK Service Industries

Financial services —

Insurance and pension services —
Intellectual property —
Accounting —|

Advertising and market research —|
Business management and consulting —
Legal services —|

Telocoms and IT

Engineering, architecturs, stc —
()thﬂl' businss services —
Transport |

Travel for business —

Travel for study —|

Other Par:onn| traval —

*“‘““1"1’”1"”

Film, television, cultural, recrestional services —|

i

-30 -20 -10 10 20 30 40 50 60
£ billion

—[xPovt: — 'mports == Balance

Source: Office for National Statistics

Source: NIESR Blair Institute Report
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Chart 9 below compares the size of the service sector in terms of gross output. Financial
services has the highest share of gross output of all the service industries.

Chart 9

Service Sectors UK Economy Share of Gross Output 2014

Arts, entertainment Activities of households

ion & Oth 0%
Human healthand ~ recreation & Other Wholesale and retail
social work activities services trade
10% S% 14%
Education Accomomodation and
6% food service
Public administration 4%

and defence
7% Transpdartation and
storage

8%

Administration and
support service activities

Information and
6%

communications
8%
Financial and insurance
activities

12%
Professional,scientific .
and technical activities Real Estate Activities

99, 11%

One of the main reasons for the foreign frade success of many sectors of the British service
industry lies in the nature of various passporting arrangements established by EU member
states. These proceed from the mutual recognition of various rules valid across the EU. So
long as these rules are adhered fo (“the rule book” as it is referred fo in the Chequers
Document), then companies located in any one member state can generally open up
businesses across the Union, and can also export products from one couniry fo another
without let or hindrance. This has been of particular benefit to smaller companies, for
whom the costs of establishing foreign businesses are proportionately higher than for larger
competitors. A Hard Brexit puts this entire system at risk.

One example faken from the air tfransport industry should make clearer what is involved.
The US does not allow third party foreign airlines to pick up or set down passengers and
freight at any US airport en route fo its final US desfination. Foreign airlines are engaged
on point to point flights, there and back. This also undermines the competitiveness of
foreign airlines operating with the US, since they have no access fo profitable cabotage
possibilities (see below for more details). In the EU, airlines can establish routes from any
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point to any point within the EU. This may involve round trip flights from say, the UK, to
Poland, to ltaly, to Spain and then back to the UK. As a 3° party stafe following a Hard
Brexit, it is entirely possible that this type of air traffic will no longer be possible for UK
based airlines (see below for further clarification).

The lack of passporting rights may be regarded by outsiders as a form of non fariff barrier.
Seen from an EU member states perspective, passporting rights are one of the benefits that
membership of the Union brings, and is part of the European integrafion process. This
point has been fundamentally misunderstood by Brexiteers.

A second reason for the importance of services in the UK is that a great deal of business is
fransacted in English across the EU. Although it is but one of the main official languages,
de facto more meetings, publications, contracts and other important documents are drawn
up in English than any other EU language — particularly where the contracts involve more
than one member sfate. This gives English speaking countries something of an advantage.

Britain’s advantage is emphasized by its sirength as a financial market hub, something that
is legacy of earlier imperial times, as well as from legal changes in the US that drove some
of their financial business overseas, as well as a favourable location in terms of time
zones.

All of these factors, when combined, have given the UK a comparatfive advantage in the
provision of various financial services. Financial Services business is divided between
domestic, EU based, and Rest of the World (ROW) based. The size of the EU and ROW
business is similar, accounting for about 25 to 30% each, depending on the sector. This is
now under threat following a Hard Brexit.

The following sections will look at the transport and financial services industries in
more defail, fo form a more accurate view of the likely impact of a Hard Brexit.

Air Transport

Air Transport has benefited from the EU far more than is commonly realized. It was the EU
that brokered the Open Skies Agreement that greatly enhanced the role of cheap budget
airlines, and helped to revolutionize the cost and frequency of intra EU flights. This in turn
allowed customers to benefit from the geographical diversity of Europe without being
hompered by the many layers of bureaucracy and high costs that earlier made frequent
infra EU air travel the preserve of the rich.

This was achieved through the creation and availability of the "nine freedoms” available to
infra EU air traffic operators, as a matter of right for EU airlines. 3 party airlines are sill
bound by more restrictive conditions meaning that they do not gain the benefits of all 9
freedoms. This in turn affects the profitability of 3 party airlines flying to and from the EU,
since they have less flexibility than domestic EU flights.
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Chart 10. Summary of 9 freedoms.

Freedom Freedom Description Comments

Number

1 Overlying rights Basic requirement

2 Refueling rights. Aircraft can land, refuel
en route to
Final destination

3 Point to point scheduled flights from one Enables flying from country A to Country B.
country to another One Way

4 Point to point Scheduled flights from Enables return flight to home country
One country to another. Return flight

5 Scheduled flights can stop at a 3" country  Valid for inbound flights to home country.
en route home, bring passengers home. Allows greater flexibility in the use of
Flight has to connect with home state aircraft. Raise load factors on return flights

6 Scheduled flights can stop at a 3" country  Valid for inbound flights to home country.
and can take passengers to main Allows greater flexibility on out-bound
destination country. Flight has to connect  flights
to home state

7 Scheduled flights can stop at 3" country Flight does not necessary have to connect
and take passengers to main destination to home country

8 Outbound flights from home can pick up Means that an international carrier can
passengers within the final destination function as a domestic airline in the
country at more than one airport destination country, if flight connected with

home territory
9 A carrier can pick up passengers in International carrier can function as a

different parts of main destination

domestic carrier in destination country,

even if the flight does not involve the home
country

country, without the flight having
originated in home country

The various freedoms are quite complex. At the same time they open up many more possibilities for
airlines who are engaging in what is otherwise known as cabotage. The extent of this can be seen
in chart 11 below. This shows the number of intra EU flights that now confain a cabotage element
to them is about the same as the number of more limited point to point flights.

This has important financial and operafing impacts on airlines. By replacing earlier
bilateral agreements that broadly favoured national flag carrying airlines, the EU
arrangements have dramatically increased competition within the EU, and in the EU
neighbourhood.
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Chart 11

More intra EU flights now have
cabotage element to them. Trend upwards
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Given the geographical proximity of EU desfinations and the nature of air travel, a large
majority of air fraffic movements are between EU member states, including between EU
and EEA members. The bulk of long haul international flights in the UK are routed through
london Heathrow, with other long haul (nonEU) flights being routed via Gatwick,
Manchester, Birmingham, Glasgow,/Edinburgh. The remaining flights from the many UK
based airports are almost entirely involved in air traffic with the EU.

The importance of intra EU flights and flight connectivity is shown below in chart 12. The
darker the area (defined as a NUTS 3 region faken from Eurostat] show some interesting
patterns The areas of greatest connectivity across the current EU are South East England,
Paris, Benelux, North and central Germany, Denmark (Copenhagen), and Sweden
(Stockholm). The other areas of high inferconnectivity tend to be in tourist destinations
around the Mediterranean, as well as skiing resorts around Switzerland. Interconnectivity
of flights falls away as one moves East across the EU, reflecting continuing differences
between Eastern and Western Europe.
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Chart 12

Darker areas show
higher interconnectivity for EU
airlines — more available air connections per region

Figure 36: Intra-EU air connectivity in 20170Q1: Number of carriers, average to all EU
destinations from each NUTS 3 area via a direct flight

Note: Percentage of the EU population that is reachable using a direct flight where the drive to the
airport takes at most 90 minutes. NUTS 3 areas are smallest administrative regions in the EU used
for statistical comparison of different areas of the EU by Eurostat. There are 1,342 regions at NUTS
3 level in the EU, with populations ranging between 150,000 and 800,000. Indicator provided by

tha Furaonean C.aommission created nsina data froam Furastat thae Fiironean Fnvironmaent Anancy

Chart 13 below provides some closer observations of the proportions of domestic and
foreign traffic for the UKs two major airlines, Easyjet — arguably a great beneficiary of the
EU Open Skies policy, and British Airways, more likely fo have been one of the losers.

Chart 13 Estimates of EU passengers by airline and main airport

Airline All Schedule International International EU % of Estimated EU %
Passengers Passengers % Total International EU Total
mill mill passengers

Easyjet 64.1 56.1 87.5 0.95 53,4 83.5

British 42 36.8 87.6 0.75 27.6 65.7

Airways

London 75.7 71 93.8

Heathrow

Source: DIT Table BBO213 (AvIO 302) 2016 & authors calculations

In our view EU related air fraffic probably represents around 70 to 80% of all passengers,
and a similar share of air freight traffic. This high dependence means that the air transport
sector is very vulnerable to any potential interruptions in air travel arrangements following a
Hard, chaotic Brexit.



19

Current EU/UK arrangements for Air Traffic

Prior to the EU’s Open Skies arrangements, Air traffic was subject to a host of bilateral
agreements between sovereign states. Given the small size of most EU member states this
was highly inefficient and restrictive. It meant that frequently there were only two flag
carriers on infra EU roufes, one from each counfry, enjoying essenfially a
monopolistic/oligopolistic control over flight frequencies and prices. Prices were extremely
high and air fravel was a luxury. Airlines were largely restricted to freedoms 1 to 4, which
supported the limited pointto-point services. These agreements were known as Air Service
Agreements, and there were many of them.

This national solution was replaced by a horizontal agreement between EU member states
and EU. This set up the European Common Aviation Area (ECAA), which opened
up the internal market — in just the way that many UK Conservatives were keen on. All EU
member state licensed airlines were eligible for all nine freedoms. This meant that could
open up roufes from anywhere to anywhere within the EU with litlle further regulation —
assuming they were compliant with the EU regulations (see below).

The EU approach to air transport consists of 3 pillars. And it is notable that under this
arrangement any 3 party countries have to deal with the EU via the European Council
and the European Air Safety Agency (EASA|. Earlier bilateral arrangements are now
a thing of the past, with one or two exceptions.

Pillar 1 consists of the consolidation of national bilateral treaties into one, horizontal, EU
wide agreement. This was done fo ensure that all the former national ASAs conformed to
the EU rules and regulations. The advantage for EU member state airlines was their
participation in all @ freedoms.

Pillar 2 is o comprehensive agreement with 3 party states that are geographically close
to the EU, in the neighbourhood so to speak. They could then join the ECAA. This group of
countries covers the EU, Albania, Bosnia, Macedonia, Montenegro, Serbia, Kosovo, and
Norway and Iceland from the EEA. Pillar 2 extends EU safety standards fo all parficipants,
replacing earlier bilateral treaties. Pillar 2 acquisitions can only be negotiated via the
European Council.

Pillar 3 is o similar arrangement for countries not in the EU neighbourhood. Agreements
with the US and Canada fall into this category, and involve the mutual recognition of
safety and other standards.

This structure sits ill with ideas of a Hard Brexit. As a 3 party state the UK will have to
negotiate a new agreement with the EU, not with individual member states. And while the
UK's existing technical and safety standards are aligned with those of the EU, there may
be commercial issues on whether the UK would automatically achieve all @ freedoms on
accession to the ECAA."

With respect to a Hard Brexit, these arrangements point clearly to the acute necessity for
the UK reaching an agreement on air travel with the EU via the European Council and

" When Switzerland joined the ECAA, it initially only received freedoms 1 to 4. It took 3 years before Swiss
airlines gained all 9 freedoms.
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EASA. If there were hopes amongst Brexiteers that a bit of “cherry picking” and resetting o
the old bilateral ASAs would rapidly lead to @ resumption of air traffic connections post
Hard Brexit, they will be disappointed.

let us end this section on air transport with the following observation taken from the recent
ITC report.

“The Strategic Challenges Facing UK Aviation”

"...the EASA is responsible for the authorization and oversight of relevant acfivities
by firms from 3" countries that want to participate in the EU market. The exceptions
fo this are the ones where there are bilateral mutual recognition of standards
agreements” p./4

This currently includes the US and Canada. EFTA is represented on EASA and observer
status for 3 countries is possible. Thus it will be possible for the UK to join EASA and the
ECAA at some point. As a 3" party country though UK airlines may not be extended the
full @ freedoms they previously enjoyed. If not, then the airlines, while remaining in the UK,
would suffer a medium term impairment of their business. The entire process would be

greatly simplified were the UK joined EFTA/EEA beforehand.

Land Transport

The Land Transportation industry accounts for between 4 and 5% of employment and 4 and 6% of
national value added, making this an important industry. It is also key for the delivery of just in time
freight consignments, and in supplying a very large range of goods to industry and consumers. The
smooth functioning of much of the economy depends crucially on receiving prompt delivery of
goods required at the time when they are needed.'?

For the UK consumers and indusiry are entirely used to receiving prompt deliveries, interrupted
perhaps by fraffic congestion or bad weather. At the current pre Brexit time, it is rare for there to be
significant hold ups at Customs. A hard Brexit will change all of this dramatically.

All land transport, via ferries and the Channel Tunnel is necessarily with the EU, or with the EEA
(Norway). Hence any changes in the rules affecting customs clearance will have an immediate
impact on the flow of freight traffic and on the time spent waiting for customs clearance.

Chart 14 analyzes vehicle movements between the EU and the UK by destination country. Nearly
80% of vehicle movements are between the UK and France. This is the shortest and cheapest
passage, and is also the route covered by the Channel Tunnel. The second most popular
destination is Ireland, which helps to explain why the backstop is so important fo the Irish economy.
The third most important route is to Rofterdam in the Netherlands. This is a transhipment point for
goods going further afield info the EU as well as goods being exported to intercontinental
destinations.

2 For examples of what happens when the trucks are not running smoothly consider the impact of a petrol
tanker drivers during Mr Blair’s premiership, and the consequences of a national truck drivers strike in 1979
that helped to bring down the then Labour government. .
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Chart 14

Vehicle Movements Between UK & EU 2017,

thousands
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Britain, as a member of the EU is also a member of the Cusfoms Union, meaning that there
are no fariffs or controls on intra EU freight."® Customs dues are collected on inbound
cargoes coming info the UK from the rest of the world. The UK government collects import
duties on behalf of the EU. This affects land transportation rarely af the moment, with the
result that the customs infrastructure at most British ports is simply not able to cope with an
abrupt change to a post Hard Brexit infroduction of WTO based fariffs.

The Chequers document mentions that post Brexit the UK might get around to joining
something called the Llugano Convention, that most other EU states signed up to back in
1973, and this is smuggled in as if this is a casual improvement, a remedy for a careless
slip of the pen all those many decades ago.

It pays to read between the lines when perusing the Chequers document. The Lugano
Convention is associated with the Transports Infernationaux Routiers, or TIR. These blue and

2 There are some exceptions to this for food and agricultural products where safety checks are carried out.
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white signs were a familiar sight on the Continent, although less often seen here. Charts 15 and
16 summarize the situation pre, and possibly post Brexit

Chart 15

Land Transport Arrangements
Pre & Post Brexit

PRE BREXIT
LOAD DRIVE DELIVER
COMPANY DESTINAT CUSTOMER
PREMISES ION

The current arrangements are a model of simplicity. A company gets an order for ifs
goods. It either hires, or uses one of its own trucks. The truck is filled with goods, probably
put in a container. The fruck is driven to the port, boards the ferry/joins the channel shutile.
Waiting times are minimal. The truck disembarks, drives fo its destination, and delivers its
goods. If it wanted to, it could then pick up another cargo for return frip, similarly un-
bureaucratic. The formal paperwork, other than that needed for a normal fransactions
between business partners, is minimal. The EU kindly requests that if the cargo has a value
of more than a certain amount (a high threshold has been sef], could someone please send
a form to Brussels, letting them know when, where and how much.

How does this compare with the TIR scheme, being launched on an unsuspecting British
freight industry and general publice Chart 16, taken from a French publication provides a
succinct summary. First of all an exporter has o buy an export TIR camet. This is normally a
complex document. It has to specify from where the goods are to be despatched, the route
to be taken, the time to be faken, and the point of desfination, where the goods are fo be
unloaded. In the past drivers had to take with them sufficient funds to pay for import duties,
should the truck get delayed on route, have an accident or other problem. The route was
carefully specified, and the vehicle had fo report in at all border crossings en route. Finally,
the vehicle had to report fo its destination customs office/warehouse. The goods might
then have to be unloaded there, while the customer came to pick them with their own
vehicle.

While the TIR system represented a big step forward compared to earlier fimes, most
people would agree that this is not exactly going to produce quicker journey times, and
less bureaucracy. It will in any case add to the costs of exporting goods, and hence to the
working capital requirements of the exporter — something that never gets mentioned by
government or the Brexiteer lobby.
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Chart 16

Land Transport Post Brexit TIR System
As described in France: Courtesy Pdequick
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The current situation is outlined in chart 17 based on World Bank information. According
to the World Bank, the UK's time needed to prepare export documentation is, at 24 hours
the worst in the group — even longer than needed in Turkey. It also has the second highest
cost of preparing the export documentation, after Turkey. Other processing fime for exports
are not particularly good. The situation is much better for imports into the UK, which can
proceed with virtually no inferruptions, additional costs or other delays.
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Chart 17: Times & Costs Involved in Exporting and Importing: Selected Countries. Source
World Bank

OECD High

E
conomy United Kingdom | Bulgaria Switzerland Norway Turkey Income

Time to export:
Border compliance

(hours) 24 4 1 2 16 12.7

Cost to export:
Border compliance

(USD) 280 55 201 125 376 149.9

Time to export:
Documentary
compliance
(hours) 4 2 2 2 5 2.4

Cost to export:
Documentary

compliance (USD) 25 52 75 0 87 35.4

Time to import:
Border compliance

(hours) 3 1 1 2 41 8.7

Cost to import:
Border compliance

(USD) 0 0 201 125 655 111.6

Time to import:
Documentary
compliance
(hours) 2 1 2 2 11 3.5

Cost to import:
Documentary

compliance (USD) 0 0 75 0 142 25.6

Chart 17 provides a clue to some of the difficulties lying ahead when the situation
regarding Turkey is considered. It costs a lot - US$ 655 at the border, followed by another
US$ 142 inland to complete the customs formalities. It also takes 41 hours waiting at the
border to gain permission to finish the journey within Turkey. That is nearly 2 days of
waiting fimell Turkey is part of the Customs Union with the EU, meaning that there are no
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import duties fo pay on goods going across the border'®. Under a Hard Brexit scenario,
Britain will not be part of the Customs Union, suggesting a whole area of delays not
applicable to Turkey.

In a recent article in the FT'?, the situation at the main border crossing into the EU at the
Kapikule border crossing were described. Waiting times of between 17 and 30
hours are regularly reported there. For frucks leaving Turkey they are expected to
have the following documents. An export declaration; a TIR camet; invoices for the cargo;
insurance certificates; fransport permits for each country the truck transits in order to get to
its final destination. Trucks are also subject to random X ray checks on entering Bulgaria.

Turkey does not sign up fo free movement of people, meaning that truck drivers have to get
short stay visas for the Schengen area and any other non Schengen EU countries they
might pass though, and this too takes time.

Truck transit visas are also highly problematic, and are issued by the member states. A
fruck requires a fransit visa for each country it goes through, and Schengen does not count
as a single area. The process by which fransit permits are granted is opaque, and varies
from counfry to country. There is no guarantee that the number of permits issued
corresponds fo the actual demand for permits.

These are the sort of conditions currently faced by land transport between Turkey and the
FU, where to recall, Turkey is already part of a customs union with the EU. In a post Hard
Brexit UK it highly likely that border crossing times will greatly lengthen, and border
crossing delays will become endemic.

Taking some recent figures from Turkey's border crossing at Kapikule (with Bulgaria), and
comparing them with border crossing vehicle movements at Dover is eye opening. Dover
processes some Q.25 trucks a minute, compared with between 2.5 and 3.3 vehicles per
minute in Turkey. There are traffic jams of between 17 and 30 kilometres on both sides of
the border in Turkey,/Bulgaria. Translated into the Dover situation, this would lead fo traffic
jams of between 5 and 10 kilometres on the M20, without considering the situation at the
Channel Tunnel. The delays will quite probably take on Turkish proportions. And all of this
for the sake of a Hard Brexite

The analysis presented here follows directly from the casual mention of infroducing the TIR
agreement and processes into the UK, and to try and present them as a modemizing, step
forward for British road hauliers. Nothing could be further from the truth. This is a step
backwards to the mid 20" century, and to conditions many of us thought we'd never see
again. Many of these points have a direct bearing on the negotiations around the
backstop needed by the Republic of Ireland with the & counties in the North to ensure a
"frictionless” border. As this analysis shows, the default position for border crossings under
a Hard Brexit are anything but “frictionless”.

“The Turkey customs agreement only includes goods. The agreement excludes services, agricultural goods
(except some processed foods, financial services, public procurement. There is no freedom of movement of
labour either.

Bwm Srivastava, A Barker. Financial Times Feb 16 2017
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Financial Services and Passports

Financial Services are considered to be the jewel in the crown of the British economy. It is
an area in which the country excels, and Llondon is generally considered either the first or
second best global financial centre, putting it and New York into a different league from
the others. And of the two, New York has a much sfronger infernal US focus, whereas
london is premier for international fransactions, and as acting as a bridge between the US

and the EU.

Chart 18 shows the gross output for all service sectors in the UK economy. The financial
services are marked by the red bars. The three largest financial sectors are ranked 5", 7*
and 10" by size of gross output. If all are counted together, then this becomes the largest
bloc of services, exceeding all the others. So once again, negative developments here will
have widespread consequences for the rest of the economy.

Chart 18

Service Sectors Gross Output USS mill 2014

Real estate activities |
Human health and social work activities |
Public administration and defence; compulsory social security |
Administrative and support service activities 1
Financial Services banking 1
Education |
Insurance, reinsurance & pensions 1
Other service activities
Accommodation and food service activities
Legal, accounting, management consulting |
Computer programminng, IT, consulting |
Land transport and transport via pipelines |
Architectural and engineering activities; technical testing and ... |
Telecommunications |
Warehousingand support activities for transportation |
Activities auxiliary to financial servicesand insurance activities |
Films, videos sound recordings 1
Other professional, scientific and technical activities; ... |
Postal and courier activities |
Air transport 1
Publishing activities |
Advertisingand market research |
Water transport |
Scientificresearch and development |

Household employment P,
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Source: GIOD/authors calculations

Definitions of financial services vary. Chart 19 shows a view presented by Eurogroup.Tofal
revenues for financial services in the "base year” came to £197 billion, and the sector
employed over 1 million people. In revenue terms retail banking was the largest, followed
by corporate and investment banking (CIB) and insurance at over £40 billion a piece. This
was followed by asset management and a broader IT and transactions support services
called the “eco system”.
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Chart 19 Base Year (2016) Estimates of Size of financial services

Revenues

Financial Sector Sub Sector GBP bn Employment
Total 197 1050
Corporate Investment Banking 44 110
Retail Banking 63 460
Asset Management 27 68
Insurance 41 320
Stock Exchange 4 11

IT, "eco system" 18 85

The two largest employers are refail banking and insurance, and a large proportion of
their business is domestic. A recent House of Lords report sfated that financial services
collectively accounted for 7% of UK GDP. 2/3rds of the sectors employees were located
outside of Llondon. Financial services generate high volumes of tax, and are successful
exporters. Financial services paid £60 billion of toxes, with domestic banks paying £31
billion, and foreign banks paying £15 billion. Additionally there are a wide range of
ancillary services dependent to a degree on the financial sectors mentioned above. Chief
among them are management consultancy (483 k employees), legal services (314 k
employees| and accountancy (391 k employees).

The successful development of the UK's financial sector was encouraged by the creation of
the EU, and through the establishment of passports. As has been seen in other sectors,
passports are a device where, subject to the mutual recognition of standards and rules,
individual companies and operators are able to do business across the whole of the
infernal market. In the case of financial services, these passports have taken a number of
special forms.

Chart 20 UK Financial Service Passports

Passport Outbound from Inbound to UK Ratio Predominant
Category UK out/inbound flows
AIFMD (inv 212 45 4.7 Outbound
funds)

IMD Insurance 2758 5727 0.48 Inbound
Mediation

MIFID 2250 988 2.27 Outbound
MCD Mortgage 12 0 Outbound
Credit Directive

PSD Payment 284 115 247 Outbound

Service Directive
UCITS 32 94 0.34 Inbound
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CRDIV 102 552 0.18 Inbound
Solvency II 220 66 0.3 Inbound

Source: House of Lords Table 2 p 12 & authors calculations

Chart 20 shows that passports are issued around specific pieces of legislation. This
legislation in turn provides a basis for operating within the EU's common market. This
legislation provides the bedrock for cooperation and the mutual acceptance of standards.
It also provides access to EU retail finance markets, such as with UCITS for fund
management. A UCITS approved fund can be sold to retail customers across the EU. And
UCITS is something open to EU member stafes only.

The main fund management related passports are with the Alternative Investment Fund
Management Directive, dealing with alterative stock market quoted assets and funds. And
UCITS The main passports for insurance are Solvency Il and the IMD Insurance Mediation.
CRDIV, PSD and MCD are of importance for banking; MIFID deals with trading rules and
freafment of customers, so is relevant fo sfock exchange participants and other trading
activities in other financial markefs. Without access to these passports, UK financial
institutions will not be able to operate freely across the EU’s internal market. Equally, EU
companies may find they too will not automatically be able to operate in London, without
gaining permission from British regulafors.

Chart 20 shows clearly that the issue of passports works in both directions. There are four
categories where there is more inbound traffic than outbound — meaning that EU based
institutions are interested in operafing in london. There are also four areas where there is
more outbound need for passports, indicating UK firms aiming to gain access to the wider
FU market. These include alternative investment management funds, MIFID for market
frading, MCD mortgage directive and PSD for payments systems into the EU.

The legislative underpinning of passports

The passports refer to specific pieces of legislation, which in the main apply to different part of the
financial services sector. The main ones are listed below:

« Capital Requirements Directive |V (2013), incorporating various risk measures
and the Basel lll arrangements. All deposit takers, ie banks, have to sign up to this

« Solvency Il.This affects the insurance indusiry and its capifal requirements fo
conduct various types of insurance business (contracts). Solvency Il requires that 3
party countries will need to establish a fully fledged branch somewhere in the EEA
in order fo continue to do business

«  MIFID (2007), MIFID 2, MIFIRC {Markets in Financial Instruments Regulation) June
2018. MIFID compliance is needed for a whole range of financial trading
operations. These include frading in securities, and funds, derivatives, trade
execufion, investment advice, underwriting, IPOS and traditional financial asset
trading. FIFIR allows 3 country access to these internal EU markets.

« UCITS (1985 and 2014). This is needed in order to market and sell retail fund
management products across the EU single market. There is currently no 3 party
access. A fund management company would have to have a domiciled subsidiary
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within the EU in order to carry out business. This would not prevent the actual fund
management activity staying in Llondon.

« AIFMD (Alternative Investment Fund Management Directive. This sefs out
common rules for alternative invesiment funds. This is an EEA wide passport.

The regulatory situation evolves. There are important principles around the “equivalence” of 3" arty
regulations. Where these are considered adequate, then mutual recognition can be given for
access fo the internal EU market. '©

How large is the dependency on the EU?

This is quite a difficult question to answer. The answer can depend on whether one s referring to
the location of instfitutions investing or trading, or the location of their clients. These are not
necessarily the same thing.

Chart 21
Insurance Market
Asset & infrastructure
Col totals % Shares Total Banking Management Reinsurance & other
Domestic business
earned from UK clients 46.8% 58.7% 69.1%

International and
wholesale business

related to the EU 22.8% 21.7% 25.0% 9.9% 42.9%

International and
wholesale business Rest

of World 30.4% 19.6% 75.0% 21.0% 57.1%

Source: Oliver Wyman (2016).

Chart 21 uses materials from Oliver Wyman (2016) who produced a wide ranging and
seminal report shortly after the referendum. The chart provides a summary view of the split
in business between domestic, EU and Rest of World activities by the different parts of the
financial services secfor.

The overall figures suggest that london's business with the rest of the world is larger than
with the EU across all categories'”. The differences are relatively slight in banking. It is also
striking that in fofal less than half business volumes in the financial sectors are in the
domestic market — although the shares in banking and insurance are both much more
slanted towards the domestic market.

The values shown for the share of financial sector sales o the EU provide one way of
considering the “value af risk” in the case of a Hard, chaotic Brexit. If, in an exireme case,
all EU business became impossible, this would represent between 20 and 40% of each
sub-sectors sales. A worryingly large proportion.

'® See Hohlmeier (2018). International Jnl Financial Studies, 6, 65 p 4 for further details

7 Questions are increasingly being asked about the origin of the funds from the rest of the world. London is
known to recycle funds of questionable origin. Many of the world’s tax havens are, ultimately, under British
control.
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There are a number of confroversial sub-plofs to all of this too. One of the bones of
confention between the Eurozone and london has been the location of Euroclear.
Eurozone regulators and the ECB have favoured moving Euroclear out of London fo a base
within the Eurozone itself, where it can be better regulated. The difficulty being that the
london exchange/subsidiary of Euroclear is by far and away the largest part of the
operation.

The old arrangement was for Euroclear fo be based in london and to be tax resident in
Switzerland. This has now changed, with Euroclear now being legally run from Belgium
(Brussels). Much of the business formerly integrated in london will now be distributed
across Brussels, London and Dublin

According fo the Deutsche Bank, a significant shift in Euroclear activities to the European
mainland could require an additional £14 billion of funding by British based firms. If the
confractual terms also changed, so that netting out of the positions would no longer be
possible, then this could give rise to a need for a further £15 billion, implying a call for a
total of £29 billion to compensate for institutional changes brought about by Brexit.'®

Branches and Subsidiaries

Responses to a Hard Brexit are most frequently argued in terms of impact on the nation (the
UK], and the EU (a federal union). What is sometimes overlooked is that there are
differences between Brexit's impact on the UK, and on British firms.

British firms with extensive business inferests in the EU have to think carefully about how to
protect that business, and what the likely costs will be. The extreme case is that various
restrictions are infroduced in the UK, for instance on the mobility of labour, that
compromise the viability of the business in the UK. This could force UK companies, as well
as foreign based companies fo effectively emigrate and re-locate to the other side of the

Channel.

A less exireme solution would be for an UK based operation fo reorganize its activities
such that they can continue, independently of the situation within the UK. Thus British
companies can, for some purposes, set up EU based operations that are run entirely from
within the EU.

This has the implication that the costs to individual UK firms of a Hard Brexit might differ
substantially from the costs bore by the country as a whole. It is possible in many cases
for British companies to reorganize their EU operations in such as way as fo ensure
confinued access fo these markefs. It will not be cost free, but the costs may be smaller
than those involve in losing access to the EU market altogether.

In financial services this offen comes down to understanding the basis for operating with a
branch network — as is mostly done at the moment, and operating through fully, or
partially, owned subsidiaries. In banking this also has resonance with supervisory and
regulatory authorities such as the European Systemic Risk Board (ESRB) and the European
Supervisory Authority (ESA).

¥ Euroclear is now consolidating its activities in Brussels in preparation for a Hard Brexit. The full costs of this
to the UK financial markets has yet to be fully felt.
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A branch does not have a legal personality of its own. It is simply a place of business
outside of its headquarters/registered address. A subsidiary does have its own legal
personality, and is therefore subject to both local and EU laws if it is located within the EU.
This means that a subsidiary effectively has all the passporting rights previously enjoyed by
the Brifish parent company. This also affects aspects such as deposit guarantees, resolution
procedures in case of bankruptcy and winding up procedures, and investor compensation.

For UK banks this comes at a price. Each subsidiary requires its own balance sheet, with
its own reserves and capital. The levels of capital in turn determine the volumes of business
it can conduct, policies that it can write, and loans that it can provide.

The beauty of the existing EU arrangements is that there is mutual recognition of local
standards, and financial insfitutions are free to set up branches across the EU. Post Brexit,
there is no longer any mutual recognition of standards. Business by UK banks in the EU
and EU banks in the UK will have to operate via subsidiaries.

It is therefore highly significant that the Bank of England stated in 2017 that EU banks
could continue fo operate in london on the basis of their existing branch network, thus
helping fo preserve current business volumes in London'?. This may have longer term
implications on competition in the industry across the EU. Unless there is some reciprocity
of this offer by the EU, EU based banks will be able to leverage their capital and reserves
more effectively in bidding for business in London, than UK based banks will be able to do
within the EU/EEA. Although this sounds relatively frivial, it may over time reduce the
profitability of EU operations for British banks, possibly to the point where the business is
closed or sold to EU based operators.

Chart 22: Announced Relocations from London. Banks & Investment Banks

% of
employees % of
Destination employees # banks being announced
City affected relocating relocated relocations
Frankfurt 2320 12 41% 44%
Paris 2105 6 37% 22%
Dublin 995 6 17% 22%
Amsterdam 250 2 4% 7%
Brussels 20 1 0% 4%
Total 5690 27 100% 100%

Source: Saville Studley & authors calculations.

As has been widely forecast, the uncertainties surrounding the Brexit process are already
unleashing forces very different from those envisaged by Brexiteers. Chart 22 summarizes

®p.Inman & J Rankin, “Bank of England to allow EU banks to keep UK operations unchanged after Brexit”,
Guardian, Dec 20 2017
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the announced relocations by 27 banks and investment banks as a reaction to Brexit.
Currently nearly 5,700 employees are affected, sfill a relatively small proportion. The most
popular redocation destination for banks is Frankfurt, the home of most EU debt issuance
already. Paris and Dublin are the next most frequently mentioned.

These are initial figures, and depending on the nature of a Hard Brexit, this relative trickle
could easily change into a more substantial exodus at a later stage.

Chart 23 shows the situation for insurance and asset managers. Their preferred relocation
destinations are Luxemburg and Dublin. Most of them will consolidate their existing EU
business by setting up new fully fledged subsidiaries in order to access EU retail markes.

This does not preclude the continuation of many fechnical functions in London/the UK. In
the absence of an uplift of business with the rest of the world, it suggests that growth in UK
based insurance operations is likely to slacken as a result of Brexit. A Hard Brexit would
probably accelerate this trend. These announced moves also highlight the deficiencies of
political processes that appear o show litfle or no consideration for the actual practical
needs of the financial and other secfors in reacting fo the changed circumstances facing
them post Brexit. This can only be described as a shocking dereliction of duty by a
government fowards its citizens.

Chart 23
e =~
Jobs Created) Announcement Date
Admiral not specified (n/s) Madrid/Seville Feb 2018
AIG “less than a dozen” Luxembourg Dec 2017
Aioi Nissay Dowa n/s Luxembourg Oct 2017
Aviva n/s Dublin May 2017
Beazley 18 Dublin Jul 2017
Britannia n/s Luxembourg Apr 2017
Chaucer n/s Dublin Dec 2017
Chesnara n/s Amsterdam Aug 2016
(not decided)
Chubb Paris Sep 2017
CNA Hardy n/s Luxembourg Feb 2018
FM Global n/s Luxembourg May 2017
Hiscox 10 Luxembourg Dec 2017
Legal & General IM n/s Dublin Dec 2017
Liberty Specialty Mkts n/s Luxembourg Jul 2017
Lloyd's of London 40 (out of 600) Brussels May 2018
Markel All new hires (560 in UK) Munich May 2017
MS Amlin Brussels Jun 2018
QBE No reduction in London staff Brussels Jun 2017
Royal London n/s Ireland Apr 2018
RSA “Up to 10° Luxembourg Jun 2017
Sompo n/s Luxembourg April 2018
Standard Life Aberdeen | <20 Dublin Feb 2018
Tokio Marine n/s Luxembourg May 2018

XL Group <100 Dublin Sep 2017
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Summary: Hard Brexit Impacts on Service Sectors

The previous secfions summarize some of the more obvious, and in some cases, actual
delays, costs and uncerfainties likely to be caused by Brexit in general, and by a Hard
Brexit in particular. The list of effects is incomplete, and doubtless others will emerge with
the passage of fime.

There is litle doubt that membership of the EEA, or the attainment of a status similar to
Switzerland would be preferable from an economic and business point fo view to a Hard
Brexit. In our view the amount of disruption likely to occur following a Hard Brexit appears
highly irresponsible, and constitutes acts for which there is no popular mandate. Whatever
one's opinion about the 2016 referendum, it was never stated that Brexit would result in o
poorer and less efficient country, with widespread regional disruption in the shorter term, to
be compared with a very uncertain prospect of hitting a trade jackpot in some far away
country or counfries. And even if such were fo occur, the chances of this outweighing the
losses experienced as result of losing access to the EU are negligible.

The section highlights the practical importance of passporting in a number of different
guises and situations. Passporting, as has been clarified are not some minor exotic
"procedure” affecting a small number of services. Passports more generally represent the
way in which the EU does business. And it is becoming painfully obvious that the depth
and extent of these passports has been completely underestimated in considering the
effects of Brexit.

The meso sector impacts of Hard Brexit on Services in the UK economy

To understand the larger economic impact changes in the service sector might have it is
useful to apply Input-Output analysis. This is an approach that uses InputOutput tables that
show all the key economic relations between the economy as described by a 55x55
matrix. The table shows each industry’s inputs in the columns, and each industry’s output as
a row. Each industry requires materials from supplying industries. And each industry
delivers a surplus, expressed as final demand (goods that are consumed and don't re-enter
production) This records the extent of supply and demand between the different sectors,
and how much of the sector’s output enters info final demand or consumption.

In previous papers on Brexit we have considered global changes in demand based on the
views of many other studies. The IO approach enables us to consider both the direct
impact of changes in demand, as well as the indirect, or multiplier effect, of how changes
in one industry in fum affect the fortunes of another. The IO tables provide a way of tracing
through these “ripple” effects. So, it is possible to estimate what the drop in demand for
say, food might be, following on from a change in demand for automobiles.

On this occasion, drawing on the information and views shown in the service sector
analysis above, we can estimate what the likely impact on the economy might be. Thus,
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estimated changes in land fransport, air fransport and financial services will be fed into the
model, fo understand what the impact of the loss of passporting rights is likely to have on
the economy as a whole (all sectors). And it should be noted that this is before introducing
any broader changes in final demand across the entire economy as was done in two
previous papers, Black 2017a and Black 2017b. The analysis is conducted using an
inputoutput fable from the World Input output Database (WIOD).

Input Assumptions

Drawing on the previous analysis, a scenario was constructed that involved the loss of
passporting rights to the EU following a chaotfic Hard Brexit. The expected reduction in
final demand for a number of service sectors approximately mirrors the EU’s current share
of sector turnover, as far as is known. The rest of the economy is left untouched in this
scenario, which is rather unlikely in practice.

Chart 24 shows the ex ante assumed reductions in final demand for each affected service
sector, and oufcome in ferms of the achieved output changes needed to mainfain the rest
of the economy. The assumed reductions in final demand correspond, approximately fo
either the loss of business with the EU, or a very marked reduction in it. In the previous
sections the EU frequenily accounted for between 20 and 35% of activity in various
services. In Land transportation it accounts for 100% of activity.” For the purposes of the
exercise, no other ex anfe changes in final demand for the other secfors are assumed. This
means that what is being observed here are the ripple effects as reducfions in final
demand for a few sectors spreads throughout the economy. Note, the model assumes that
all the changes happen instantaneously, whereas in reality the changes might toke place
over a longer period of time. Note foo that the model is making no assumptions about any
exchange rate changes or include any impact of inflation on both domestic and foreign
demand.

Chart 25 (below) shows the changes in gross output that occur following the service
"slump” scenario. The service sectors are marked with the yellow bars. Red bars denote
changes in government activity, and the blue bars refer to the goods sector. This will be
affected by fariff considerations, as has been discussed in the earlier papers.

%It is worth noting that many observers still tend to see only nation states, and not the whole EU. This
appears to be a form of cognitive bias. It is only when the EU is seen as a unity that its size and importance
becomes really obvious.
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Chart 24: Scenario: Loss of passporting rights and reduced access to EU markets in
selected service sectors

Sector Name Initial Assumed Achieved Explanation
Final Demand Reduction in
Reduction ross output

Water Transport -20% -18.6% Fewer trucks and
passengers to
transport

Financial Services (Banks) -35% -22% Loss of passporting
rights. Relocation to
EU. EU  subsids
established

Auxiliary Financial -24% -21% Knock on effects from
Services financial services

Science & Technology -37% -25% Loss of
passporting.Loss  of
EU technology

support

IT -4.7%

Telecommunications -4.1% Lower Demand. Loss
of EU roaming rights

Government: -0,5%
Admin/Defence

Government Health -1.35% Labour supply
restrictions
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Chart 25: Changes in Sector Gross Output across the whole economy tollowing Service
Sector Scenario
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Source: Digit IO model

Chart 25 also shows that there will be some quite pronounced impacts of a service slump
scenario on sectors such as chemicals, oil, printing and paper, as well as on
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electricity/gas and water. This confirms that there will be some spill over effects following
the loss of passporting rights to other parts of the economy as well.

Regional Impacts of Service Slump Scenario

In previous work the regional impact of Brexit was outside of london and the South East.
These two regions were relafively insulated from the difficulties that fariffs would bring to
the goods sector.

This changes dramatically as a result of a service slump. london and the South East are
now the worst affected areas. England suffers a more severe shock than Scofland, Wales
and Northern Ireland. Within England the South West is quite strongly negatively affected.

Chart 26

Contraction in Gross Output % of Base Year "Service Slump" Scenario
By Region; Direct + Indirect Effects

00%
-1.0%
20%
-3.0%
-4.0%
50%
-6.0%
10%

-8.0%

9.0%

United England North North  Yorkshire  East West Eastof London  South South Wales  Scotland Northern
Kingdom East West  and The Midlands Midlands England East West Ireland
Humber

Source: Digit lid 1O model

london is forecast fo suffer an 8% drop in gross output following the service slump, which
is a consequence of the strong regional concentration of financial services in the city. This
would be in a similar range fo the effect of the Gross Financial Crisis.

Chart 27 shows the share of the adjustment in gross output following the service slump.

87% of the adjustment is experienced in England. Around half of this adjustment is
experienced in london and the South East. For many of the more northerly regions in
England as well as in Wales and Northern Ireland, the impact of the service slump can be
virtually ignored.
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Chart 27

Regional Share of Service Slump scenario
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Summary and Conclusion

Our analysis of a number of service sectors in the UK economy has shown that passporting
of services with the EU is vital to the continued prosperity of many service industries. And it
has also been established that parts of the service sectors are already adapting fo the
likely reality of Brexit, and even to the prospects of a Hard Brexit. This means that while the
prospects for activity levels in financial services and insurance look relatively poor for
Britain, companies involved in the indusiry may be able fo find ways to continue to sell into
the EU market by establishing subsidiaries on the European mainland that will continue to
enjoy the full benefits of passporting. These benefits will not necessarily accrue to the British
economy though.

Assuming that current demand conditions across the EU remain as they are, then a Hard
Brexit could well lead to a change in the distribution of activities. Britain would lose some
of its comparative advantage in financial services, and in some other services as well...

The ramifications of a disorderly Hard Brexit are likely to prove disruptive in many areas.
They are likely to permanently affect the profitability of many areas, including the road
haulage, air transport and financial services areas, including corporate and investment
banking, and asset management.
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It is possibly true that financial services may make “good” by expanding its reach outside
of Europe. However, as with other frade areas, the UK would need to have exceptionally
good relations with large markets such as China, the US and India, if the losses of
business in the EU are fo be fully compensated for. Not only are there no infemational
frade agreements that cover services, the UK is currently exiting from one of the best
international service frading arrangements in existence, namely the internal EU market.

The fiscal implications for govermnment following the ending of EU passporting
arrangements do not look good. As sectors experience reduced business volumes, so tax
revenues will fall. Demands on government expenditure are likely fo rise, and there is no
Brexit Bonanza in sight.

Given stated government priorities, and a low growth/recession scenario, the government
can only provide a counter-cyclical fiscal stimulus by either raising taxes, or by increasing
borrowing, which break other election promises and “red lines”.

There are broader negative impacts on services following from a Hard Brexit. It will reduce
FU support for R&D and technology, and reduce the affractiveness of our educational
system fo EU based foreigners. Being cut off from the Horizon programme will also
weaken the UK's role in infernational research projects. The ending of freedom of
movement of people between the UK and the EU, one of the government's red lines, will
make it difficult to staff the NHS, and to find skilled employees for the financial services
industry.

Indeed, it is sfriking to note how a series of poor decisions by the UK government has
produced a set of “red lines” that rule out what otherwise might have been an inferior, but
af least orderly arrangement, namely for the UK to become a member of the European
Economic Area.

We started the paper by referring to the notfion of a passport fo nowhere. This appears to
be the case at the moment (Quarter 4 2018). The government is handing in a passport
that went somewhere in and with the EU, for one that goes precisely nowhere.



Appendix 1: List of

EU agencies

NETWORKI
NG
CAPABILIT BROAD AREAS OF
EU INSTITUTION Y/ROLE ACTIVITY
General
Coordinator/Shaper of
European Council Policy
Democratic oversight
European of EC and EU
Parliament Commission
Euroopean Executive, can propose
Commission legistlation
European Court of Supreme Court,
Justice v interpreter of legislation
European Court of Checks tax payers
Auditors interest re EU budget
European External EU Foreign Office.
Action Servcice Carries out ECFSP
Trade Union & social
Euro Economics & interests, employers &
Social Committee employees
European
Committee of Regional representation,
Regions ind of EP and E Council
European Holds EU govt to
Ombudsman account
Energy is non treaty, so
effort to corral member
Agency for Coop of states into following
energy Regulators v similar policies
Authority for
European Political
Parties & Controls, registers,
Euorpean political monitors political parties
foundations v and foundations.
Body of European
Regulators of
electronic Promotes effective
Communications v internal telecoms mkt
Applications for
breeding new plants.
Community Plant Self financing, industry
Variety Office v support
Consumers, Adminhisters/implement
Health, Agriculture s EU Health
& Food Executive Programme, promotes
Agency v agricultural products
European Agency
for Safety and Risk Prevention,
health at work v healthier work places
Education, Manages Creative
Audiovisual & Europe, Erasmus +,
culture Ewecutive Europe for Citizens, EU
Agency v Aid (volunteers)
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EU INSTITUTION

European Fisheries Control
Agency

European Food Safety
Authority

European Foundation for
Improving Living & Working
Conditions

European Global Navigation
Satellite Systems Agency
European Institute for Gender
Equality

European Institute for Security
Studies

European Institute for
Innovation & Technology
European Insurance &
Occupational Pensions
Authority

NETWORKIN
G
CAPABILITY/ BROAD AREAS OF
ROLE ACTIVITY
enforces Common Fisheries
v Policy
v Advice of food related risks

Advise on EU social policy;
development of working
conditions, industrial relations
etc

Operate GNSS/Galileo

Promotintg genderal equality

Foreign policy/defence policy
issues

Encourages Innovation

supports financial system
stability, transparency,
protection of policyholders

European Investment Bank

European Maritime Safety

Agency

European Medicines Agency

European Monitoring Centre
for Drugs & Drug additiction

European Network &
Information Security Agency

European network of
Transmission System
Operators for Electricity

European Police Office

Regional lending, multi layer
funding cooperation

Technical assistance to
member states

Evaluates, supervises ensures
safety and effectiveness of
medicines

Information & advice on drug
addiction

Network Security

Represents 43 energy grid
operators; assists creation of
internal market;

Assists in fighting crime (like
interpol ?)

European Public Prosecutors
Office

Tackle EU wide crime
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