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ABSTRACT

This paper examines the impact of the Brexit referendum on services exports from the UK and other
major services exporters. It provides a comparative analysis of the UK, Ireland and Germany, inter alia,

and assesses the uneven impact of Brexit on different service sectors and markets.



1.INTRODUCTION

The Brexit vote to leave the EU on 23 June 2016 marked the beginning of ending the forty-five years
close economic integration between the UK and the EU. The crack of the EU’s hyper-globalisation
project could mark significant changes in the relationship between the UK, the EU and the world
economy. As such disintegration happens so rarely, it is important to understand its implications. So
far, beyond aggregate assessments and headlines however, the precise economic impacts of Brexit are
still rare in terms of where impacts have been felt, by which sectors and when. Answering these

questions would help assess the real costs of Brexit (Sampson, 2017).

This paper focuses on analysing the causal effect of Brexit Referendum on UK’s services trade. Taking
advantage of the unexpectedness of the Brexit vote result, we treat the 2016 Referendum as a quasi-
experiment. Our analysis estimates the impact of the uncertainty over the period between 2016 and
2019 oh the services exports of the UK, in comparison to that of other major services exporters. We

also examine the heterogeneous effects that different sectors have experienced.

The quality of such an estimation hinges on the identification of the causal impact. Indeed,
considerable challenges exist in quantifying the magnitude of the impact and modelling the
mechanisms. There are largely three types of approaches adopted for this kind of assessment. First,
some studies estimate the effect of Brexit by estimating the economic consequences of UK joining the
EU (Crafts, 2016; Campos et al., 2019; Lawless & Morgenroth, 2019). The estimates are used in a
symmetrical equivalent way to infer the effect of withdrawing from EU. These are referred to as case
studies approach of joining the European Union in Sampson (2017). However, it would be inappropriate
to assume all the benefits of joining the EU would be eradicated by withdrawing from it (Sampson,

2017), even though it helps to understand the areas of losses due to the disintegration.

Second, several studies rely on general equilibrium models to simulate Brexit effects at macro level
(Ebell & Warren, 2016; Dhingra et al., 2017; Jackson & Shepotylo, 2018; Steinberg, 2019). They were
particularly useful in the early days before any real effects could be observed. General equilibrium
modelling prescribes the ways in which Brexit will affect trade costs between related partners. While
being able to account for known effects, these approaches may miss unknown channels to the model,
for example multinational enterprises’ cross-border business relocation. Also, focusing at the
macroeconomic level, these approaches generally ighore the heterogeneity in sectors, and by extension

agglomeration effects (Sampson, 2017). For the UK services sector, the effect is expected to be large.

The third and a more widely adopted approach in recent literature is a reduced form estimation for the

Brexit impact using a quasi-experiment approach, which relies on appropriate econometric techniques



foridentification. The clear advantage of this approach lies in its capability to capture the effect of a
policy exposure or change in policy on the economy that is likely to exert influence through multiple
channels. In the case of Brexit, the uncertainty during the Brexit period was not just around UK’s
future trade policy, but a mixture of political, economic and social uncertainty. Various sources of
uncertainty imply that the channels through which uncertainty might have affected the economy are
less than clear. The deteriorated future trade terms inflated trade costs but may not be the only threat.
Also, restricted access to skills and capital are also concerns (Deardorff and Stern, 2005; Portes and
Forte, 2017). Further, the potential loss of freedom of mobility has serious implications on business
travel, particularly for foreigh multinationals in need of moving staff around offices in different
countries while they export alion’s share of UK services (Lowe, 2021). More generally, the eroded
household spending and pessimistic views of the economic outlooks affect not only exporting firms
but also firms that do not rely on sales to the EU (Bank of England, 2019). Hence, firms might be
motivated to move their businesses, whole or part, away from the UK. For this reason, it is important to
take account of this mechanism of Brexit effect, beyond modelling direct reduction of businesses’

investment and sales.

However, given that the causal inferences are hard to obtain in the absence of exogenous variations,
there are different methodological approaches to connect observed data with unobserved
counterfactuals. The differences of the estimation methods may lead to different estimates of the
causal effect and the possible conclusions to be drawn. This itself warrants studies to investigate and
compare. The most popular methods so far include Difference in Differences (DID) methods due to
Card and Krueger (1994) and Abadie (2005) and applied in the Brexit case by Fernandes and Winters
(2021), Synthetic Control (SC) method due to Abadie and Gardeazabal (2003) and applied in Breinlich
et al (2020) and Douch and Edwards (2021). First of all, DID approach is best taken when a substantial
number of units are exposed to a policy intervention. When a “parallel trends” assumption can be
satisfied, then one could adequately control for selectivity of the units in a panel data setting, i.e.
accounting for unit-specific and time-specific fixed effects. The shortcoming is that it does rely on the
“parallel trends” assumption. In contrast, SC approach is more appropriate when only a single unit
experiences the policy intervention and therefore it is not possible to construct parallel trends within
observed data. It hence reconstructs such parallel trends by re-weighting the units to match the pre-

intervention trends. The drawback of SCis that itis unable to draw inferences.

Building on these, the recent contribution by Arkhangelsky et al (2019) proposes a new method,
namely Synthetic Difference in Differences (SDID), to re-weight and match pre-intervention trends

that relaxes from the reliance on parallel trend type assumptions, and at the same time allows additive



unit-level shifts, and draws valid large-panel inference. The authors show that SDID estimators are

consistent, asymptotically normal, and more efficient relative to SC and DID methods.

In this light, this paper seeks new evidence on the effect of Brexit by applying this new methodology to
assess the Brexit effect on the overall services trade and heterogeneity among different sectors. The
advantages of SDID approach relative to the standard difference in difference are as follows. It makes
the comparison of UK trade with the counterfactual more localized - it gives more weight to units that
are similar to the UK and more weight to periods that are similar to the post-Brexit. Essentially, it
answers the question how the services exports of the UK changed after the Brexit referendum, rather
than what is the impact of the Brexit for the whole sample. The use of weights in the difference-in-
difference estimator allows us to compare UK services exports with the exports of countries that are
similar to UK rather than with all countries, which makes the estimation more local and robust. In
particular, the parallel trend assumption is likely to hold for SDID even if it is violated for the standard
DID. It may also improve the precision of the estimation. At the same time, it has advantages over the
synthetic control method because it allows us to make statistical inferences about the estimated
coefficients. Synthetic control method also use weights, as the SDID does, but it does not include fixed
effects and does not balance the results using the time weights. As such, SDID is robust to the violation
of the parallel trend assumptions, and it optimally selects weights for the synthetic control units and

time periods and produces an estimate with smaller standard errors.

We seek to make three contributions. First, we provide new evidence on the effect of Brexit in the line
of enquiry drawing on the most recent methodological improvement. Our work builds on and
complements the recent efforts including Dinghra et al (2017), Mulabdic et al (2017), Bloom et al
(2019), Bornet al (2019), Douch and Edwards (2021) and Fernandes and Winters (2021), who have
adopted varied approaches. While these studies find negative effect of Brexit on the UK trade, the
magnitudes estimated vary considerably and they primarily focus on trade in goods. Our analysis shows
that the methodologies do matter for the specific estimate of the magnitude of Brexit impact. We
demonstrate the advantages of the SDID method relative to SC and a number of DID approaches,
including the modification of DID suggested by Doudchenko & Imbens (2016) and Ferman & Pinto
(2019).

Our second contribution lies in the novel evidence of the Brexit effect on services trade which is
remarkably limited in comparison to the abundant evidence on trade in goods. As Lawless (2018) puts
it, services trade has no clear fall-back position (from the deep integration) so setting parameters of
how large trade impacts could be is less obvious. Services industries generate two-third of the world’s

GDP. The UK is the second-largest service market in the world only after the US. Its key services



sectors, especially professional, business and financial services sectors, contribute significantly to the
UK economy in terms of output, value-added generation and job creation, as well as helping
maintaining UK’s trade balances by a trade surplus in services to compensate the large trade deficit in

goods (Douch, Du, Nduka & Shepotylo, 2020).

All these highlight that UK’s disintegration from custom union and single market may have more
significant impacts on services than goods in proportion, because of the distinct nature of international
trade in services and the ways in which they are delivered. Services are often intangible, invisible,
perishable, and the delivery of the serviceis usually contemporaneous with its consumption by the
service recipient. There is generally a need for proximity between the producer and the consumer,
implying that one party must move across a border to make the international transaction. Barriers to
proximity between suppliers and consumers across borders, combined with restrictions to information
flow, could potentially decimate international trading capability in services. This is particularly the case
for services delivered in the mode of Cross-border (Mode 1), Presence of the natural persons (Mode 4)
and possibly also for Consumption abroad (Mode 2) according to the WTO General Agreement on
Trade in Services (GATS) modes of supply international services. It may also affect embodied services
inputs, sometimes called “mode 5” services trade, which are manufacturing firms services delivery

cross border and often high value-adding (Borchert, 2016).

In addition, it is generally more challenging to liberalize services trade than goods. The deep integration
of the UK in the services networks in the EU gives reasons to expect a large fall when services
restrictions are put in place as a result of the breakup. Indeed, Mulabdic et al. (2017) predict a declinein
UK’s bilateral trade in services with the EU to fall at least 16% in the best scenario. Hence, the UK’s exit
from the EU could mean that UK trade in services face more significant changes in their trading

relationship than goods do.

Third, we estimate the heterogenous effect of the Brexit on different types of services, which bring
new evidence of the uneven impact on heterogenous sectors. The paucity of the research on services
trade is not only due to the lack of sectoral and detailed bilateral data, but also because of the general
lack of research on services trade and its policy (Buckley & Majumdar, 2018; Mudambi, 2008). Itis
particularly challenging to study services because of the large heterogeneity of sectoral characteristics.
Davies and Studnicka (2018) estimate the stock market return using price movement data and
highlight the different expectations of different firms experiencing the same Brexit shock. The large
variations of the impacts we identify among different service types show that it is important to look
into sectoral differences in order to obtain a close picture. This helps to understand further the varying

degree of the impact on different EU member countries stress the heterogeneity among the related



parties within the EU trade partners. For example, despite of compelling evidence provided in Douch
and Edwards (2021) they are unable to analyze bilateral trade in services and hence couldn’t separate

the trade between EU and non-EU, let alone the variations of the effects among EU counttries.



