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Abstract

Trade in services was overshadowed by trade in goods in the Brexit debate, undeservingly so as
services account for almost half of the UK cross-border exports and the EU is a major market for

UK services exporters. Leaving the EU Single Market in services will cause increased regulatory costs of
trading services and could have significant effects on the volume and composition of UK services
exports under any exit deal. The highest rise in trade costs is to be expected in professional services,
such as legal services, architecture, engineering, and accounting. With a rise in cross-border trade
barriers there would be a relative increase in the proportion of services provided via a more costly
physical presence within the EU. Regulatory heterogeneity among the EU members towards third
countries will be an additional factor behind significant shifts in the sectoral and geographic composition
of the UK services exports.

Der Handel mit Dienstleistungen wurde in der Brexit-Debatte vom Warenhandel (iberschattet. Jedoch
machen Dienstleistungen fast die Hélfte der grenziiberschreitenden Exporte des Vereinigten
Koénigreichs aus, und die EU ist ein wichtiger Markt fiir britische Dienstleistungsexporteure. Der Austritt
aus dem EU-Binnenmarkt fiir Dienstleistungen wird zu héheren Regulierungskosten fiir den
betreffenden Handel fiihren und kénnte erhebliche Auswirkungen auf das Volumen und die
Zusammensetzung der britischen Dienstleistungsexporte haben. Der stérkste Anstieg der
Handelskosten ist bei den professionellen Dienstleistungen wie Rechts- und Architekturdienstleistungen,
Ingenieurwesen und Rechnungswesen zu erwarten. Mit einer Zunahme der grenziiberschreitenden
Handelshemmnisse wiirde sich der Anteil der Dienstleistungen, die liber eine kostspieligere
kommerzielle Présenz innerhalb der EU erbracht werden, relativ erh6hen. Regulatorische Heterogenitét
zwischen den EU-Mitgliedstaaten gegentiiber Drittstaaten werden zusétzliche Anderungen in der
sektoralen und geographischen Struktur der Dienstleistungsexporte des Vereinigten Kénigreichs
bewirken.

Keywords: services trade, Brexit, Single Market

JEL classification: L80, F13, F15
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The future of UK services trade post-Brexit:

Unlikely to be bright

1. INTRODUCTION: WHY SERVICES TRADE MATTERS

Services are a key sector of the global economy, accounting for the bulk of GDP in most countries and
for a significant — and increasing — share of global trade. According to WTO data, cross-border trade in
services (modes 1 and 2)" accounted for 23.2% of total global trade in 2017 (see Box 1 for a description
of modes of services trade). The share of services in trade becomes even higher if sales of services
through foreign affiliates of multinational companies are added (Francois and Hoekman, 2010). In
addition, services are traded indirectly as a part of value added embodied in merchandise products
(so-called ‘mode 5’ of services trade as defined in Cernat and Kutlina-Dimitrova, 2014).

BOX 1/ MODES OF SERVICES TRADE

Services have unique characteristics that greatly affect their tradability. The two most obvious
characteristics include intangibility and non-storability; however, typically they also require differentiation
and joint production, with customers having to participate in the production process. In order to capture
these aspects and to allow for trade in services that also require joint production, the WTO defines trade
to span four modes of supply:

> Mode 1 — Cross-border: services supplied from the territory of one country into the territory of another
country.

> Mode 2 — Consumption abroad: services supplied in the territory of one nation to the consumers of
another nation.

> Mode 3 — Commercial presence: services supplied through any type of business or professional
establishment of one country in the territory of another country (i.e., FDI).

> Mode 4 — Presence of natural persons: services supplied by nationals of one country in the territory
of another country.

Still, when politicians and the media talk about trade, they often focus on goods, implicitly suggesting
that trade in goods is of higher importance than that in services. Trade in services was largely
overlooked in the Brexit debate, and undeservingly so as the UK is the second biggest exporter of
services in the world and has one of the highest shares of services in total exports among leading
economies (see Figure 1).

Moreover, the EU? is a major market for UK services, having accounted for about 49% of total UK
services exports in 2017 (a similar magnitude is observed for goods as well). For the EU the question is

' Unless stated otherwise, trade in mode 1+2 is considered when talking about services trade.

2 Throughout the chapter, EU refers to EU27 unless stated otherwise.
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important as well because the UK is its third biggest services supplier after the US and Germany;
according to Eurostat data, in 2017 the country accounted for about 9% of EU services imports
(including intra-EU trade).

Figure 1/ Share of cross-border services exports in total exports in 2017*, %
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* Excluding outliers Luxembourg, Cyprus, and Ireland.
Source: WTO.

In order to assess the possible consequences of the UK leaving the Single market, it is important to
understand the role of services in the country’s economy. We will proceed with analysing the
characteristics of the UK services sector. Next, we will analyse the benefits of the UK from participation
in the Single Market and what it can lose in terms of market access post-Brexit. Lastly, we will discuss
possible Brexit effects on the UK services trade in general and assess which services sectors are likely
to see the highest increase in services trade costs.

2. THE UK AS A SERVICES EXPORTER

Services accounted for 45% of total UK exports in 2017, about 19 p.p. higher than on average in the EU
— and their share increased post-crisis by about 7 p.p. The services sector has played an important role
in mitigating the effects of the global crisis on the UK economy as services exports have been more
resilient compared to merchandise exports. Figure 2 shows that during 2004-2017, exports of services
mostly grew more dynamically than exports of goods and experienced a less sharp decline in the wake
of the global financial crisis.

Figure 3 shows that the UK economy differs sharply from Germany in terms of the contribution of net
exports of goods and services to the current account balance. In contrast to Germany, the UK had a
large deficit in merchandise trade in the period 2004-2017. The substantial surplus in services trade
(equivalent to 5.5% of GDP in 2017) was nearly as big in terms of absolute value as the negative
merchandise trade balance (-6.7% of GDP in 2017). Trade with the EU accounted for around half of the
UK’s surplus in services trade in 2017, thus a decline in services exports post-Brexit could cause
significant changes in the current account composition.
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Figure 2 / Indices of UK total goods and services exports value, 2004=100
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Figure 3 / Net exports of goods and services as a share in GDP*, %
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* Including intra-EU trade.
Source: Eurostat.

When one talks about sector specialisation of British services exporters, London being a financial hub
first comes to mind. But the UK is competitive in a broad range of other services as well, with ‘other
business services’ being most prominent in cross-border trade. Table 1 shows the sectoral structure of
the UK cross-border services trade with the EU. ‘Other business services’, which include research and
development, and professional and management consulting services, account for the highest shares in
both exports and imports (though probably there exists some overlap between financial services and
consultancy). Financial services represent the second biggest sector in trade with the EU. Travel and
telecommunications services are the third and fourth biggest export sectors, respectively.

Zooming in on the ‘other business services’ sector reveals that legal, accounting, management consulting,
and public relations services account for the highest share of the sector’s total exports (33.5% in 2016
according to WTO data). The second biggest subsector is architectural, engineering, scientific, and other
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technical services (14.6%), followed by advertising, market research, and public opinion polling services
(10.1%). In the transport sector, air transport accounts for almost two thirds of exports.

Table 1 / Sector structure of UK cross-border services trade (modes 1+2) with the EU in 2016

Exports Imports

BOP BOP description EUR min_Structure, % EUR min_Structure, %
S Total 169123.5 100.0 139549.8 100.0
SA Manufacturing services on physical inputs owned by others 2895.7 1.7 1253.5 0.9
SB Maintenance and repair services n.i.e. 1584.4 0.9 1469.8 1.1
SC  Transport 22031.6 13.0 13293.6 9.5
SD  Travel 30410.5 18.0 13931 10.0
SE Construction 2376.9 14 1456.9 1.0
SF Insurance 7851.6 4.6 5601.1 4.0
SG Financial services 19648.2 11.6 15256.8 10.9
SH Charges for the use of intellectual property n.i.e. 6017.3 3.6 8780 6.3
Sl Telecommunications, computer and information services 234447 13.9 13207.5 9.5
SJ Other business services 39888.4 23.6 50083.9 35.9
SK Personal, cultural and recreational services 1418.2 0.8 2617.4 1.9

Other (unallocated) 11556.0 6.8 12598.3 9.0

Source: Eurostat.

3. BENEFITS OF THE SINGLE MARKET: WHAT IS AT STAKE FOR
UK SERVICES TRADE?

As a member of the Single Market, the UK has access to a market of over 500 million consumers, the
free flow of data with other EU members, and passporting rights, which allow financial companies to sell
services in any EU country without having to set up a branch there. Passporting rights are a very
important reason behind the use of the UK as an EU base by US and Japanese financial firms. Outside
the Single Market, international services firms selling into a foreign market largely do so from affiliates
based in the country they are exporting to.

UK services trade with the rest of the EU, at least in some sectors, is far more reliant on cross-border
supply from the UK'’s territory into the other. Whereas 67% of UK commercial banking services supplied
to the EU are exported cross-border, the same is true for only 28% of those sold to the rest of the world
(Lowe, 2018).

There is also free movement of people, which is important for companies in the professional services
sector who employ European staff in the UK or send workers on trips to the EU to consult clients,
provide technical support to users of software products, draft legal contracts etc.

The EU has been the only group of countries to conduct multilateral services policy reforms (other
countries normally carry out unilateral reforms, and the contribution of the GATS to services reform has
been negligible). The Directive on Services in the Internal Market, adopted in 2006 and transposed by
the Member States by the end of 2009, was intended to remove discriminatory barriers, cut red tape,
modernise and simplify the legal and administrative framework and improve information exchange and
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cooperation of Member States.® Though discriminatory barriers to services trade have remained quite
significant as national regulatory regimes continue to segment services markets through heterogeneous
regulations (Kox and Lejour, 2007; Borchert, 2016), many studies show the EU has achieved the most
advanced services trade liberalisation among existing regional trade agreements (Francois and
Hoekman, 2010; Monteagudo et al., 2012).

BOX 2/ THE NATURE OF NON-TARIFF MEASURES IN SERVICES TRADE

Services trade, though free of import tariffs, is typically a subject of non-tariff measures and services
regulations which impose significant trade costs on services providers. Regulation in services is driven
by both efficiency and equity concerns due to the possibility of market failure in many services sectors,
and problems of imperfect and asymmetric information (Francois and Hoekman, 2009). A peculiarity of
services trade barriers in comparison with merchandise trade ones is that many trade barriers primarily
affect fixed costs of services providers and are sunk market-entry costs (Kox and Lejour, 2007).

The restrictions to services supply can be classified in several dimensions:

> affecting establishment (the ability of services suppliers to establish physical outlets in an economy
and supply services through those outlets) or ongoing operations (the operations of a services
supplier after it has entered the market);

> non-discriminatory (restricting domestic and foreign services suppliers equally) or discriminatory
(restricting only foreign services suppliers);

> affecting prices of services or costs of services providers.

Even in the case when services regulations are not discriminatory and were designed to meet legitimate
economic or social objectives, they may still hamper trade as regulatory requirements in a given export
market are additional to the ones a services provider faces at home and in other export markets. Thus it
is not only stringency of national product market regulations that matters, but also bilateral heterogeneity
of each pair of countries.

How severely the Brexit affects the UK’s services trade will depend on the form it takes and what kind of
a deal with the EU the UK government manages to achieve. If the UK opts for a divorce solution that
precludes it from participation in the EU Single Market in services, it will inevitably face increased
regulatory costs of trading services. An extreme outcome will be trading under the WTO rules in the
case of a so-called hard Brexit, when the UK would lack any preferential access to the Single Market.
While the WTO has somewhat lowered barriers to trade in services, the scope of liberalisation was
rather limited as many commitments under the General Agreement on Trade in Services (GATS) are
non-binding. WTO members have the right to retain measures relating to qualification and licensing
requirements and technical standards, so long as they are not an unnecessary barrier to trade (and
there is no precise definition of ‘unnecessary’). In the case of financial services, members are allowed to
take measures to ensure the integrity and stability of the financial system (Lowe, 2018).

3 See https://ec.europa.eu/growth/single-market/services/services-directive/in-practice/quick-quide _en
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As migration concerns were crucial for the Brexit, this is probably the most binding constraint on the UK
government and full free movement is not likely to be a part of any deal. This significantly limits available
options for the UK services trade post-Brexit.

The EU’s recent free-trade agreements (FTAs) with South Korea and Japan offer little more than
standard GATS provisions in cross-border services trade, and significantly less than Single Market
membership. FTAs do not do much to address regulatory issues around authorisations and licensing,
with the processes varying between Member States.

Lowe (2018) provides examples of the limited scope of services trade liberalisation in EU FTAs and of
the heterogeneity of services trade provisions to third countries in different EU members.

» Under EU FTA provisions, financial market access commitments only exist for data processing
software, advice and support. Only firms with their registered office in the EU can accept deposits of
investment funds’ assets. Hungary additionally allows companies of countries that are not part of the
European Economic Area (EEA) to provide financial services solely through commercial presence in
the form of a branch or subsidiary.

» With regard to insurance, EU Member States have the right to restrict cross-border market access,
committing to liberalise their markets only for a few specific types of direct insurance largely related to
the transportation of goods. Specific reservations vary by Member States.

> When it comes to the cross-border provision of legal services, most EU Member States make
commercial presence or establishment a condition of market access. Some, including Belgium and
Cyprus, place nationality-based conditions on representation in domestic courts and membership of
the domestic bar.

» Less regulated sectors, such as accounting and book-keeping services, normally face few barriers
under an FTA, but still more than if the UK remained in the Single Market. However, the individual
Member States have their own restrictions. In Italy, for example, non-EEA accountants and book-
keepers have to be based in Italy to provide services. Hungary maintains the right to place any
restrictions on cross-border supply it deems necessary.

It is possible for the UK and the EU to agree on more advanced services liberalisation than previous
EU agreements, but in order to achieve this any preferential access to the EU market that the UK might
seek would need to be part of a comprehensive agreement*, otherwise the EU would be obliged to
immediately extend more favourable conditions to all the other trading partners in line with the guiding
most favoured nation (MFN) principle (Borchert, 2016).

However, the available options of more comprehensive agreements, such as membership in the
European Economic Area, are unlikely to find much support from the UK government due to political
considerations. CETA (Comprehensive Economic and Trade Agreement) and CETA+ appear to be more
realistic options, however they envisage a limited scope of services trade liberalisation. The latter implies
improved coverage of services, particularly financial services. The UK could possibly secure mutual

4 The EU has a reservation specifying that the MFN clause does not apply at all if the Union enters into a sufficiently deep

relationship with a third country.
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recognition that would cover some professional qualifications and licensing for various sectors, but any
deepening of services commitments would trigger unconditional MFN clauses in the EU’s other FTAs,
which could be an obstacle (Catalfamo and Arts, 2018).

4. POSSIBLE EFFECTS OF BREXIT ON UK SERVICES TRADE

There have not been many quantitative estimates of the Brexit effects on services trade. Ebell (2017)
attempted to quantify the effects of exiting the Single Market using gravity modelling and came up with a
61% decrease in UK-EU services trade, which translates to a 26% fall in total UK services trade.
According to her results, new FTAs will not be able to offset the losses. This result could be overly
pessimistic; however, it is clear that a significant reallocation of services production away from the UK is
to be expected.

With a rise in cross-border trade barriers one could expect that fewer services would be exported
through modes 1+2, and there would be a relative increase in the proportion of services provided via a
more costly commercial presence within the EU27. The process has already started even though Brexit
has not taken place yet, as political uncertainty since the referendum and the failure of the UK
government to find an internal consensus about a deal has forced companies to activate their
contingency plans. It is most visible in the financial sector where more than 250 firms have moved or are
moving business, staff, assets or legal entities away from the UK to the EU — and these numbers are
likely to increase significantly in the near future. Banks have moved or are moving around

GBP 800 billion in assets from the UK to the EU, insurance firms are moving tens of billions of assets,
and asset managers have transferred more than GBP 65 billion in funds (Benson, Hamre and Wright,
2019).

Given the heterogeneity of services trade regulations among the EU members, UK services providers
will likely face different market access conditions in each Member State. As Table 2 shows, Germany is
the biggest importer of British services among the EU Member States, followed by France and the
Netherlands. Regulatory divergence with these countries will play the most important role if the UK loses
its access to the Single Market due to Brexit.

Table 2 / Geographic structure of UK cross-border services trade (modes 1+ 2) in 2017

Partner country Share in total services exports Share in services exports to the EU
us 20.5

DE 7.8 15.8
FR 7.1 14.4
NL 6.0 12.1
IE 5.2 10.5
LU 4.0 8.1
ES 3.3 6.7
BE 2.8 5.6
IT 2.7 5.4
SE 23 4.7
DK 2.2 4.5
Other EU 6.0 12.2
EU 49.3 100.0
Other 30.2

Source: Eurostat.
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The US is the most important market for UK services exporters outside the EU (20.5% of total services
exports in 2017), but substantial reorientation of British services exports to this and other non-EU
markets is unlikely as geography matters to services trade almost as much as to trade in goods. Eaton
and Kortum (2018) find that a standard gravity formulation with exporter—importer fixed effects captures
bilateral trade both in services overall and in eight categories of services nearly as well as trade in
goods, with similar distance elasticities. Evidence suggests that services exports are usually quite
localised geographically due to such factors as the need of face-to- face interactions complementing
cross-border trade, inconvenience of operating in different time zones etc.

5. SERVICES TRADE COSTS - WHAT CHANGES TO EXPECT POST-BREXIT?

In order to identify the countries with which the UK is likely to face the highest rise in trading costs post-
Brexit, we use data on the STRI (services trade restrictions index) compiled by the OECD (see Box 3)
and based on the available estimates of trade restrictiveness for EU members.

Figure 4 compares services trade restrictions of EEA member states and other countries. Inside the EEA
the average STRI in 2018 was at 0.06, almost four times lower than the region’s restrictions to trade with
third countries. The most restrictive countries in the sample are Russia and China. Among the EEA
members there is considerable difference in terms of STRI levels: Latvia, the Netherlands and the Czech
Republic are among the most open countries, and Poland, Italy and Iceland have the highest average
restrictions.

BOX 3/ OECD STRI METHODOLOGY

The OECD STRI database contains indices that are a measure of MFN restrictions and does not take
into account any specific concessions. It was assembled by analysing laws and regulations in 34 OECD
countries and Brazil, China, India, Indonesia, Russia, and South Africa. The policy measures are
grouped under the same five policy areas in all sectors, and are turned into an index using a scoring and
weighing technique that is based on a number of studies and expert meetings (see Geloso Grosso,
2015). The indices take values from 0 to 1, 1 indicating the highest NTMs (market completely closed to
foreign services providers), and 0 meaning a fully liberalised sector.

The STRI database provides information not only on the level of restrictions in force in each country, but
also on the extent to which regulatory systems in different markets resemble each other. Indices of
regulatory heterogeneity are constructed by pairwise comparison of countries, measure by measure and
sector by sector. The scores are aggregated using the same weights as for the STRI indices. The
resulting STRI regulatory heterogeneity indices capture differences in the set of regulatory requirements
by country pair and sector (Benz, 2019).
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Figure 4 / Total STRI by country in 2018, simple average across all sectors
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Zooming in on different sectors reveals that inside the EEA the highest STRI levels are observed in air
transport, accounting, road freight transport, accounting and legal services (see Figure 5). Countries
outside the Single Market face the highest barriers to trade with the EEA members in air transport and a
range of professional services: legal services, accounting, architecture, and engineering — in these
sectors the UK is likely to experience the highest increase in trade costs. The highest relative differential
between intra-EEA and extra-EEA services trade restrictions was recorded in road freight, maritime

transport, insurance, and engineering.

Figure 5/ EEA STRI in 2018, simple average across countries
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Figure 6 compares the current level of restrictions the UK faces in services trade within the Single
Market with restrictions in trade with South Korea (which has an FTA with the EU), Canada (CETA

/
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agreement), and the United States (no FTA). The first conclusion to make is that currently the UK has
the lowest barriers to trade in all the sectors and they are likely to rise post-Brexit. The magnitude of the
rise will of course depend on the divorce agreement the UK manages to reach. The highest relative rise
is most likely in those sectors that currently face the highest barriers under other preferential trade
agreements — air transport, broadcasting, insurance, and accounting.

Figure 6 / Regulatory heterogeneity of EEA and selected partner countries in 2018, simple
average across countries
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Figure 7 illustrates the regulatory heterogeneity among the UK and its main services trade partners
Germany and France. France is more restrictive towards imports from the non-EEA countries than
Germany, in particular in legal services, accounting, and architecture, where STRI values are
significantly higher compared to Germany or the EEA on average. At the same time these sectors have
lower values of STRI in Germany than on average in the EEA, therefore it is likely that Germany’s share
in the UK exports of these services will increase post-Brexit.

6. CONCLUSIONS

Services trade, in particular with the EU, plays an important role in the UK economy. However, it was
largely omitted from the first round of Brexit negotiations and the debate in the UK itself around the
withdrawal from the EU, regardless of the lobbying attempts by representatives of British financial firms.
As a member of the Single Market, the UK has access to a market of over 500 million consumers, the
free flow of data with other EU members, and passporting rights, which allow financial companies to sell
services in any EU country without having to set up a branch there. How severely the Brexit will affect
Britain’s services trade will depend on the form it takes; however, under all feasible options the UK will
inevitably face increased regulatory costs of trading services.

With a rise in cross-border trade barriers there would be a relative increase in the proportion of services
provided via more costly commercial presence within the EU. The process has already started even
though the Brexit has not yet happened, triggered by political uncertainty and most visible in the financial
sector where more than 250 firms have moved or are moving business.

The biggest losses for the UK services sector would take place if the country crashes out of the EU
without any agreement and has to trade with the bloc on WTO terms, which envisage a limited scope of
liberalisation under the GATS.

Concluding an FTA with the EU will still mean a significant rise in the barriers to services trade for the
UK. As the EU’s recent agreements with South Korea and Japan show, FTAs do not address regulatory
issues around authorisations and licensing, with the processes varying between Member States.

It is possible for the UK and EU to agree on more advanced services liberalisation than previous EU
agreements, but in order to achieve this any preferential access to the EU market that the UK might
seek would need to be part of a comprehensive agreement, otherwise the EU would be obliged to
immediately extend more favourable conditions to all the other trading partners. However, politically
feasible options of such an agreement are deals similar to CETA, which offers limited scope of
liberalisation.
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