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The implications of Brexit for the rest of the EU

Willem Buiter, Ebrahim Rahbari, Christian Schulz 02 March 2016

Britain will hold a referendum on whether to stay or leave the EU. Current polls point a very close vote. This
column argues that Brexit could have serious economic and political consequences for the rest of the EU. The
economic and financial frictions could be limited if both parties try to strike an amicable separation agreement.
But political considerations, including the desire of the rest of the EU to prevent Brexit emulation, might result in

a far more damaging outcome, not just for the UK. Willem Buiter
Chief Economist of Citigroup and
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CEPR Research Fellow
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are particularly concerned about political uncertainty in the UK, including a possible disintegration of
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parts.
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the EUx’s trade volumes with the UK, constituting about 70% of total exports and imports of goods
and services. In goods trade, most EUx member states are running a sizeable surplus with the UK,
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One lesson from the turbulence of the past eight years is that financial links transmit economic
calamities from one country to another almost instantaneously and often amplify the original shock.
Avoiding a financial crisis is also likely to feature high on the list of the EUx’s negotiation priorities.
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a complete breakdown in relations could easily reduce EUx wealth by a few percentage points of
GDP and, in some cases, put additional strains on already-challenged financial systems.

A financial crisis remains unlikely in our view and the economic cost-benefit calculus of Brexit might
not even be entirely negative for the EUx. For example, EUx member states may try and usurp the
UK’s position as the EU’s most popular destination for foreign direct investment. Over the past 15
years, the UK has received more than 20% of inward EU FDI, but without full access to the EU’s
internal markets, future FDI flows into car factories or financial services hubs that would have gone
into the UK had it remained a member of the EU might be redirected and create jobs elsewhere in
the EUx.

Figure 2. Top spot up for grabs? Share in EU inward FDI (%), 2000-2014
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The Brexit impact on the rest of the EU via trade and finance will depend on the follow-on
agreement between it and the UK. A number of models exist: Norway’s, Iceland’s, and
Liechtenstein’s membership of the European Economic Area (EEA) or Switzerland’s European Free
Trade Area (EFTA) agreement come close to full membership of the EU’s internal market. Only EEA
membership would guarantee free mobility of labour, while EFTA membership can include it (and in
the case of Switzerland, does). A Turkish-style customs union would cover most goods trade
sectors, but the Swiss and Turkish models crucially exclude financial services. Free trade
agreements such as those with Mexico or South Korea would also establish free access to the EU’s
internal market, at least for goods trade. The extension of such agreements to the UK may face
political obstacles, but at least the economic damage could be minimised.

Political consequences of Brexit

Without the ‘unruly’ UK, EU decision-making may become slightly simpler, particularly in areas
where unanimity is required such as most taxes and social security. This would not necessarily be a
net positive, however, if the decisions taken more swiftly and easily without the UK as an EU
member were significantly worse than those taken with difficulty and significant delays with the UK
as an EU member. Clearly, the weight of the ‘market-friendly/liberal’ block in the EU (whose current
core members include the UK, the Netherlands, Sweden, Denmark, and Estonia) would decline,
potentially making the EU less market-friendly. The EU budget would also have to do without the €5
billion or so of net UK contributions (19% of total net contributions to the EU budget in 2014).

But the real political risk, in our view, is that Brexit would set a new and awkward precedent. It could
trigger chain reactions, such as a backlash against any notion of ‘ever closer union’, even where
this makes obvious sense, as in the areas of defence, foreign policy, defending the external
boundaries of the EU, and certain aspects of environmental policy. Brexit could also encourage
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As a result, there would be a material risk that the terms of access of the UK to the rest of the EU
following Brexit (as regards the movement of goods, services, capital, enterprises, and labour)
would be much worse than those of Norway, Iceland, and Switzerland. This would not just (or even
mainly) be because a non-EU member wanting closer relations with the EU is likely to be treated
better than a former EU member that has seceded from the EU. The need to prevent the UK’s exit
from the EU from creating a precedent would likely produce tough and damaging terms of access of
the UK to the rest of the EU. ‘Pour decourager les autres’, the rest of EU would want to make it
abundantly clear that it is not possible for an existing EU member state to exit and continue to enjoy
most of the benefits of EU membership but none of the costs.

Conclusions

It is not our base case that the UK exits the EU. If it did happen, it could have serious economic and
political consequences for the rest of the EU. The economic and financial frictions could be limited if
both parties would try to strike an amicable separation agreement, but political considerations,
including the desire of the rest of the EU to prevent Brexit emulation, might result in a far more
damaging outcome, not just for the UK.

A loss in soft power for the rest of EU following Brexit would be near certain, in our view. Brexit
would likely further boost (intra-national and inter-national) political fragmentation in the EU and
raise the risk of further EU and Eurozone disintegration. Brexit could therefore have very severe
political ramifications for the rest of the EU, even if the immediate economic effects remain modest.
The EU without the UK would be an even more impaired regional and geo-political player than the
current EU, which already punches far below its economic weight as regards regional and global
diplomatic, strategic, security, and military matters. The step from soft power to no power could well
be a small one.
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