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The known and unknown 
unknowns* of Brexit 

• Known unknowns (we know there are some things we 
do not know): 

• Will the UK trigger Article 50 of the EU Treaty by March 2017? 

• What will be the UK’s negotiating strategy? 

• Will 2 years be enough to negotiate? 

• How will the private sector respond to the new deal? 

• Scotland and Northern Ireland? 

• Unknown unknowns (we don't know we don't know – 
potential genuine surprises): 

• UK staying in the EU after all?  

• Political paralysis in the UK? 

• Major EU reform? 

• Or dismantling the EU? 

 

 

 

 

 

 

2 
*US Secretary of Defense Donald Rumsfeld’s famous distinction between ”known 
knowns”,  ”known unknowns” and ”unknown unknowns” concerning the Iraq war 



Before the vote: ’almost’ consensus 
on negative Brexit impact 
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April 2014 – May 2016 estimates of the long-

term impact of leaving the EU on UK GDP 

Source: Jagjit 
Chadha 
(2016) based 
on Treasury 
Committee 
(2016) 



Yet economic sentiment hardly 
deteriorated after the Brexit vote 

Source: DG ECFIN. Note: The index is composed of: Industrial confidence indicator (40%), 
Services confidence indicator (30 %), Consumer confidence indicator (20%), Retail trade 
confidence indicator (5%) and Construction confidence indicator (5%). 
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European Sentiment Indicator, Jan 1985-Sep 2016 
Brexit referendum 
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UK share prices quickly rebounded 
after the Brexit vote 

Source: Bloomberg 5 
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The fall of the pound sterling was not 
extraordinary after the Brexit vote 

Source: Bruegel REER dataset 
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Moreover, the UK has an excessive 
current account deficit 

Source: Darvas (2015) 
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Actual and estimated equilibrium current account 
balance of the UK (% GDP), 1970-2015 
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Why is there market and consumer 
optimism? 

• Short-sightedness? 

 

• Monetary and fiscal policy response? 

 

• Good deal will be agreed? 

 

• No matter the deal, the UK will find its way? 

 

• (Or bad measurement of economic sentiment?) 
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What options for the EU-UK deal? 

• ’EU-Lite’ options (involving broad single 
market access): 

• European Economic Area (EEA): Norway, Iceland, 
Lichtenstein 

• Switzerland: several bilateral deals 
• ”Continental partnership” (proposal by my Bruegel 

colleagues) 
 

• No broad single market access: 
• Free trade agreements (FTAs) with the EU and 

other countries 
• Trade under WTO rules w.o. FTAs 
• Unilateral free trade (Economists for Brexit 

proposal) 
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’EU-Lite’ options 1 & 2 

• European Economic Area (EEA): Norway, Iceland, 
Lichtenstein: almost complete single market access 

• Free movement of labour 

• Contribution to EU budget 

• EU laws apply, but no influence on them 

 

• Switzerland: about 120 bilateral deals with the EU, 
close to complete single market access 

• Free movement of labour 

• Contribution to EU budget 

• EU laws apply, but no influence on them 
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Large immigration to Switzerland 
and EEA countries 
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Norway pays similar amount as the 
UK to the EU 

% GDP € per capita 

Iceland -0.05% -25 

Switzerland 0.02% 12 

Liechtenstein 0.03% 40 

Norway 0.16% 115 

United Kingdom 0.25% 79 

Italy 0.29% 79 

France 0.32% 100 

Netherlands 0.36% 140 

Germany 0.39% 131 
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Annual net financial contribution to the EU 

Source: European Commission 



’EU-Lite’ options 3. 

• ”Continental Partnership” September 2016 proposal 
by Jean Pisani-Ferry, Norbert Röttgen, André Sapir, 
Paul Tucker and Guntram Wolff: 

• Recognise that free movement of labour is not essential for an 
efficient functioning of the single market 

• But EU laws and enforcement apply in the UK (with some 
coordination) 

• UK’s contribution to the EU budget 

 

 

May work for Switzerland, unlikely to be accepted in the UK 
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EU-Lite options unlikely 

• Three key demands of Brexiters: 
• Reduce immigration 

• Eliminate EU budget contribution 

• Take back control 

• EEA, (current) Swiss-type deal inconsistent with all 
three, Continental Partnership inconsistent with 
the last two 

• Moreover, EU-Swiss deal has to be changed: 
• Swiss referendum in 2014 rejected the free movement of EU 

workers  Swiss government has to renegotiate a new deal 
by 2017  

• Many in the EU view the current Swiss deal as too complex 
and too favourable for Switzerland 

• New Swiss deal could be a benchmark for the UK 
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No broad single market access 

• Free trade agreements (FTAs) 

• Trade under WTO rules w.o. FTAs 
• More trade protectionism (as assumed by some Brexit 

impact studies)? 

• Unilateral free trade (as proposed by the ’Economists for 
Brexit’)? 

• Unilateral free trade (remove existing EU trade barriers on imports, 
including from the EU)  create competition and big fall in prices  
stimulate the economy 

• No need for any trade deal 

• Key questions: 
• Higher EU prices due to excessive single market regulation or 

product differentiation (quality)? 

• Does gravity work in trade? 

• Has EU membership diverted trade or created trade? 

• What about financial services? 
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The City of London without single 
market access 

• ”Passporting” for UK-based financial institutions 
unlikely: 

• The EU will likely wish to keep control over systemically 
important financial institutions operating in the EU 

• The UK is unlikely to allow oversight of the UK financial 
industry by EU institutions 

 

• Two scenarios: 
• A limited share of the City’s activities migrate to the continent, 

but the rest thrive, supported by more business friendly UK 
regulations 

• Elimination of centralisation benefits (cost saving related to 
having one location for European and global activities) 
gradually drive even non-EU related activities outside the UK 
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 London’s global role is huge 

 in % of global markets UK FR DE IT JP SG HK US 

Interest rates OTC derivatives 
turnover  (Dec 2013) 

48.9 7.3 3.7 0.9 2.4 1.3 1.0 22.8 

FX turnover (Dec 2013) 40.9 2.8 1.7 0.4 5.6 5.7 4.1 18.9 

Foreign Gross Transaction in 
US Equities (end 2014) 

20.1 5.6 1.1 - 0.9 - 1.2 - 

Marine insurance net 
premium income (2013) 

26 4 4 - 7 5 

Hedge fund assets (end 2013) 18 1 - - 2 1 1 65 

Global equity markets, 
trading volume (end 2014) 

5.1 2.1 2.0 1.7 7.8 0.3 2.3 41.5 

in % of European markets UK FR DE IT IE LU     

Securitisation issuance (end-
2015) 

21.4 8.1 21.2 15.0 0.3 - 

Investment fund assets (end 
2013) 

24 22 17 3 - - 

European Headquarters of 
top 250 companies (2014) 

40 8 2 - - 2 

Source: BIS, EFEMA, SIFMA, TheCityUK 
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Brexit – impacts on the EU 
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• Potential negatives: 

• Political shock: integration is reversible 

• EU will lose a liberal and influential partner, with 
consequences for the balance of power in the European 
Council 

• Possible negative impacts through trade and investment 

• Other important debates (e.g. finalising Banking Union) could 
be put on hold 

• Potential positives: 
• Shake-up of the continent:  

o Recognition of the need for more diversity within the EU 

o Need to support the losers of globalisation 

• Reform of the EU budget 

• Relocation of some financial and economic activities from the 
UK to the EU27 

 



Summary 
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• Puzzle: despite consensus on the negative Brexit impact, 
economic sentiment hardly changed 

• Short-sightedness? Policy response? Good deal? Irrelevance of the 
deal? 

• Fall of the pound sterling actually corrects an overvalued 
exchange rate 

• Despite uncertainty & likely cut in investments, UK growth 
forecasts revised upwards 

• New EU-UK deal: 

• EU-Lite options unlikely 

• Trade under WTO rules, possibly with FTA with the EU 

• New Swiss deal could be a benchmark for the UK 

• Long-term impacts on UK, EU and rest of the world depend on 
the actual EU-UK deal and the transition to it 

• While risks are on the downside, I’m less pessimistic  

 



Thank you! 
zsolt.darvas@bruegel.org 

zsolt.darvas@uni-corvinus.hu 
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