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Context of this briefing
This Briefing Paper is a short version of the first White Paper on UK trade, part of a series of research outputs
of the Lloyds Banking Group Centre for Business Prosperity (LBGCBP). These research outputs will be
presented under two broad headings, each being led by a whitepaper and subsequent research papers:




Stream 1 – Making the UK a more effective trader
o

White Paper 1: UK Trade in the new globalised world

o

Research Paper 1: UK export, global value chains and network

o

Research Paper 2: Globalisation, local economic growth and industrial transformation

Stream 2 – Skill challenges, productivity and prosperity in the UK
o

White Paper 2: Productivity, skills and economic growth in the UK

o

Research Paper 3: Training, productivity and firm growth

o

Research Paper 4: Skill shortages, skill mismatches and regional economic growth

o

Research Paper 5: Types of ownership and the UK’s firms productivity

Each paper will be accompanied by a briefing paper.
Contents of this Briefing Paper (Stream 1 – Briefing Paper 1):
UK Trade in the new globalised world
1. Background
2. A snapshot of the UK in the world economy
3. Does Trade Matter – and if so how?
4. What determines UK trade at the macro level
5. What drives firms to export, and how do they learn from exporting
6. The UK in Global Value Chains
7. Ways forward

1. Background
Britain dominated the global economy for most of the nineteenth century, primarily because of its technological
superiority in industrial production and its leading role in international trade. In today’s globalised world, the
position of a country in international trade with respect to goods and services, capital, technology and people
has become even more crucial to economic prosperity than it was then. But Britain is growing at a slower rate
than its peers in the G7. Brexit is far from the only cause. Britain faces the profound challenges of low business
investment, weak productivity, strains in technology and skills upgrading, and a marked lack of inclusive
development.
Brexit will continue to result in disturbances to existing trading relationships, facilitating some while
impeding others. The more we understand about the UK’s strengths and weaknesses in the world economy,
the better the country will be prepared for the process of negotiation, the transition period and beyond. This
report from the Lloyds Banking Group Centre for Business Prosperity (LBGCBP) is the first of a series of
insights, driven by theory and empirical investigation, aimed at understanding the dynamics of trade between
the UK and the world.
What Britain trades with the rest of the world depends on its competitive advantages in producing
goods and services. This review summarises the available evidence on the UK’s position in Global Value
Chains (GVCs). It also reveals important gaps in current knowledge that will help us set priorities for our
research agenda in the LBGCBP.
Productivity is the key to trading success, but it turns out that trade is one of the key drivers of
productivity growth. While productivity and trade are core themes of public policy discussions, the key
decisions are made at the level of the individual firm, not by the state. If only we know more about what drives
these decisions, we could recommend better national policy! It is the mission of the LBGCBP to find these
answers.
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2. A snapshot of the UK in the world economy
The UK is a large and open economy, enjoying advantages in knowledge-intensive sectors. However, over
the recent decade, the UK position in the world has been showing slow economic growth and stalled
improvement in its competitiveness.i
Its balance of payments has a sizable trade
deficit in goods and a surplus in services, summing
to an overall trade deficit that peaked in 2008.ii The
increasing current account deficit suggests a
weakening position in the world market, as
evidenced when comparing the UK with Germany
and the US. The currency depreciation following

The UK economy and trade performance:
 A large economy growing slowly;
 Persistent trade deficit in goods and trade surplus
in services, contributing to the widest current
account deficit out of G7.
 High complexity of exported goods reflects the
strengths of the knowledge economy; but this trend
has not become stronger over time.
 High value-added trade in services and a few
manufacturing sectors.

Brexit has not reversed the trend.
Beyond aggregate trade flows, it is also important to look at the nature of traded goods and services
and their value added. The UK exports a broad range of goods and services, many of which contain intensive
know-how. It is ranked relatively high in the world for the economic complexity of goods exports.iii Compared
to exported goods, its trade in services is concentrated in a few types of service and a couple of sectors (for
example, Professional, Scientific and Technical sectors and the Information and Communication industries).
The value added rates in the UK’s traded goods and services are on par, contrasting with trade flows,
where manufacturing sectors experience high trade deficits while service sectors experience large trade
surpluses. iv To effectively account for the gains from trade, we need to look at the value added at sector level
and not just at the gross trade flows.
What does the UK trade in; and whom with?
 The EU and USA are the most important
trading partners.
 UK regions are more exposed to trade-related
risks than most other regions in the EU.

At the firm level, there are few accurate statistics of trade
participation. The existing evidence suggests that only a
small percentage of firms export and a tiny percentage
of firms account for the majority of UK’s total exports.
Big firms export proportionally more than smaller firms,

and the overall export participation, diversification of products traded and markets served by UK firms are all
far behind other EU countries.
The EU is the UK’s biggest international trade partner for exports, imports and FDI, followed by the
USA. China is the biggest trade partner in the emerging world.v Although the importance of trading partnership
is mutual, UK regions are more exposed to trade-related risks than most other regions in the EU (Ireland and
South part of Germany are exceptions).vi
abs_lloyds@aston.ac.uk
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3. Does trade matter – and if so how?
Trade enhances economic welfare, for all countries involved. Exports improve economic growth by reallocating domestic productive resources and increasing the returns to capital and labour through one or more
of the following channels:
(1) Learning Effect: Engaging with international trade provides channels and opportunities for
communications with foreign counterparts involved in similar product lines. These facilitate the
transmission of technology.
(2) Duplication-reducing Effect: Insular domestic markets will inevitably lead to the existence of
several identical copies of the same technologies. This results in unnecessary resource
consumption without gaining a specific advantage. Openness to international trade encourages
firms to invent new and distinct ideas and technologies, which prevents the duplication of R&D
effort.

(3) Allocation Effect: Trade openness leads countries to specialise in their comparative advantages
which are determined by their relative endowment and productivities of labour and capital.
(4) Integration Effect: Trade openness increases the size of



the market available to firms. Hence, firms that are
competitive enough to serve both domestic and foreign
markets can charge lower prices because of economies
of scale. This, in turn, benefits consumers.



International
trade
makes
significant contributions to the
welfare of all.
To secure the maximum
benefits from international trade,
exports should reach particular
levels of embedded productivity,
complexity and variety.

Economists have tried to measure trade openness using
indicators such as the ratio of trade volume to GDP, the existence of tariff or nontariff barriers to trade, the
existence of government monopolies on exports, and so on. To date, the findings are mixed and debate is still
ongoing regarding the causal link between trade openness, growth and income distribution. There is a positive
association between improved economic conditions and openness, but it is the interaction between openness
to trade with ‘quality’ and ‘variety’ of trade that captures the full effect on domestic welfare.
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4. What determines the UK trade at the macro-level?
Brexit will inevitably lead to changes in trading terms and conditions and it is essential for governmental and
business decision makers to have good estimates of the likely resulting changes in international trade volume.
Economists have been trying to estimate the changes in trade volume due to changes in the determinants of
export supply (domestic costs, prices abroad and returns to scale) and of export demand (relative price,
foreign income).
So far, evidence about UK imports and exports responsiveness to international prices movement and
foreign income changes is mixed and in some cases conflicting. According to the majority of the existing
evidence, on the whole, responsiveness to price changes (called price elasticities) is low.
However, it appears that price elasticities vary by destination. The UK’s largest and nearest market,
the EU, appears more responsive to price changes than do other markets. This means that export volume
loss due to price increases in the EU markets can be countered only by larger price drops in the US or China.
Evidently, more and more accurate estimates at the level of products and destinations for different scenarios
about future trade agreements is essential.
Existing findings suggest that post-Brexit, a potential tariff reduction in non-EU countries will not result
in a significant increase in UK exports and imports with these countries. That is, additional gains from trade
liberalisation with these countries are expected to be relatively low. Plausibly, price changes are not going to
be sufficient to stimulate new demand in these markets.
In addition, non-tariff barriers are likely to dampen exports, which are expected to happen due to
regulation changes post-Brexit. However, we still know little of them.
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5. What drives firms to export and how do they learn?
Countries do not export; firms do. And, only some firms do. To promote exports, we need to understand what
drive firms to export, how they export and what they might learn from exporting.
Theory and evidence agrees on who exports – the most productive firms – and how – by self-selecting
into export markets. Not all firms are able to either overcome the necessary sunk costs associated with trade
activities or to bear the risks associated with entering into foreign markets. Other characteristics that explain
export participation include larger size, greater capital-intensity and skill intensity, higher wages, imported
better quality inputs, innovation, and higher product quality. In general, the firms that export are the better
firms.
How many such “better firms” are there? The evidence suggests that they are the “happy few”.vii In
France for example, the top 0.001 %, 0.01 % and 0.1 % of exporters account for about 10 %, 20 % and 40%
of aggregate exports respectively. Furthermore, while most firms trade only a few products to a handful of
destination markets, an even smaller number account for the vast
majority of the value of exports and imports.viii Although there is



no evidence based on firm population from the UK, a similar



pattern emerges from large sample studies.
Why does this matter? It is now well established that



Productivity is the key driver to
exporting.
Innovation is a good predictor of
exporting.
Helping firms to export could be
achieved by helping firms to

productivity is the fundamental driver of economic prosperity. Productivity is the key driver to exporting, and,
therefore, a key mechanism to enhance economic prosperity. Productive firms export and productive
economies show strong export performance. As Krugman said, “Productivity isn’t everything, but in the long
run it is almost everything.”ix
So, how do firms become more productive? Innovation plays an important role in enhancing
productivity, developing a competitive edge and stimulating exports. Theorisers suggest that product, process
and organizational innovators are in a better position to acquire more market share from non-innovators and
to grow at their expenses. In the long run, they will grow faster, be more efficient, more profitable, and hence
be more likely to export. Ample evidence supports this theory. Given that innovation is a good predictor of
exporting, public support to help firms innovate should, therefore, achieve two goals at the same time –
innovation and exporting.
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Furthermore, more productive firms self-select into investing in R&D and exporting, and they innovate
with the anticipation of tougher international competition in the future. Engaging in international trade broadens
knowledge and hence promotes firms' investment in R&D activities. Cost reductions from access to cheaper
inputs and the exploitation of economies of scale, increase the profitability of investment in R&D, which in turn
drives more productive firms to enter foreign markets to satisfy a larger demand. Obtaining a deeper
understanding these interactions is a fertile field for future work.




Intermittent exporters are
commonplace.
Intermittent exporter’s re-entry
depends on firm attributes, market
conditions at home and abroad, as

Firms are usually considered in a binary manner as
exporters or non-exporters. Recent evidence suggests that firms
often engage in relatively intermittent exporting for extended
periods, and that sporadic exporting is commonplace among UK
SMEs with a coherent strategy for entering or leaving foreign

markets.x Similar patterns emerge among firms of all size in Italy, France, and also outside Europe, for
example, Colombia and Chile.xi
For both business leaders and policymakers, it is useful to understand the specific conditions that
cause intermittent exports. It would help to identify ways in which public support might be offered to upgrade
intermittent exporting into continuous exporting. For some businesses, withdrawing from exporting may be
part of a learning process that leads to a successful exporting re-entry strategy. Recent research finds that
firm re-entry and previous exit from export markets are closely linked.xii Exporting history and experience
matter for the odds of firm’s re-entry into exporting.
The role of finance in exporting is important. Credit constraints affect export participation and
performance, and the effects are unevenly distributed among firms and sectors with different degrees of
financial vulnerability. Moreover, firms that improve the quality of their products or introduce new products in
the market do so by investing in innovation. For this reason, financial frictions and limitations on access can
become critical constraints.
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6. The UK in Global Value Chains (GVCs)
The increasing fragmentation of production chains across borders has profound implications for business
leaders, policymakers and academic researchers. Multiple factors – technological changes, reduction in trade
costs, trade policy reforms and access to foreign resources and international markets – make it possible for
firms to pick and choose where to locate their production and engage with international production chains.
Firms today outsource activities from abroad and/or conduct intermediate stages of production by importing
foreign inputs, processing them and re-exporting them as final or intermediate goods.xiii Participation in global
production chains thus offers firms the potential to increase productivity and competitiveness by combining
values from different locations around the world.
Firms are increasingly specializing in business functions along the supply chain, such as R&D,
procurement, operations, marketing, and customer services.xiv This, in turn, is challenging the validity of
traditional industrial and trade policies focused on final goods and services and calls for an important shift in
industrial policies towards more finely targeted directives aimed at upgrading to higher value-added functions
within GVCs and moving into more technologically sophisticated value chains.xv
Unfortunately, much available analysis has been conducted on how the developing world has been
integrated into GVCs and there is surprisingly little information available about the GVC positions of UK firms,
industries and regions.xvi The starting point for formulation of a development strategy based on GVC must be
to understand international creation and distribution of value around the globe and the position of the UK in
GVCs.
Quite evidently, the UK has become more integrated with the global economy over time. In 2011, on
average 23% of the UK exports contain foreign value-added, a lower share than that in Germany, France and
other European Countries, representing a 5% increase since 2000. Known as backward participation, this
indicator means that the UK exports increasingly rely on foreign firms’ international production.xvii
In the same year, 25% of the UK exports contained value added originated in the UK that was
embodied in other countries’ exports. This so-called forward participation has increased slightly in the last
decade, but more slowly than backward participation. This suggests that other countries also have more
reliance on the UK exports. Among 64 countries measured, the UK ranked 18th in terms of forward participation
in GVCs in 2011.xviii
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However, there are important differences across industrial sectors. For example, the UK relies more
on foreign suppliers than Germany in more technologically sophisticated industries; whereas the opposite is
true in low-tech industries. While the overall trend shows that the UK manufacturing final products contain
proportions of foreign value-added content, the UK still retains a high domestic value-added content in service
exports.
Half of the UK firms’ value-added contribution in total foreign exports has been due to the service
industries. In particular, the business services and financial intermediation industries create most value added
to exports of other countries.
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It is worth repeating that the EU remains the main beneficiary of the value added generated in the UK.
This reinforces the message of the strong trading relationship between the UK and the EU, providing a slightly
different perspective on the trade relationship captured by trade volume.
Firm’s participation and the position in the GVCs is harder to measure. The scattered evidence is
based on measuring firms’ offshoring activities using employment count. There is evidence that UK firms in
some sectors have moved towards more advanced production processes and sourced from cheaper
intermediate markets, but there are no precise statistics. In addition, the existing evidence suggests that
offshoring leads to productivity gains and overall employment boosting effects, while there may be negative
effects on some industrial sectors. What is known as Job polarisation is a result of spatial imbalance of such
negative employment impact of offshoring across local regions.
Unfortunately, we know of no real evidence of offshoring activity based on intermediate input measures
at the firm level in the UK. If we had such granular data, we could investigate the wider effects of relocation
phenomena and potentially establish their true economic impact, which cannot be achieved by using firm
employment figures.
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7. Ways forward
As one of the largest economies in the world, the UK has solid foundations for being open, dynamic and
competitive. It was the 10th largest global exporter and the 4th largest global importer in 2017. xix Its exports
show high complexity, reflecting the strengths of the knowledge economy. A few leading manufacturing
sectors and service sectors in the UK create high value-added not just for the UK but for its trading partners.
But, the UK faces the major challenge of the productivity conundrum. As this briefing highlights,
productivity is the key to trade participation and performance. It is what underlies the competitive advantages
of producing goods and services in this country or elsewhere, and by derivation, the country’s position in
GVCs. Conversely, trade participation is also key to productivity enhancement.
Hence, the priorities for improving UK productivity coincide with those for promoting UK trade and its
position in the GVCs. Firms need to have the confidence and capacities to invest, on innovation in particular.
Skills problems need to be better understood and tackled accordingly. In addition, it is important to note that
it is not just exporters that matter to the UK trade, but also the non-exporters that serve the value chains.
In analysing the key productivity issue and indeed all the component elements of UK trade, it is critically
important that we understand the need to research below the big headline statistics. These themes and
others will be explored in more detail in the subsequent Papers.
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i

Exhibit 1-1 presents Britain’s index of total production that describes the short-term economic activity, what we observe is a rather
slow recovery path. To date, the production index still remains below its pre-recession record, depicting a picture of stagnation of
the UK manufacturing production over the last decade. This has consequences for the economic growth and in particular for the gross
domestic product (GDP). Indeed, over the period 2000-2016 the UK GDP growth fluctuate between 1.5-3% yearly, while since the
crisis and until 2017, the average growth was much slower reported at 1.98%.
ii

Exhibit 1-2 shows that over the nearly three decades between 1990-2017, the UK recorded a trade deficit for most of the years, and
a trade surplus only briefly for three years until 1997. The overall trade deficit has reached a record high of 2.9% of GDP in 2008.

iii

Exhibit 1-5 reports the Economic Complexity Index (ECI), which measures the diversity and ubiquity of the products a country
produces, i.e. the knowhow needed to produce exported goods. Based on the ECI, the UK is ranked the 8th in the world in recent
years. Vehicles are the most exported products, followed by nuclear reactors, boilers, machinery and mechanical appliances, mineral
fuels, precious metals, and pharmaceutical products. While, professional scientific, information communication and financial
insurances are the most traded services.

iv

Exhibit 1-3 highlights the contribution of these sector to the UK value added in 2011, after taking into account the purchase of
imported intermediate inputs. In terms of value added, the service sector accounts for about 48% of total exports value added - at a
little over £60 billion, while manufacturing sector accounts for 47% and minerals and agriculture for the remaining 5%.
v
Exhibit 1-6 shows that the EU countries collectively are the most important export partners, purchasing almost half of all UK
exports (43%), while the USA is by far the largest non-EU partner. The picture for imports is similar, with about 54% of imports
coming from the EU in 2016, followed by the USA and China for both being important origins for UK imports. These figures do not
change drastically in 2017 as the EU remains the UK largest trading partner both for trade in goods and services.
vi
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