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Context of this briefing
This Briefing Paper is a short version of the first White Paper on the 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: On the Determination of Sectoral UK Exports

o

Research Paper 3: Defying Gravity? Policy Uncertainty and Trade Diversion

o

Research Paper 5: An Export Strategy for High Growth

o

Research Paper 7: Non-tariff Barriers and the UK Trade

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 2: Individual Ownership, Age of Firm, and Productivity

o

Research Paper 4: Path-breaking to innovate: The Internet of Things (IoT) technologies

o

Research Paper 6: Management Training, Productivity and Firm Growth

Each paper will be accompanied by a briefing paper.

abs_lloyds@aston.ac.uk
www.lbpresearch.ac.uk

Exporting against Gravity? Trade Diversion and Brexit
Uncertainties
Jun Du, Mustapha Douch and Enrico Vanino 3 October, 2019

Gravity is a universal physical law, and an empirical law in economics too in order to predict
the direction and strength of economic flows. Recent analysis of UK export flows and policy
uncertainty in a Brexit context suggests that there are special circumstances, affecting small
and medium sized firms in particular, diverting export flows away from what would be the
anticipated behaviour.
It is well known that Brexit has created uncertainty for UK firms exporting to the EU, and there
have been several analyses on this in the last couple of years (Crowley et al. 2018; Dhingra
2019). Economists from Aston University Professor Jun Du and Dr. Mustapha Douch and from
the University of Sheffield and LSE Dr. Enrico Vanino now report new details and identify some
clearer dynamics of trade diversion, with significant implications for policy.
Uncertainty and Trade
The reduction of uncertainty over future tariff schedules and customs arrangements is a key
factor in boosting firms' investment and participation in international markets (Handley &
Limao, 2015). This is even more important for small exporting firms, which on average are
less capable of quickly adjusting their production in response to international shocks. These
firms are also more exposed to trade risks, given their previous higher participation in
geographically and culturally closer markets.
Brexit and Trade: the framework for this analysis
We used the Brexit process as a natural experiment to assess whether the uncertainty about
future trade relationship between the UK and EU has led UK firms to divert their international
trade flows away from the EU and towards more distant countries.
Using HMRC firm trade transaction-level data for the period 2012-2017, we differentiate
between export flows towards intra-EU and extra-EU countries, calculating for each firm and
quarter both measures of intensive and extensive margins of trade towards these two
destinations. This amounts to about 339,493 quarterly export transaction records by more than
26,000 UK exporters during the five-year period.
We disentangled the effect of uncertainty across firms' margins of trade, considering both
extensive (products and markets) and intensive margins (export values). This very granular
analysis gave us the possibility of investigating two novel dimensions. First, we identified the
heterogeneous effect across different product categories, based on the product-specific
potential tariff-threat under a no-deal exit from the EU. Under no-deal scenario, large increases
in trade costs are expected when the UK and the EU would revert to trading under rules
governed by World Trade Organisation (WTO) agreements where most favoured nation
(MFN) tariffs are imposed.
Secondly, we analysed the effect across market destinations, to understand whether
uncertainty regarding the future of EU-UK trade policy has pushed firms to divert their trade
flows against the traditional predictions of trade gravity models, leading them towards more
distant and riskier markets.
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We went further, in considering Brexit as a process rather than an event, by taking into account
the changes in the perceived policy uncertainty from the time of the referendum
announcement (2015) the referendum itself (March 2016) till the triggering of the formal Article
50 notice of withdrawal from the EU (March 2017). Finally, we broke down the effects of policy
uncertainty across exporters of different sizes, providing insights on how increased instability
could have affected differently those firms with different resources and capabilities of reacting
to external shocks.
Trade Diversion: the elements
The threats to exports from tariffs
Figure 1: Tariff exposure across product categories

Figure 1 clearly illustrates that the exposure of UK exports to EU potential tariff threats is
unevenly distributed across industries. UK products would be potentially exposed to
particularly high tariff threats from the EU in particular in the agriculture and food industries,
chemicals, minerals and metals industries, and as well as the textile and footwear sectors.
Also around 30% of the products in the transport equipment manufacturing industry would
face a very high risk of potential tariff threats.
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Figure 2: Tariff exposure for exporters of different size

In addition, Figure 2 shows that the potential tariff threat is not evenly distributed across UK
exporters, but would particularly affect Micro (exporters of the lower quartile in export value)
and small (exporters of the second quartile in export value) exporters, which are significantly
more exposed to the potential tariff threat. Thus, moving from a zero-tariff regime to an MFN
trade regime would have disproportionate effects on exporters of different sizes, and therefore
should be expected to push micro and small exporters to divert towards alternative trade
destinations.
The phased trade response to Brexit uncertainty, before a formal Brexit
We model Brexit as a dynamic process hinged on three main events which have significantly
increased the likelihood of the UK leaving the EU: first, the announcement of the date of the
referendum, made by the PM in the first quarter of 2016, after the end of the re-negotiations
with the EU; secondly, the Brexit referendum at the end of the second quarter in 2016; and
finally the triggering of Article 50 at the end of the first quarter of 2017, marking the beginning
of the formal process of exiting the EU. In this way, we would be able to better track the impact
of increasing trade policy uncertainty on the diversion of British exporters' trade flows.
We find evidence of anticipatory effects related to the Brexit referendum announcement. The
uncertainty following the Brexit referendum has negatively affected UK exporters' intensive
and extensive margins of trade at the transaction level. This provides new evidence of the
negative impact of Brexit on UK exports. The total quarterly exports decreased in intra-EU
markets noticeably, while the extra-EU ones kept growing. When we turn to examine the effect
of the triggering of Article 50 at the end of the first quarter in 2017, an even stronger trade
diversion effect to extra-EU countries is noticeable. In fact, across all specifications these
effects are consistent. This is early evidence of a subtle shift from the existing major EU trade
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destinations to extra-EU markets. The number of overall products and new products exported
shows a clear deviation towards extra-EU markets.
Smaller Firms: Against Gravity?
The exporter's size matters. Micro and small exporters in particular have seen the largest
deviation for all trade margins in favour of non-EU markets. About 45% and 19% of the growth
of total export values for micro and small firms have experienced a diversion, while medium
exporters have experienced a similar pattern but at a lower magnitude.
Figure 2: Trade diversion by export market

Figure 2 shows heterogeneous results across the distribution of UK exporters, by size. In
terms of the direction of this diversion, micro and small exporters have mainly diverted their
exports towards Commonwealth and BRICS countries, and to a lesser extent to other extraEU OECD countries. On the other hand, large exporters have increased export values most
rapidly towards EU markets, as shown before.
This suggests that the trade diversion effects we have observed so far are concentrated mostly
on products with a potentially higher risk of facing higher EU tariffs in the future. This evidence
may suggest that UK exporters prefer to direct their trade flows towards former colony
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countries where the UK may still have historical linkages, or towards emerging economies
where the future market access potential could offset some of the current costs of trading.
The evidence presented in this study suggests that UK firms have been diverting from nearby,
larger and similar trading partners to further away, distant, and relatively poorer markets, in
effect against the gravitational pull of the EU.
Implications for firms, government and agencies
If the observed policy uncertainty related to Brexit continues, UK firms are likely to face higher
costs of exports with increased trading distance> This will be related to several factors,
including increasing sunk costs of pursuing new markets and higher transport costs, reduced
profits when dealing with less mature consumer markets, and potentially linked to lower
opportunity to learn-by-exporting to less developed markets. This would weaken firms'
competitiveness in a highly competitive international market. In the longer term, diverting from
advanced supply chain networks linked in in the EU single market might have adverse effects
on UK firms, affecting in turn jobs and economic growth.
In seeing this as an opportunity, it would become crucial for firms to carefully identify
appropriate alternative markets outside the EU, fully understand the risks involved in diverting
trade and learn to face the obstacles in reaching new trade destinations. This has important
implications for public policies and creates an argument for transitional public support. More
specifically, the government and trade-promoting agencies could help firms, especially smaller
firms, by providing information and guidance about reaching new trade destinations, but also
by easing export administrative processes and by reducing the uncertainties regarding future
international trade relationships with the currently main trade partners.
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