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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.  
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It is well known that the EU is the biggest market for UK exporters, and that the USA is the 

next biggest. Over the years, the share of UK total exports to the US relative to the EU has 

varied significantly from 18% to 37%, but since the financial crisis, exports to US have been 

around a third of EU exports. In qualitative terms, the story is similar regarding the share of 

total UK exports to China relative to EU exports, although the percentages involved are 

considerably different. Total UK exports to China amounted to less than two percent of exports 

to the EU until 2006. Since then, the proportion has gradually increased to around ten percent 

of those to the EU. Hence, China and the USA’s importance to UK exports has increased in 

the last decade. 

Following a referendum in June 2016, the UK government triggered article 50 of the Lisbon 

treaty and it aims to leave the membership of the European Union in January 2020. There has 

been a growing literature that attempts to assess the effects of this decision on the British 

economy, for example see Dhingra et al. (2017). We contribute to this strand of the literature 

by estimating the Long Run Elasticity of Real Exchange Rate and Foreign Demand for UK 

exports for three destination economies (EU, US, and China) and for a number of different 

sectors. 

 

Brexit, new UK Trade Policy and UK Exports 
The UK voted in June 2016 to leave the EU. The UK government’s interpretation of this result 

was to exit from the EU’s Customs Union and Single Market. Hence, the UK will eventually 

have its own independent Trade Policy. This policy scenario creates more obstacles to trading 

with the EU, but potentially creates opportunities for more frictionless trade with non-EU 

countries. Thus, it is important to have an understanding of the direction and degree to which 

UK exports are going to change for different country destinations and across the different 

sectors. In this analysis, we provide statistical evidence on whether changes on the Real 

Exchange Rate (RER) of the British Pound and Foreign Demand affect UK exports per 

destination and sector. 

 

Impact of changes in Real Exchange Rate and Foreign Demand on UK Exports 
1) Aggregate Economy by destination 

We build an estimation strategy that closely follows theory in order to obtain estimates of the 

elasticity of both the Real Exchange Rate and Foreign Demand on UK exports. The UK’s 

independent Trade Policy post-Brexit will be closely related to changes in its terms of trade. 

In other words, Brexit will eventually alter the price of exports and imports and will therefore 

affect the UK’s Real Exchange Rate. It is well known (see Goldstein and Khan, 1978) that a 

country’s exports are mostly affected by relative prices expressed in a common currency, i.e. 
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the Real Exchange Rate, and also by foreign demand. 

We use UK exports data per country destination from the UN Comtrade database, categorised 

into 10 sectors defined by SITC codes (0-9) over the period 1962–2016. All data are expressed 

in constant 2015 UK prices. Real Exchange Rate data are gathered from the Bank of England 

and World Demand data come from the World Bank.  

We first offer estimates for the whole UK economy exporting to EU, US, and China. This 

enables us to get a picture of how total UK exports to these countries respond to changes in 

RER and Foreign Demand. Figures 1 & 2 illustrate these estimates and it is clear that UK 

export elasticities of RER and Foreign Demand differ across the three destinations.  

In particular, from Fig 1 we see, as expected, that all RER elasticities are negative. This implies 

that a decrease in the RER of the pound (a depreciation) will increase UK exports. 

Furthermore, we observe that UK total exports to China are most responsive to RER changes 

of the pound, followed by the EU, while UK exports to the US are the ones least affected by 

such changes. From Fig 2, we see that that the elasticities of UK total exports with respect to 

Foreign Demand are positive, which is consistent with theoretical predictions. In this instance, 

changes to Chinese demand appear to have the largest impact on exports from the UK, 

followed by changes in US demand. Variation of EU demand has the lowest effect on UK 

exports there. 

We then analyse the UK’s export performance by destination in terms of the average growth 

rates and associated export growth volatilities. The former captures the return on UK exports, 

while the latter represents the uncertainty surrounding mean growth rates and is an indication 

of risk. We subdivide the sample period into three distinct periods, identified by significant 

events. There is no doubt that there is a marked slowdown in export growth after 2008 to all 

three destinations; volatility on the other hand has stayed modest with the UK’s main trading 

partners, Europe, and USA. These measures, as seen in Figure 3, reflect the importance of 

the structure of the sectoral exports portfolios and if the composition of these were to change, 

then sectoral growth rates are unlikely to be maintained.  
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Figure 1 & 2 present evidence that UK export elasticities of Real Exchange Rate (RER) and 
Foreign Demand, vary across country destinations. 
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Figure 3: For EU and US, the first period covers the years 1962-1975 , which was prior to the 
UK joining the EU, the subsequent period of 1975-2007, and the last period of 2008-2016, 
which followed the worldwide economic and financial crisis. For China we focus on two sub-
periods of 1990-2007 and 2008-2016, which reflect China’s particular political developments 
and the availability of reliable data. We calculate these measures using the existing structure 
of sectoral exports (10 sectors for Europe and USA and 8 for China). 
 

2) Three sectors by destination 

We then offer a more granular analysis by country destination and also by sector. We focus 

our analysis on three different sectors that together comprise around 80% of total UK exports. 

These are: a) Chemicals; b) Manufactured Goods Classified by Materials (Materials); and c) 

Machinery & Transport Equipment (Machinery). Hence, the more disaggregated analysis 

presented in Figures 4 and 5. 

From Fig 4, it is clear that a 1% decrease (or depreciation) in the RER of the pound in 2016 

would have resulted in £987 million, £479 million, and £25 million of more UK Chemicals 

exports to EU, US, and China, respectively. In the case of Manufactured Materials, a 1% 

devaluation of the pound would have resulted in additional UK exports of £525 million, £128 

million, and £10 million to EU, US, and China, respectively. There is a similar pattern seen in 

relation to UK exports of Transport & Equipment: £1.8 billion; £940 million; and £102 million 

extra UK exports to EU, US, and China, respectively. Hence, it is clear that although the UK’s 

exports to US and China are growing faster than those to the EU, the EU still remains the main 

export market for the UK. 

From Fig 5 it is evident that UK Machinery exports to the EU are immune from a European 

recession, but the opposite is true for a Chinese and US slowdown. Overall, UK exports from 

these 3 sectors to China seem to be more responsive to changes in its demand, while EU 

demand seems to least affect UK exports there.  
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Figures 4 & 5 depict the UK export elasticities of Real Exchange Rate (RER) and Foreign 
Demand, respectively, across country destinations and sectors 
 
 
Implications at sectoral and national level & by destination 
 
A recurring finding that applies to all destinations and sectors is that UK exports are more 

responsive to changes on the Real Effective Exchange Rate of the British Pound than to 

changes in Foreign GDP. In other words, the magnitude in absolute terms of the Long Run 

Elasticity of Real Exchange Rate tends to be higher compared to that of Foreign Income. This 

has clear implications in terms of policy formulation for the UK post Brexit. In particular, UK’s 

macroeconomic policy mix might favour certain measures that could lead to a depreciation of 

the Pound. This will mostly favour total UK exports to China and the EU and, to a lesser extent, 

the US, since the corresponding Long Run Elasticity is -2.56, -2.13, and -0.49, respectively.  

With regard to the Long Run Elasticity of Foreign Income there is no great variation by 

-4.5

-4

-3.5

-3

-2.5

-2

-1.5

-1

-0.5

0
Chemicals Manufactured (materials) Machinery & Transport Equipment

Figure 4: Long Run RER Elasticity by destination and sector
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destination on UK total exports. All elasticities are around unity, implying that there is almost 

a one to one relationship between changes in the GDP of a destination country and the 

corresponding total UK exports.  

Finally, the sectoral analysis that we conduct mostly focuses on three sectors. The three 

together represent in total around three quarters of all UK exports to each of the 3 destinations. 

It is important to highlight that the magnitudes of the elasticities vary per sector and destination. 

Hence, a well-designed UK Trade Policy should take this into consideration. But as before, 

the main point to be taken is that UK exports, irrespective of the sector and destination, 

experience more change when there are changes in the Real Exchange Rate of the pound 

rather than when the GDP of a destination country changes.
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