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EU and the UK production networks are highly integrated, and Brexit poses a threat
to supply and demand linkages between the two economies. This column describes
how the effect of tariffs will be magnified due to back-and-forth trade across the
Channel. This will increase production costs in the UK and, to a lesser extent, in the
EU.

On 29 March 2019 the UK will withdraw from the EU. This unprecedented event in the
history of European integration raises many questions on the trade relationship
between the two economies, among other things. The ratification of the Withdrawal
Agreement by the UK parliament is still uncertain and the consequence of a ‘no-deal’
Brexit are that EU-UK bilateral trade would be based on WTO most-favoured nation
(MFEN) terms.

While the potential rise of trade barriers and their direct effects on consumers have
at-tracted the most attention (Corsetti et al. 2017, Dhingra et al. 2017), with a few
exceptions (Vandenbussche et al. 2107, Pisani and Vergara Caffarelli 2018) the Brexit
debate has ne-glected the indirect effects of trade tariffs, working through the
complex network of pro-duction linkages between countries known as global value
chains (GVCs). And yet, their relevance is likely to be sizable, given the strong cross-
border integration of production be-tween the two economies. Tariffs on imported
intermediate goods (embedded in exported goods) will cumulate as many times as
the intermediates cross the EU-UK border. Fur-thermore, a significant share of goods
and services reach destination countries only indi-rectly through other countries'
exports, and thus face trade costs that are not immediately evident (for example,
Italian intermediate exports to Germany incorporated in goods des-tined for the UK
market could be subject to tariffs while crossing the Channel, but this might not be
obvious to the Italian firms).

Measuring the interconnections between countries and sectors is not an easy task. In
fact, traditional trade statistics cannot provide an adequate representation of supply
and de-mand linkages. In a recent paper (Cappariello et al. 2018), we exploit the
World Input-Output Database (Timmer et al. 2015) to map production and
consumption linkages be-tween the two economies. By combining these data with
new tools of analysis (Borin and Mancini 2017), we provide a measure of the cost of
trade flows that takes into account the whole EU-UK GVC structure. Our analysis is a
static impact assessment that does not consider how trade between the two regions
will evolve due to the introduction of tariffs (and non-tariff barriers).

Our working assumption is that the UK would adopt the current MFN tariff schedule

adopted by the EU, which is indeed the worst-case scenario of the EU-UK post Brexit
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rela-tionship. Namely, we assume that UK goods exports will be subject to the tariffs
currently applied by the EU (and the UK) to partners with which there is no specific
trade agree-ment. To this end, a tariff schedule both for the EU and the UK is
constructed at the sec-tor and at the end-use levels, using the MFN tariff rates. The
UK recently announced that in case of no deal, British MFN tariffs will be moderately
lower than the current EU MFN tariffs. Should this be confirmed, our results will
represent an upper bound for the actual economic effects.

The impact on production costs of tariff magnification along the
EU-UK GVCs

To assess the associated trade costs of Brexit, our calculated tariff schedule for both
the EU and the UK is fed through the constellation of GVCs described in the WIOD, so
that we can gauge the full extent of the magnification due to these deep
sectoral/country inter-linkages (Table 1). The analysis - based on the methodology
proposed by Miroudot et al. (2013) - estimates that the impact on producers is much
higher for the UK, where total (domestic and foreign) manufacturing input costs
would increase on average by around 0.9 percentage points. In the EU the increase
would be marginal (0.1 percentage points). This result is due to the specific links
between the two regions: around one fifth of the total manufacturing inputs used by
the UK come from the EU, while only 1.5% of the total EU inputs are imported from
the UK. The UK sectors most highly involved in the EU-UK GVCs, such as motor
vehicles and chemicals, would experience the largest effect. Finally, the impact on
production costs would be high in Ireland due to its proximity and intercon-
nectedness with the UK, and close to, or lower than, the average in other large EU
mem-ber states.

Table 1 Total effect of tariffs on production costs
(as a percentage of total costs for inputs, domestic and imported)

UK 0.86
Motor vehicles 2.97
Chemicals B
Rubber and plastic 1.53
EU27 0.08
Ireland 0.96
Germany 0.08
France 0.07
Spain 0.04
ltaly 0.04

Direct and indirect tariffs on EU-UK trade
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Table 2 shows the average tariffs that would be imposed on EU imports from the UK
in the manufacturing sector and in some specific sectors. Similarly, Table 3 presents
the tariff magnification effect for UK imports from the EU. The overall average tariff
cost on UK goods imported in the EU is 4.3% and the share of the indirect tariff
component, i.e. the tariff costs deriving from the existence of value chains, equal to
10% of the total, which is the effect of tariff accumulation due to back-and-forth trade
across the Channel.

Table 2 Tariff magnification effects on EU imports from the UK
(as a percentage of the value of imports)

EU imports from UK  Direct tariff Indirect tariff CT

Average 3.88 0.42 4.30
Motor vehicles 8.24 0.94 9.18
Chemicals 4.05 0.82 4.86
Rubber and plastic 5.30 0.61 5.01

Table 3 Tariff magnification effects on UK imports from the EU
(as a percentage of the value of imports)

UK imports from EU  Direct tariff Indirect tariff CT

Average 5.93 0.07 6.00
Food products 17.65 0.18 17.83
Crop and animal 5.51 0.13 5.64
Chemicals 4.38 0.08 4.46

The indirect tariffs, i.e. tariffs induced by GVCs, are significant for European but not
for UK importers. European producers perform processing stages in the UK to a
larger ex-tent than the reverse (i.e. UK producers shipping intermediate goods to EU
countries and importing them back as final goods). Therefore the magnification of the
tariff burden due to products crossing the Channel at different production stages
weighs more on EU final exports: in UK exports to the EU the share of value added
produced in the EU is around 9%, while for EU exports to the UK the UK value added
share is just 2%.

As shown in Figure 1, the amount of indirect trade costs is positively correlated with
the share of the back-and-forth trade between the two economies. In the longer run
this could induce EU exporters to divert their exports of intermediate goods currently
destined to the UK to other EU countries.

Figure 1 Back-and-forth trade and indirect trade costs
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Note: Authors’ calculations on WIOD data. The figure plots, for each sector in both the EU and the UK, the
indirect tariff and the share in bilateral imports of the value added originated in the other economy (a
measure of back-and-forth trade).

Conversely, the amount of direct tariffs would be larger for UK importers due to the
com-position of UK imports, which are skewed towards high-tariff sectors, in
particular food products and motor vehicles.

This latter effect prevails and, as a result, total tariffs, direct and indirect, would be
higher on average for UK importers than for EU importers by around 2 percentage
points.

Indirect exports and the introduction of tariffs

As to the export side, we exploit the methodology developed in Muradov (2017) to
show that, given the density of intra-EU linkages and the sizeable share of indirect
trade between the two regions (approximately one-fifth in either direction), exporters
in both the UK and the EU member states would face much higher costs once indirect
trade is taken into ac-count. In other words, the trajectory of exports towards their
destination matters, and indi-rect routes entail tariffs not easily assessed by the
original exporters (as intra-EU trade is free of tariffs), but account for around 25% of
the tariff costs for EU exporters and 22% for UK exporters. Not surprisingly, the share
of indirect tariffs and indirect trade between the EU member states and the UK are
highly correlated (Figure 2).

Figure 2 Indirect trade and indirect tariffs, by EU member state
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Note: Authors’ calculations on WIOD data. The figure plots, for each EU Member State and the UK, the
resistance at the origin for UK exports to the EU Member States (in red), and the resistance at the
destination for EU Member States’ exports to the UK (in black) and the corresponding share in indirect ex-
ports.

Authors’ note: The opinions expressed here are the authors’ own and not those of the Bank
of Italy.
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