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CEP BREXIT ANALYSIS No. 9 
 

Four principles for the UK’s Brexit trade negotiations 
 

 Leaving the customs union of the European Union (EU) would be the start of many years 

of trade negotiations for the UK. The most immediate challenge would be to secure a new 

trade agreement with the EU. 
 

 The purpose of trade agreements is to make all countries better off by preventing 

governments from adopting policies, such as import tariffs or foreign investment 

subsidies, which benefit their own economy only because they hurt other countries. 
 

 Trade negotiations are a bargaining game between countries with competing objectives. 

For negotiations to succeed, each country must give up something it wants in exchange 

for reciprocal concessions of equal value from other countries. 
 

 The UK has yet to decide what post-Brexit trade deals it wants with other countries. To 

achieve the objectives it ends up choosing, the UK should develop a negotiating strategy 

based on the following four principles: 
 

1. You get what you give: The potential gains from trade agreements are larger when 

countries are willing to make bigger concessions and give up more policy control. The 

UK must decide what it is willing to concede in exchange for achieving its objectives. 

Unilateral tariff liberalisation would mean giving away an important bargaining chip. 
 

2. Where negotiations start from matters: Bargaining outcomes depend on the reference 

point of what countries get if negotiations fail. It matters to the UK whether the 

reference point for UK-EU negotiations is membership of the Single Market or trade 

under World Trade Organization (WTO) rules. The UK should attempt to set a 

reference point that ensures it can achieve its objectives. 
 

3. Bargain from a position of power: Greater bargaining power leads to better outcomes. 

The UK starts from a weaker position than the EU because it needs a deal more. To 

neutralise the two-year time limit on exit negotiations, the UK's first priority should be 

a transitional deal to cover the period between exiting the EU and securing a long-term 

agreement. 
 

4. Invest in negotiating capacity: More informed negotiators get better outcomes. The 

UK currently has very little negotiating capacity and needs to invest in trade lawyers, 

diplomatic intelligence, business intelligence and trade economists.  
 

 Whatever goals it seeks, the UK needs to reach some kind of deal with the EU before 

Brexit happens and puts it in a weak bargaining position. By adopting these four 

principles, the government can ensure it makes the best of a bad hand. 
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Introduction 
 

The meaning of Brexit is yet to become clear. But if Brexit means leaving the customs union 

of the European Union (EU), it would allow the UK to pursue its own trade policy for the 

first time since joining the EU in 1973. An independent trade policy presents both challenges 

and opportunities.  

 

The most immediate and important challenge is to reach a new agreement covering economic 

relations with the EU. In addition, as a member of the EU, the UK participates in the EU’s 

trade agreements with non-EU countries: leaving the EU may force the UK to renegotiate 

these agreements. The UK could also seek to obtain new trade agreements with countries that 

do not currently have a deal with the EU. These negotiations will take many years and will 

play an important role in shaping the UK’s economic future.  

 

Previous work by researchers at the Centre for Economic Performance has analysed the 

economic consequences of Brexit (Dhingra et al, 2016a; 2016b) and discussed what policies 

the UK should adopt if it leaves the EU (Dhingra and Sampson, 2016). This report asks a 

different question: what strategy should the UK government adopt to secure the best possible 

outcome for the UK in future trade negotiations?  

 

A successful strategy must be grounded in a clear understanding of why countries negotiate 

trade agreements and how agreements are reached. Therefore, this report starts by reviewing 

the purpose of trade agreements and why international agreements lead to better outcomes 

than if each country makes unilateral policy decisions. Next, it shows how understanding the 

purpose of trade agreements helps to explain the way in which countries conduct trade 

negotiations. Finally, drawing on this analysis, the report identifies four principles to guide 

the UK government’s approach to its post-Brexit trade negotiations.  

 

This report does not attempt to suggest specific policy goals for the UK, such as obtaining 

tariff-free access to EU markets or ‘passporting’ rights for financial services firms. Instead, it 

outlines principles that the UK can follow to achieve whatever objectives it ends up choosing. 

 

 

The purpose of trade agreements 
 

When a country sets trade policy unilaterally, it does not account for how its choices affect 

the rest of the world. But because countries are interdependent, the effects of trade policy do 

not stop at national borders. In the language of economics, trade policy generates 

international ‘externalities’. And frequently these externalities lead to ‘beggar-my-neighbour’ 

effects, which make other countries worse off.1  

 

Trade policy externalities operate through three main channels. First, there are terms of trade 

effects. Each country can use trade policy to improve its terms of trade by raising the price of 

its exports relative to its imports. For example, OPEC countries improve their terms of trade 

by restricting the supply of oil to drive up its price. But one country’s exports are another 

country’s imports. Consequently, a country can only improve its terms of trade by making 

imports relatively more expensive for the rest of the world. A high oil price benefits oil 

exporters, but hurts oil importers. 

                                                           
1 Grossman (2016) provides a detailed overview of the reasons for pursuing trade agreements. 
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Second, there are production location effects. Countries compete to attract investment from 

internationally mobile firms. Policies designed to attract foreign investment include reducing 

tariffs on intermediate inputs and providing production subsidies through tax breaks or loan 

guarantees. Ireland has been very successful in using investment incentives to attract 

multinational firms. But while Ireland benefits from increased investment and employment 

and from obtaining access to new technologies, other countries lose out. Location decisions 

are a ‘zero-sum game’. 

 

Third, even when firms are immobile, trade policy can be used to raise the profits of domestic 

firms at the expense of their foreign competitors. This profit-shifting effect lies at the heart of 

the decades long battle between the United States and the EU to capture a greater share of 

aircraft industry profits by subsidising Boeing and Airbus, respectively.  

 

Terms of trade effects, production location effects and profit-shifting effects all provide 

reasons for governments to adopt trade policies that benefit the domestic economy while 

hurting other countries. But if all countries act in this way the benefits are cancelled out and 

the world as a whole ends up worse-off because of the distortions the policies create. 

 

For example, suppose that the EU tries to improve its terms of trade by charging tariffs on 

imports from the United States. Rather than accepting a deterioration in its terms of trade, the 

United States could ensure the terms of trade remain unchanged by imposing its own tariffs 

on imports from the EU. In this case, both parties end up losing because the higher tariffs will 

distort production and consumption decisions and increase the price that producers pay for 

intermediate inputs. 

 

Put another way, unilateral trade policy is beneficial only if other countries do not respond by 

changing their policies. In trade wars, everyone loses. This is why trade agreements are 

needed. 

 

By negotiating trade agreements, countries can internalise the externalities resulting from 

international interdependencies, avoid damaging trade wars and make all countries better off 

(Bagwell and Staiger, 1999; 2001). Importantly, this is true regardless of whether 

governments’ policy choices are motivated by the desire to maximise economic output, the 

wish to protect particular groups of workers and firms, or the pursuit of other social 

objectives.  

 

 

Trade negotiations 
 

To reap the gains from international coordination, trade agreements require governments to 

give up unilateral control over some policies. Members of the World Trade Organization 

(WTO) give up the right to use import quotas and production subsidies, and they agree limits 

on the tariffs each country can charge on imports from other members. More recently, the 

scope of trade agreements has expanded to cover new areas, such as intellectual property 

rights, health and safety standards, foreign investment and rules for trade in services.  

 

In all these areas, the nature of trade agreements is that governments give up some control 

over their own policies in exchange for other countries doing the same. The goal of 

negotiations is to prevent countries from following beggar-thy-neighbour policies, while not 

restricting the ability of governments to achieve their domestic policy objectives. The WTO’s 



3 

ban on import quotas satisfies this goal. It prevents countries from using quotas to manipulate 

the terms of trade, affect firms’ location decisions or shift profits between countries. But 

since import quotas are not needed for domestic policy purposes, the ban does not constrain 

governments’ domestic policy agendas. 

 

Understanding the purpose of trade agreements has immediate implications for how trade 

negotiations are conducted. Trade negotiations are not about countries identifying a common 

objective and working together to achieve it. They are not a cooperative endeavour.  

 

Instead, trade negotiations are a bargain between countries with competing objectives. Each 

country must give up something it values in order to obtain concessions from other countries. 

This idea is embodied in the ‘principle of reciprocity’ that guides WTO negotiations. The 

principle of reciprocity requires all countries to make equivalent concessions during 

negotiations. Equivalence is usually interpreted to mean that the outcome of the negotiations 

should not affect countries’ trade balances. 

 

 

Four principles for Brexit negotiations 
 

Leaving the EU’s customs union would be the start of many years of trade negotiations for 

the UK. The outcome of these negotiations will determine the UK’s place in the global 

community and the future wellbeing of UK citizens. 

 

To achieve its post-Brexit objectives, the government needs a negotiating strategy based on a 

clear-eyed understanding of how trade agreements work. The preceding discussion of the 

purpose of trade agreements and the realisation that negotiations are a bargaining process 

between countries with conflicting goals suggests four principles that the UK should use to 

guide its trade negotiation strategy.  

 

 

1. You get what you give 

 

To reap the benefits of trade agreements, the UK must be willing to give its trading partners 

something they value. Making concessions provides a reason for other countries to give the 

UK what it wants. In general, the more countries are willing to concede and the more policy 

control they give up, the bigger are the potential gains from reaching an agreement.  

 

The government must enter negotiations knowing not only what it is (and what it is not) 

willing to concede, but also what concessions it wants to obtain from other countries. An 

important question that the UK is likely to face is how much it is willing to give the EU in 

return for the EU allowing UK services firms to participate in the Single Market. Unless the 

UK makes a sufficiently attractive offer, the EU will take the opportunity that Brexit presents 

to impose new barriers on UK services exports. This will lead some companies to move their 

production location out of the UK.  

 

The fact that trade agreements are based on mutual concessions also has important 

implications for the desirability of unilaterally removing import tariffs. Unilateral tariff 

liberalisation is an attractive policy for many reasons: it reduces consumer prices, lowers the 

cost that firms pay for imported inputs and capital goods, removes price distortions and 

makes trade policy less subject to capture by lobbyists. 
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But a major disadvantage of unilateral liberalisation is that it involves giving up an important 

bargaining chip. If the UK chooses a zero-tariff policy, there is no need for the EU to seek a 

free trade agreement to obtain tariff-free access to the UK market. And without a free trade 

agreement, WTO rules mean that tariffs will be imposed on the UK’s exports to the EU. 

 

 

2. Where negotiations start from matters 

 

The outcome of any bargaining game depends on where negotiations start from. Trade 

agreements are no exception. The policies that each country will adopt if no agreement is 

reached provide a reference point – or ‘threat point’ – for the negotiations. Countries make 

concessions starting from this reference point. Consequently, trade negotiations are path-

dependent and the final outcome depends on the starting point. 

 

For most trade negotiations, the reference point is the status quo. For example, the current 

negotiations between the United States and the EU over the proposed Transatlantic Trade and 

Investment Partnership (TTIP) start from the understanding that if no agreement is reached, 

US-EU trade relations will remain unchanged. But it is unclear what the reference point for 

negotiations between the UK and the EU would be, since it is not known what the UK’s trade 

relations with the EU would be if negotiations failed. 

 

Consider two alternatives. First, suppose the reference point is the current status quo in which 

the UK is a member of the Single Market. In this case, allowing the UK to impose restrictions 

on immigration would represent a concession from the EU and, in accordance with the 

principle of reciprocity, the UK would need to make an equivalent concession in return.  

 

Second, suppose the reference point is trade under WTO rules. In this case, there would be no 

presumption of free movement for labour, meaning that the UK would not need to negotiate 

restrictions on immigration. Instead, the negotiations would start from a position where UK-

based financial institutions did not have passporting rights to operate in EU countries. 

Consequently, the UK would need to offer concessions to the EU in exchange for passporting 

rights.  

 

These examples illustrate how the reference point for negotiations determines what countries 

bargain over and, consequently, the outcome of negotiations. Before any trade negotiations 

between the UK and the EU take place, there will have to be an agreement on what the 

reference point is. Deciding the reference point is no less important than the negotiations 

themselves and the UK government should seek a reference point that ensures it can achieve 

its post-Brexit objectives.  

 

In principle, trade negotiations are supposed to involve countries making reciprocal 

concessions of equivalent value. In practice, this is not always the case. It is often difficult to 

determine the value of a concession and countries that bargain poorly will get a worse deal. 

This realisation leads to the final two principles that should guide the UK government’s 

approach to negotiations. 
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3. Bargain from a position of power 

 

Bargaining power affects the outcome of trade negotiations. Countries that are desperate to 

obtain a deal at any cost have little bargaining power and are less likely to achieve their 

objectives. As in any negotiation, being willing to walk away risks failure, but it also 

strengthens a country’s bargaining power by signalling that the country will not accept a bad 

deal. 

 

Unfortunately, the UK is starting from a weaker position than the EU. Because UK-EU trade 

accounts for a much larger share of the UK’s economy than the EU’s economy, the UK needs 

a deal more than the EU does.2 This puts the UK at a disadvantage.  

 

The weakness of the UK’s position is exacerbated by the two-year time limit on exit 

negotiations imposed by Article 50, which can only be extended with the consent of both the 

UK and the EU. Suppose that if no trade agreement is reached before the UK leaves the EU, 

UK-EU trade reverts to WTO rules with tariffs on goods trade and no access to EU markets 

for most UK services producers. Then as the two-year limit approaches, the UK will become 

increasingly desperate to obtain an agreement, making it more likely that the UK accepts a 

poor deal. 

 

In this scenario, the EU has an incentive to slow down the pace of negotiations knowing that 

as time passes, its bargaining position becomes stronger. This explains why EU leaders are 

currently refusing to conduct informal negotiations before the UK triggers Article 50. 

Reducing the time available for negotiations benefits the EU.  

 

There are two obvious steps that the UK can take to increase its bargaining power. First, 

delay triggering Article 50 until the government has decided its post-Brexit objectives and 

EU leaders are ready to start negotiations. Prime Minister Theresa May’s commitment to 

invoke Article 50 in early 2017 before the French and German elections weakens the UK’s 

position because the EU will not be able to participate in meaningful negotiations until after 

these elections. By triggering Article 50 too early, the UK would unnecessarily start the two-

year clock ticking.  

 

Second, the UK’s immediate objective after invoking Article 50 should be to neutralise the 

two-year time limit by agreeing a transition arrangement to govern UK-EU trade relations for 

as long as necessary between when the UK leaves the EU and when a longer-term agreement 

is concluded. Returning to the principle that you only get what you give, the UK needs to 

decide what it is willing to offer the EU in return for a transition agreement.  

 

The UK could also seek to improve its bargaining position by maintaining secrecy around its 

negotiating objectives and bargaining tactics. There is a difficult balance to be struck between 

the bargaining advantage that the government could gain by keeping its cards hidden and the 

need for democratic accountability in formulating the UK’s negotiating objectives and 

choosing between alternative trade policies. A reasonable solution could be to combine 

public debate on broad policy objectives with secrecy over the exact trade-offs that the UK 

would be willing to make to achieve its objectives.  

 

                                                           
2 In 2014, the UK’s exports to the EU accounted for 13% of UK GDP, whereas the EU’s exports to the UK 

accounted for 3% of EU GDP. 
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4. Invest in negotiating capacity 

 

Trade agreements involve many simultaneous policy changes, making it difficult to analyse 

their economic consequences. Smart negotiators use this uncertainty to their advantage by 

ensuring that they are better informed than their opponents about who stands to gain and who 

stands to lose from any policy proposal. This enables them to secure the deal that best meets 

their objectives. 

 

Having not participated in trade negotiations for the past 40 years, the UK currently has very 

little negotiating capacity. To become a smart negotiator, the UK needs to invest heavily in 

four areas of expertise. First, it should hire the best available trade negotiators to negotiate on 

its behalf. Trade lawyers are needed to understand and write the text of trade agreements.  

 

Second, it needs diplomatic expertise to provide information on the objectives and strategies 

of its negotiating partners. Successful negotiators outmanoeuvre their partners by anticipating 

what they want and what they’re willing to concede. The UK’s diplomats are well placed to 

provide advice on what European leaders are thinking. 

 

Third, the government should strengthen existing links and develop new links with UK 

businesses to obtain feedback on how they will be affected by different policies. Without 

speaking to businesses, it is not possible to understand exactly how firms will respond to 

alternative market access arrangements. The government should seek to ensure continuing 

communication throughout the negotiation process. 

 

Finally, the government needs to invest in the expertise needed to analyse the economic 

consequences of alternative possible trade agreements and identify which proposals are best 

for the UK’s economy. Economic considerations should not be the only factor that affects the 

UK’s policy choices and economic analysis is a necessarily imperfect art. But without 

quantitative estimates of the effects of proposed trade agreements, the government will not be 

able to evaluate the costs and benefits of different options. 

 

Moreover, high-quality analysis will be necessary to understand whether the concessions that 

other countries offer the UK during negotiations will indeed benefit the UK. The UK 

government does not currently have the capacity to undertake state-of-the-art quantitative 

analysis of trade policy. Building this capacity should be a priority if the UK chooses to leave 

the EU’s customs union and develop its own independent trade policy.  

 

 

Conclusions 
 

Since the UK joined the EU in 1973, trade policy has played a minor role in UK politics. 

Now it’s back. Much has and will continue to be written about what the objectives of post-

Brexit UK trade policy should be. But whether the UK is able to achieve the objectives it 

eventually chooses will depend on the success of its negotiating strategy. 

 

Trade negotiations are a bargaining game between countries seeking to reap the gains from 

international coordination while giving up as little as possible to their negotiating partners. 

This suggests four principles that should guide the UK’s approach to trade negotiations: (1) 

You get what you give; (2) Where negotiations start from matters; (3) Bargain from a 

position of power; and (4) Invest in negotiating capacity.  
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With its limited existing capacity to undertake trade negotiations and its need to reach some 

kind of deal with the EU before Brexit occurs, the UK is starting from a weak bargaining 

position. But by adopting these four principles, the government can ensure it makes the best 

of a bad hand. 
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