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Brexit: A new industrial strategy
and rules on state aid
Nicholas Crafts
Depending on the outcome of negotiations, Brexit potentially changes the
rules that govern the use of industrial policy. The UK government has in mind
risky policy reforms that appear to be incompatible with EU rules on state aid.
This column argues that this is an unheralded downside of a hard Brexit.
The UK government has both embarked on Brexit and announced the outline
of an ‘industrial strategy’ (HM Government 2017). The two initiatives are more
closely related than is generally recognised because leaving the EU could mean
a relaxation of rules controlling state aid, while the new supply-side approach
entails a shift towards selective industrial policy.
Should we see this as an exciting new opportunity to build a stronger economy
or as an unwelcome threat to the making of well-designed economic policy? In
two recent papers, I argue that the latter is nearer the mark than the former
(Crafts 2017a, 2017b).
State aid is defined by the EU as interventions – including grants, subsidies,
loans, guarantees, and tax credits – that give the recipient an advantage on a
selective basis that has distorted or may distort competition and which are likely
to affect trade between member states. These are generally prohibited, but there
is a broad exemption for horizontal industrial policies deemed to address market
failures with relatively slight implications for trade.
State aid has to be notified to and approved by the European Commission,
whose decisions are subject to scrutiny by the EU courts. Under this regime, UK
expenditure on state aid has been relatively low: in 2014, it was 0.33% of GDP.
Table 1 reports the main categories of expenditure and also notes spending on
sectoral development; this was only about 0.1% of the total.
Table 1. UK expenditure on state aid, 2014 (million euros)

Note: total excludes agriculture and transport.
Source: European Commission (2016)
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If, following Brexit, the UK chooses to stay within the European Economic
Area (EEA), rules on state aid would remain much the same. Selective industrial
policy would generally remain illegal.
If, as seems more likely, the eventual outcome of Brexit is a trade agreement
between the EU and the UK, the implications are somewhat less clear.
Nevertheless, it seems quite likely that the EU would insist on continuation of
the equivalent of EEA rules and enforcement mechanisms: a majority of existing
EU trade agreements have legally enforceable rules on state aid (Hofmann et al.
2017). On the other hand, a hard Brexit with a default solution of WTO trade
rules would allow much more scope for selective industrial policy as is underlined
by the recent surge in ‘murky protectionism’ (see Table 2).
Table 2. G20 protectionist measures recorded by GTA (2009-2016)

Source: Evenett and Fritz (2016)

The Green Paper (HM Government 2017) aspires to deliver “a stronger
economy and a fairer society” so that “more people in all corners of the country
share in the UK’s success”. It identifies ten pillars for the new industrial strategy
(see Table 3).
Table 3. The 10 pillars of UK industrial strategy

Source: HM Government (2017)
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It is conventional to distinguish between ‘horizontal’ and ‘selective’ industrial
policy. The former addresses economy-wide issues with a view to correcting
market failures and removing policy distortions. Well-designed policies can
improve productivity and perhaps have a small positive impact on the rate of
economic growth. Many of the ten pillars, especially the first three, are essentially
of this horizontal type.
The latter – selective industrial policy – entails interventions that favour
particular sectors and/or categories of investment, skills, technologies or places.
The fifth, sixth and especially the eighth pillars can be seen as explicitly selective
policies.
The most eye-catching new policy initiative relates to the pillar “cultivating
world-leading sectors” in terms of a proposal for “sector deals”. The Green
Paper indicates that the government is prepared to work with any sector that
can organise behind strong leadership to help deliver upgrades in productivity.
This could involve addressing regulatory barriers, promoting competition and
innovation, working together to increase exports, and working together to
commercialise research.
To complement this, it is intended to take a strategic approach to government
procurement to support investment in innovation and skills. All major government
projects will be structured so that UK-based suppliers are in the best position to
compete for contracts.
There will also be a new, more strategic approach to inward investment.
This clearly envisages giving more inducements for foreign direct investment in
projects that are judged to have a greater impact on economic growth.
Taken together, these three announcements signal an intention to rebalance
industrial policy towards a distinctly more selective stance.
The proposed horizontal policy reforms to innovation, infrastructure, and skills
can happen with or without Brexit, whatever the flavour of Brexit. The obstacles
to better policy in the past have been located in Westminster, not Brussels. It is
difficult, however, to believe that the proposed moves towards selective industrial
policy would be allowed under EU rules on state aid.
If a high priority is attached to pursuing a return to state intervention, then
that in itself would be a reason to choose a hard Brexit. If, on the other hand, a
high priority is attached to controlling the politicisation of industrial policy, then
an attractive aspect of a trade agreement with the EU is that it would provide a
commitment technology to constrain ministerial discretion.
The problem with selective industrial policy is that government failure is
highly likely. It has been widely remarked that, as in the UK in the 1970s where
such policies were an expensive failure (Morris and Stout 1985), support is
disproportionately given to declining rather than new industries, and this may be
an inherent aspect of the political economy of industrial policy that slows down
the process of creative destruction (Baldwin and Robert-Nicoud 2007).
Protection against the ravages of industrial decline is probably what many
pro-Brexit voters want: it has largely been precluded by EU membership, but
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it is a likely outcome of a newfound concern to help the ‘left-behind’. But the
constraint on political discretion arising from EU rules on state aid has been
helpful since inhibiting the exit of poorly performing firms and industries is not
good for long-run productivity performance.
In any case, it is highly desirable that as the government formulates its
industrial strategy, it pays attention to the institutional architecture (LSE Growth
Commission 2017). A framework is needed not only to replace EU rules on state
aid but also to provide appropriate oversight of the whole gamut of industrial
policy. This is highlighted by the recent deal with Nissan, which sets an unfortunate
precedent, especially since this is surely only the first of many companies that will
threaten to move production to locations inside the Single Market.
Policy guidelines for intervention should be made public and transparent, and
evidence-based evaluation both ex ante and ex post by an independent body
is required (Banks 2015). The chances of this approach being adopted in UK
policymaking have always been remote and, no doubt, it is even less likely in the
current political climate.
A recent poll of economists finds that a large majority thinks that it is time for
a new industrial strategy, but at the same time they doubt that the government
could implement one successfully (Den Haan et al. 2017). I share these opinions.
And hard Brexit reduces rather than enhances the likelihood of success since it
increases the scope for bad policymaking.
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