Brexit or Bremain?
What to Expect from the
European Union Referendum
In an upcoming referendum across the pond, British citizens will head to the polls
to decide if the United Kingdom (UK) will remain in or exit from the politicaleconomic union known as the European Union (EU). Amid growing concern
over the EU’s control of regulatory, immigration, security and trade issues, the
referendum is more nuanced and politically charged than a debate purely on the
pros and cons of participation in the economic union. The June 23rd referendum
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will be the first since the UK voted to remain in the EU’s predecessor, the
European Economic Community (EEC), in 1975 and follows a campaign promise
by Prime Minister David Cameron in 2015 for the British people to formally have
a say in the UK’s membership in the EU. Mr. Cameron is the leading proponent
for the UK to stay within the EU. Amid a well-documented list of other global
macroeconomic risks, the implications of a “Brexit” (a British Exit) have the
attention of investors around the world.
The structure and cadence of a Brexit are not clear as the departure would
require several years of complex, layered and likely contentious negotiations with
the EU. Options for the UK post Brexit include joining the European Economic
Area, negotiating custom terms with the EU or simply becoming a standalone
member of the World Trade Organization. Each option has its own costs and
sovereignty implications. In a perfect world, the UK would enjoy the benefits of
the economic union without further political integration into the EU and would
regain the ability to control its immigration policy. Unfortunately, other EU
members strongly oppose the UK’s desired special status and see it as a threat
to the very existence of the EU. As a result, in the event of a Brexit, some EU
members may seek punitive measures against the UK as a deterrent for other
countries that are also experiencing a ground swell in anti-EU political sentiment.
In addition to haggling with the EU post Brexit, the UK will need to negotiate new
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trade deals with countries outside the EU including the US and China without the negotiating
power provided by the 28 country EU. The UK has limited experience and administrative
infrastructure to effectively tackle this daunting process.
While it will take several years to establish new trade agreements post Brexit, the capital markets
will adjust quickly. In the short-term, investors will require higher rates of returns on their
British investments. Trade with and foreign investment in the UK will be curtailed. Consumer
confidence will probably be rattled. Up against the referendum, the Brexit issue is already
weighing on British markets, most noticeably in currency markets where the Pound has declined
over 8% against the US Dollar and Euro over the last twelve months. British equities have also
lagged broad domestic and international indices over the last twelve months. Yields on UK Gilts
(equivalent to US Treasuries) have remained low. Longer term, a Brexit would curtail foreign
investment, reduce trade between the UK and the EU, increase costs and complexity in facilitating
trade and tighten immigration policies. All of these issues will serve to produce meaningful
headwinds to long run British GDP potential as the opportunity for innovation and productivity
gains are reduced. Against the backdrop of slower economic growth and an anticipated
accommodative monetary policy response by the Bank of England, yields on UK Gilts would be
expected to further decline.

Pound Has Declined Over 8% Against the US Dollar and Euro Over the Last 12 Months
1-year Performance of Pound Relative to US Dollar and Euro

Source: Bloomberg as of 6/11/2016
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The economic theory of comparative advantage is
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II era tag line, the best answer is likely to “Keep calm

English Channel.

and carry on.”
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