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‘It was the best of times, it was the worst of times,  
it was the age of wisdom, it was the age of foolishness,  
it was the epoch of belief, it was the epoch of incredulity…’ 
Charles Dickens, A Tale of Two Cities 
 
On June 24th the British public voted to end their relationship with the European Union 
by a margin of 52% to 48%, with a turnout of 72%. Since this decision it has indeed been 
the best of times and the worst of times for citizens of the UK.  Many citizens who 
supported the leave campaign have celebrated ‘victory’ and the ability to take back 
control of immigration and law making ability from the EU. These citizens view this as 
the best of times and the epoch of belief. On the other hand, it has been the worst of times 
for those supporting the remain campaign, and potentially the age of wisdom followed by 
the age of foolishness for some citizens who voted to leave, but have subsequently seen 
the financial market volatility and the economic uncertainty that such a vote has caused.  
 
Overall, this is a momentous decision for both the UK and the rest of the EU. It has come 
about for two main reasons. First is the disconnect between a frustrated population and 
the political establishment. Second is the concern of UK citizens about migration has 
overcome the concern about the economic disruption that a departure from the EU could 
generate. Although the UK has often had an uncomfortable relationship with the rest of 
the EU over the past four decades, it is the large migration inflows of recent years that 
appear to have created the momentum for this decision. 
 
The referendum is consultative and does not legally compel politicians to take any 
particular course of action. Therefore, from a legal point of view, nothing will change 
until either a withdrawal agreement is reached using article 50 of the Lisbon Treaty or the 
UK government takes unilateral action in repealing specific pieces of legislation. The 
former would take several years; the latter could occur more quickly. 
 
The Aftermath  
Following the results of the referendum, the UK has been operating in a political vacuum. 
The Prime Minister, David Cameron, has resigned and will not be able to shape the 
response to the result. The Chancellor cannot act without a Prime Minister. The 
opposition Labour party is also in turmoil with Jeremy Corbyn, the party leader, time in 



charge of the party widely viewed as coming to an end. In parliament, 479 members (out 
of 650) voted for the UK to remain in the EU but will be forced to implement a Brexit. 
On top of all that, the Scottish National Party (SNP) has called for a second Scottish 
referendum. These conditions have left investors with uncertainty and any resolution of 
that is unlikely at least until the Conservative Party leadership election concludes, which 
on current plans will be September 2nd, with David Cameron remaining in place until 
that time.  
 
The referendum also pointed out the massive divergence within the UK between the 
countryside and big cities like London, between generations (on average old people voted 
for Brexit, younger people voted to remain), and between countries (England and Wales 
vote to leave, while Scotland and Northern Ireland voted to remain).  
 
Currency: 
The effect of the leave vote was most immediately felt in the currency, which trades in a 
24 hour market. The Pound Sterling, having traded at a year to date high of 1.50 on June 
23rd (the day of the vote), dropped 8.75% on the day following the vote, easily 
surpassing anything seen in the last 40 years. The previous all-time largest move was a 
4.5% drop on November 1, 1978, during the UK’s “Winter of Discontent”. Translated 
into units of standard deviation, this move was a dramatic 13 standard deviation move 
based on 40 years of history. As of writing, the exchange rate between the Pound and the 
US Dollar is currently trading in the low 1.30’s and at its lowest levels since 1985.  
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Credit Rating 
The UK’s sovereign credit rating was also downgraded by both Standard & Poor’s (S&P) 
and Fitch. S&P had been the last rating agency to give the UK a top sovereign rating, but 
as a result of the referendum vote chose to cut the UK’s rating by two notches from AAA 
to AA. Fitch cut the UK rating by one notch from AA+ to AA. Both agencies also 
maintained a negative outlook on the UK, citing the growing political uncertainty, 
deteriorating external financing conditions and the likelihood of an abrupt slowdown in 
economic growth. Neither of these decisions are a surprise, with all three major ratings 
agencies warning prior to the vote that a Brexit scenario would likely be adverse for the 
UK’s credit worthiness. However with the UK still on a negative outlook, there remains a 
risk that the UK rating is cut further from here.  
 
Financial Markets: 
In the two days following the vote stock markets around the world moved sharply lower 
as did the yields on US Treasuries (lower yields mean higher prices and generally reflect 
a flight to safety). However, following the two day sell-off global financial markets have 
largely calmed. This reflects the event being viewed as principally a UK affair with 
global contagion appearing to be currently contained.  
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The most challenged sector has been UK banking, as people continue to ‘fight the last 
war’, which was the financial crisis in 2007-08, where banks were the source of the 
problem. For UK banks which are principally retail and commercial domestic lenders 
some of the decline in share price is justified as they will witness lower interest rates, 
slower loan growth and rising credit losses which are all negatives for future earnings. 
However, from a credit and solvency perspective, the outlook is much better. UK banks 
have very high capital ratios of 12-16% and liquid balance sheets. They performed well 
in the recent stress tests, and there doesn’t appear to be any signs that what may be a 
political crisis turning into a banking crisis.  
 
What’s next for the United Kingdom? 
There are myriad uncertainties in how the UK’s relationship with the EU will evolve in 
the wake of the referendum. The first step will be the election of a new leader of the 
Conservative Party and Prime Minister (PM). The nearly 125,000 members of the Party 
will choose from 2 candidates selected by Members of Parliament (MPs). The incoming 
PM is likely to seek Parliamentary approval for submitting the formal article 50 request 
to leave the EU. While it has been argued that it might not be strictly necessary for the 
PM to gain approval before submitting article 50, it seems likely, given the importance of 
its meaning and the fact that the referendum in itself is not legally binding. This is 
probably the crucial point wherein Brexit could be stopped, if it is to be blocked. Enough 
Conservative MPs would need to defy the leadership to prevent a motion from passing, 
which is possible if they don’t believe that the UK would have access to the single 
market. This could generate a confidence vote and possibly a new general election if it 
occurs. However, it is more likely that Conservative MPs will fall in behind the leader 
and implement “the will of the people” as expressed in the referendum. 
  
Negotiations on the form of the EU exit begin soon after the article 50 request is 
submitted. On the EU side, the Commission will be acting on the basis of a mandate from 
the Council, and it appears representatives from the Council will be involved on an 
ongoing basis. On the UK side, parties representing the constituent nations will likely be 
present. The EU likely will attempt to focus on the issues relating to the UK exit, rather 
than those relating to the future relationship. The UK is likely to spend the first period of 
the negotiating process seeking to establish access to the single market on terms very 
similar to those seen during EU membership without accepting free movement of labor or 
contributions to the EU budget. It is highly unlikely that they will be successful in these 
efforts as this would provide them all the benefits of the EU, without any of the costs. 
Hence the UK will ultimately be forced to choose between a “Norway” option (accepting 
free movement of labor, EU regulations and budget contributions in return for full access 
to the single market) or an arrangement which has significantly less market access. At 
this point in time, the latter appears more likely. This means that access to the service 
sector (in particular) in the EU will likely be curtailed, along with some constraints on 
trade in goods. 
  
As the UK’s likely exit from the EU becomes more concrete, there are also three main 
issues regarding non-EU trade. First is the need to renegotiate the UK’s trade 
arrangements with over 50 countries which were established while the UK was part of the 



EU (with the UK having signed them as part of the EU, they no longer apply once the 
UK exit). Second, the UK’s membership of the World Trade Organization (WTO) has 
also been on the basis of its membership of the EU. The head of the WTO has stated that 
it is likely the UK will have to renegotiate the terms of its WTO membership. Third, 
leave campaigners argued that the UK would be able to strike its own trade deals with 
countries like the US, China and India upon leaving the EU, so there may be the 
beginnings of some effort in that direction. 
  
What about a Second Referendum?  
The possibility of a second referendum has become a popular topic in the media as there 
has been numerous pro-EU rallies across the UK and more than four million people have 
signed an online petition for a second referendum vote to be held. 
 
While anything is possible of course, another referendum seems unlikely at this stage. 
David Cameron and Jeremy Corbyn have both made it clear that they would accept the 
public decision to ‘Leave’. Perhaps more importantly, each candidate (Theresa May, 
Michael Gove and Andrea Leadsom) who is currently in the running to potentially take 
over the Conservative leadership has stated his or her committed to implementing the 
decision of the referendum to leave the EU. This view could change, especially if the 
economic fall-out turned out to be substantial. But the degree of economic fall-out will 
probably not become widely known until several months down the line. At the moment, 
Leave campaigners are describing potential ‘bumps’ in the economic road.  
 
To hold a second referendum, Parliament would have to authorize a second vote. Even 
holding a vote on authorizing a second referendum could risk splits in both Labour and 
Conservative parties and have consequences in the next General Election. An alternative 
is whether Parliament could simply over-ride the referendum result. In principle 
Members of Parliament (MPs) could since the referendum itself is not legally binding. 
But blocking the referendum result could bring a political penalty as 52% of the public 
that voted in the referendum voted to “Leave”.  
 
All this suggests that a general election and, in a second step, a change of government 
would be needed to deviate from the path pointing towards exit.  
 
A General Election: 
A General Election can be called in two ways: two-thirds of MPs can vote in favour of 
dissolving Parliament (under the Fixed Parliament Act) or a motion of no confidence in 
the government must be passed and no alternative Government formed within a fortnight. 
The last motion of no confidence to pass ended the James Callaghan Government in 
1979. There is some speculation that one of these events could occur and open the door to 
a route for the UK remaining in the EU, or at least seeking a ‘Norway-style’ trade deal 
that preserved single market access.  
 
What will matter both for markets and the economy is whether there would be a general 
election and what manifestos each party would run on with respect to the EU. While there 
may be a chance of one of the main parties running on a pro-EU ticket – perhaps seeking 



a Norway-style deal even if it meant allowing free movement of workers – there would 
also be political risks from that, given that MPs in both main parties currently support an 
alternative stance. There could also be a price to pay at the ballot box. That said, if there 
were a General Election and the Conservatives lost, Labour may have to depend on either 
or both of the Liberal Democrats and Scottish National Party for support, both of which 
back continued membership of the EU. In short, a General Election scenario is clearly a 
possible scenario but there is currently no insight into how things would play out and 
therefore no way to have a good sense as to what they would mean for global economies 
or markets.  
 
Scotland:  
While the UK as a whole voted to leave the EU, Scotland voted 62%-38% to remain. 
Opinion polls released since the referendum result suggest that support for a new 
referendum has moved above 50%, as has support for Scottish independence. Given the 
vagaries of polling of late, the reported levels of support should not be taken too 
seriously. But the direction of movement is clear. The SNP is currently the dominant 
force in Scottish politics, despite not having a majority in the Scottish Parliament. Their 
control over mechanisms of representation in Scotland makes it near certain they will be 
at the table as the EU negotiation process takes place. And that process is likely to 
provide ample opportunity for the SNP to highlight changes in the relationship with the 
EU being driven by Westminster, against their will. It seems likely that support for 
Scottish independence and a new referendum will build. 
  
The incoming UK PM is likely to resist calls for a new referendum on Scottish 
independence at first, in the hope that such calls will diminish and other political issues 
emerge which overtake the independence debate in Scotland. However this strategy could 
be a risky one as resistance in Westminster to a referendum could cause support for a 
referendum in Scotland to build. It is extremely difficult to gauge when those pressures 
will generate a new referendum. In a new referendum, the choice would be between 
Scottish independence and a future membership of the EU, versus remaining within the 
United Kingdom. 
  
At the last referendum, the corporate sector, politicians from elsewhere in the UK, and 
those from elsewhere largely backed the idea of Scotland remaining within the UK. 
However, it is likely that the group arguing for Scotland to stay will be more narrowly 
based the next time around, which could lead to an increased chance that Scotland will 
vote for independence.  
 
However, the choice might not be as straight forward as some of the SNP would have 
voters believe – similar to Brexit. During the Scottish independence referendum 
campaign of 2014, the EU made it clear that a new Scottish state would need to go 
through the usual procedures for a new state to join the EU if it wished to do so. It is 
typically thought to take 5-7 years, and at several points in the process unanimity among 
the existing member states is required to proceed. Given that Scotland was previously in 
the EU, establishing the necessary convergence in the required 35 policy areas might be 
accelerated relative to the usual 5-7 year timeframe. But the signal being sent from the 



rest of the EU last time around was that Scotland joining the EU would not be an 
accelerated process, given that a number of countries were and still are struggling to 
manage regional pressures of their own. Among these countries Spain is the most 
conspicuous have already strongly hinted that they would veto Scotland’s entrance into 
the EU.  The reason for Spain’s interest in vetoing an independent Scotland from entering 
the EU is due to the fear that Catalonia might be encouraged to hold a similar referendum 
to seek independence from Spain and enter the EU (similar to Scotland leaving the UK).  
  
Another key issue will be establishing the currency arrangements. All countries joining 
the EU since Maastricht have a treaty obligation to join the euro at some point. But this 
legal requirement does not come with any predetermined timescale. Sweden, for 
example, is subject to this commitment but has made it clear that it will only make moves 
toward euro adoption when they see fit. Through this mechanism Scotland could avoid 
being forced to adopt the Euro and the single monetary policy that comes with it for 
many years. However, it is highly unlikely that Scotland would be able to continue to use 
the pound sterling as its currency on an ongoing basis. As an independent country it 
would have no claim on influencing the Bank of England’s monetary policy, and no 
access to a stock of sterling reserves large enough to underpin a lender of last resort 
facility for its financial sector. As a result, independence would likely come with the need 
to create a new currency for Scotland, and an independent monetary policy. That raises 
big challenges of implementation.  
 
Lastly, a by-product would be the need for a ‘hard’ border between England and 
Scotland, so that flows of individuals between the two nations could be controlled should 
Scotland leave the UK and join the EU – a situation similar to what Ireland is currently 
facing with Southern Ireland (which was not part of the UK) being a member of the EU, 
while Northern Ireland (a part of the UK) currently faces the prospect of no longer being 
a EU member.   
  
Overall, the lower price of oil, the likelihood of a “hard” border with England, and the 
need to implement a new currency are all issues those campaigning for Scottish 
independence will need to address. It is perhaps a recognition of these issues, alongside 
voter fatigue after recent referenda, that has moderated the SNP’s calls for a new 
referendum on independence thus far (the SNP has said it should be “on the table” rather 
than pushing for a specific timeframe). But the recognition among Scots of a need to 
make a difficult choice will likely grow over time.  
 
The effect on Global Economies:  
Putting numbers on the impact of such a unique shock is hard. However, it is important to 
note that this is a political crisis and not a financial crisis. The political issue at stake as of 
today is how exactly the UK exits the European Union. The country has indicated it 
wants to leave the political union but the economy needs to remain a member of the free 
trade area in order to maintain its current strength. The decision to leave will almost 
certainly have adverse effects on the UK economy as business spending and investment 
slow with the uncertainty ahead. This slowdown will likely cause the Bank of England to 



cut interest rates to zero, although they have indicated that they do not want to take rates 
negative, as the UK face increased chance of slipping into a recession in the near term.   
 
Outside the UK, the Eurozone will be most impacted, which will likely result in further 
easing measures from the European Central Bank (ECB). The most important issue for 
Europe is whether or not Brexit creates the circumstance under which the EU begins to 
unravel through other members holding their own referendums to leave. Perhaps on the 
margin Brexit encourages other populist movements, but currently the probability of 
contagion appears low. Indeed, the results of the Spanish election over the weekend of 
June 25-26 were better than expected for the center right party and worse for Podemos, 
the populist party, possible influenced by negative effects seen from the fallout in the UK 
from the Brexit vote.  
 
In addition, the UK was always the least attached of the major EU nations, with the best 
prospects for making it on its own. The UK has its own currency, its own banking 
regulator, and in many ways the British people never felt European. From the earliest 
days of the UKs original application to join the European Economic Community (the 
precursor to the EU) in 1961 there was much public outrage and the feeling of EU-
skepticism has been an eternal flame for many in the Conservative party for decades, 
causing issues for both PM Thatcher and PM Major. Lastly, the economic fallout which 
appears to be impacting the UK economy currently will likely act as a deterrent to other 
countries, however, only time will tell as to the severity of economic problems the UK 
economy will face, the less severe the fallout the more likely other countries may follow 
with their own referendums, which is one of the major reasons that the EU will likely not 
give favorable terms to the UK.  
 
For the US economy, a geopolitical shock like this could impact business confidence. But 
there is nothing that directly and immediately delivers a financial disruption and currently 
it looks like the effects should be minimal. However, one lingering effect is the rally in 
the bond market, with the yield on the U.S. 10-year Treasury bond falling to 1.35% at 
time of writing (07.05.16), down from 1.75 percent on the day of U.K. referendum. 
Along with the spike in demand for safe-haven assets, the drop in bond yields also reflect 
markets pricing in more accommodative monetary policy in the US. Given heightened 
global and financial market uncertainty, the Fed will likely be on hold longer than 
originally anticipated. Fed funds futures markets have now taken a rate hike completely 
off the table in the coming meetings, with the probability of easing now increasing. 
 
Overall, the Brexit vote was a shock to financial markets because an electorate in a 
country with no economic or financial crisis voted to dramatically change its political 
status quo. The result does show evidence that developed country electorates are 
becoming disillusioned by globalization. This is not unique to the UK as most European 
countries have seen growing support for anti-system parties of either the far left and far 
right. And in the US, candidates expressing skepticism over free trade and globalization 
performed very well in the primaries for this year’s Presidential election. Going forward, 
investors need to be cognizant of populism as it is becoming an increasing risk to politics 
and markets, and thereby investment portfolios.   



This document is not to be construed as an offering or intended as a recommendation to 
buy or sell securities and is being provided for informational purposes only.  These 
points represent the opinions of the author, and as such, should not be construed as 
investment advice.  Results shown are purely historical and are no indication of future 
performance.  Past performance is not intended to be, and is not to be construed as, an 
indication of likely future results.  Past investment performance should be only one of 
several factors when engaging an investment manager.  
 


