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Key Takeaways: 

1) On June 23
rd

 there will be a referendum vote (known as Brexit) for UK citizens to decide whether they want 

to remain a part of the EU or leave the EU.  Currently, polls show slightly more support for remaining in the 

EU over leaving. 

2) Preferred securities issued by UK banks and insurers may experience volatility as the day of the vote nears 

and the press coverage increases, although some risks have already been priced into the market.  The rest 

of Europe has been relatively isolated from the headline risk of Brexit news, which should continue.   

3) If the UK votes to leave the EU, there will be considerable uncertainty while they develop a new set of 

regulations and trade agreements.  This is likely to take a couple of years so there will be no immediate 

changes.   

4) The banks that will be materially impacted by a Brexit have already started developing a plan to limit the 

effect.  We believe the worst case is modest profit pressure on the banks as the uncertainty limits 

Investment Banking revenues.     

5) The long-term effect of a Brexit on the EU as a whole would be limited, but it could impact certain individual 

economies, such as Ireland, that are more closely tied to the UK. 

What are the important dates for the Brexit? 

British Prime Minister, David Cameron, has scheduled the referendum vote for June 23
rd

, 2016.  The vote will simply 

involve a ballot with 1 question, Should the United Kingdom remain a member of the European Union or leave the 

European Union?  

What are the polls saying about the chances of leaving? 

As of May 8, 2016, the polls point to slightly more support for remaining in the EU vs leaving (46% vs 42%), with about 

10% of voters undecided.  Since people in support of a change are more likely to be vocal, the polls may be naturally 

skewed towards leaving.  The UK citizens in support of the status quo don’t feel the need to promote their view 

because they aren’t calling for any action.  As the day of the vote gets closer and the perceived risk of leaving increases, 

we believe that supporters of remaining in the EU may become more vocal. This pattern was previously observed 

during last year’s Scottish referendum which ended up with Scotland remaining in the UK despite some early opinion 

polls which suggested an exit was possible.  

What happens to the UK if they vote to leave the EU? 

If there is a vote to leave, there is a 2 year time frame for departure during which the EU and Britain must negotiate the 

terms of a new relationship.  Until the terms are finalized, EU legislation will continue to apply to the UK.  Some 

important factors involved include access to the EU single market, “free movement” of EU citizens, and regulation on 

UK companies.  Also, since the EU negotiated all their trade agreements with non-EU countries, the UK government will 



have to negotiate over 30 new bilateral trade agreements simultaneously.  This will be a very complex process, and 

likely will take the full 2 years to complete.  During this time, there will be significant uncertainty around future rules 

and regulations for businesses in the UK and for trade partners of the UK.  This uncertainty is likely to lead to slower 

economic growth in the UK as businesses defer investment spending, merger interest reduces and consumer spending 

slows in the UK until there is more clarity on regulations.   

What are the benefits for the UK of leaving the EU? 

Supporters of the Brexit believe the UK is being held back by the EU.  They believe that there are too many onerous 

regulations on business and their EU membership contributions exceed the benefits they receive.  Also, the EU allows 

“free movement” within EU countries, so a visa isn’t required to go and live in another EU country.  Leaving the EU 

would allow the UK to retake control of their borders to limit employment to foreigners.  The support for this aspect of 

the Brexit argument has been amplified recently by the European immigration crisis.  The rules and regulations on 

businesses are likely to be changed in the 2 year period following a vote to leave, but supporters believe they will be 

able to develop these around the best interests of the UK, rather than the 28 countries of the EU. The opinion is that a 

more tailored set of rules and regulations for the UK will allow their economy to grow faster than the current pace.     

What are the disadvantages for the UK of leaving the EU? 

Supporters of the UK remaining a part of the EU believe there are substantial benefits from EU membership.  The single 

market allows free trade between all countries within the EU, and 45% of British exports go to the EU while the UK 

accounts for a smaller portion of EU exports.  If the UK leaves the EU, it may have reduced trade access to the EU single 

market, which could cause a net reduction in UK growth and exports.  Also, during 2012-2014,  10% of UK GDP came 

from business investment, but the uncertainty surrounding regulation following a Brexit could lead to a significant 

number of companies putting investment projects on hold.  Finally, London currently is the largest financial center in 

the EU and a UK exit could reduce its importance as a financial center for all of Europe.       

What affect will a Brexit have on the EU? 

The biggest risk for the EU, in the event that the UK votes to leave, is that it sets a precedent and template for other 

countries to exit.  That could provide support for the rise of antiestablishment parties and potential interest in exiting 

the EU from other countries.  The fact that many other EU countries also use the Euro currency would make any such 

exit for those countries more complex and economically difficult than the UK experience.    From an export reliance 

standpoint, there are certain countries within the EU that could be hurt more than others if the UK loses access to the 

single market.  The countries with the highest exposure of exports to the UK, measured as a percentage of GDP, are 

Ireland, Malta, Belgium, and Cyprus.  The EU as a whole shouldn’t be materially affected, but some individual 

economies that are more closely tied to the UK could see a negative impact from a Brexit.   

How are UK banks affected by a potential Brexit? 

The UK banks have the most risk if the UK votes to leave the European Union, because of the uncertainty around 

regulations that will follow and the impact on the UK as a financial center.  We believe the banks with large investment 

banking (IB) divisions and high exposure to commercial loans have higher potential profitability risk than more 

traditional banks catering to the UK consumer and small business sectors.  M&A deals involving the UK have essential 

come to a stand-still because of the uncertainty caused by the Brexit vote, which is already hurting the banks IB 

revenues.  Investment projects by businesses are being put on hold, limiting commercial loan growth.  The effect of a 

Brexit on banks will largely depend on the outcome of the post-referendum negotiations between the UK and EU.  Over 



the longer term, the UK is a healthy, vibrant and diversified economy that is likely to perform well in either scenario – 

the risks are around short-term volatility associated with the vote.   

How are European banks affected by a potential Brexit? 

Foreign banks with significant investment banking and trading divisions in London may want to shift at least some of 

their operations to Paris and/or Frankfurt over the next few years if the UK votes to leave the EU.  This would favor 

banks with stronger franchises in continental Europe over those focused in the UK in the near term, but over a longer 

term we are not sure this shift would have much impact on the banks.  The effect on the investment banking divisions 

has already shown up in the first quarter earnings, as M&A advisory fees have been materially lower throughout 

Europe due to uncertainty.  If Brexit led other countries in the EU to consider their own referendums, that would create 

deeper uncertainty for banks and the markets in the EU.  However, it would be substantially more difficult for a 

Eurozone EU member to consider leaving because of the need to create a new currency, so we believe further exit is 

unlikely.   

How will preferred and hybrid securities be affected by a potential Brexit? 

In the event of a vote to leave, UK banks will face increased uncertainty and their securities could experience some 

volatility until there is more clarity regarding the future relationship with the EU.  From a fundamental standpoint, 

slower UK growth due to uncertainty could create some modest profit pressure.  Banks in the rest of Europe have been 

fairly isolated from the Brexit-related weakness because it is less likely to cause credit deterioration at these banks.  

The main potential risk would only arise if Brexit leads to other EU countries considering leaving, which appears 

unlikely.  For traditional consumer and commercial banks, the UK remains one of the more attractive banking markets 

in Europe in terms of margins, growth and economic activity.  While the Brexit vote may create some short term 

volatility in UK bank and insurance preferred and hybrid security prices, we do not believe that the vote, irrespective of 

outcome, will have any lasting long-term negative impact.   

How has Stonebridge’s strategy been affected by Brexit? 

In our various strategies, we own hybrids and preferred securities of UK based banks and insurance companies.  After 

the US, the UK is the largest issuer country weighting of the major preferred indices.   Most of the major UK issuers are 

large global entities that derive only a portion of their earnings from the UK, so they are already partially insulated from 

any possible negative Brexit fundamental outcomes.  We believe that the investments we hold are issued by stable to 

positive credits and contain attractive structural features.  While some UK issues have experienced minor volatility to 

date we remain confident that the issuers we own are well protected irrespective of the Brexit vote outcome.   

The views expressed are current as of the date indicated and are subject to change in the future. 
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