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Summary
• It’s impossible to say what impact the UK leaving the EU
would have on the economy. Depending on one’s views
and methodology it is possible to generate a wide range
of results.
• Nonetheless, the uncertainty associated with the
referendum does seem to have been associated with
a decline in activity and this might reasonably be
considered to be aggravated were the UK to vote to leave
the EU.
• Whilst the polls are close, the bookmakers are currently
pricing about an 80% probability that the UK will vote to
remain part of the EU.
• A vote to remain would be expected to be accompanied
by a rally in equities, financials and mid caps in particular,
and a rally in sterling, these being the assets that have
underperformed the most for the year-to-date. Rate
expectations would also be expected to rise.
• If the UK votes to leave, much uncertainty would follow
with a negative impact expected on UK asset prices.
The EU would be expected to adopt a tough negotiating
stance to deter other countries from going down the
same route.

Daniel Murray
Chief Economist
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• Anti-EU Conservative forces contributed to the downfalls
of both John Major and Margaret Thatcher. Whatever
the result of the referendum, there is a risk the antiEuropeans feel emboldened by the vote and, rather than
drawing a line under the subject, the European problem
rises again to divide the Party.
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Introduction
In a month’s time - on 23rd June - the UK will hold a referendum
to determine whether or not the country remains part of the
European Union (EU). The last time such a vote was held was
in 1975 so this will be the first opportunity for many of today’s
voters to express a view on the UK’s EU membership. The vote is
of international significance because the consequences of a vote
to leave would have global ramifications. Amongst other things it
would call into question the future of the EU.

Costs and benefits
Since the referendum announcement an enormous amount
of literature has been written seeking to identify the relative
merits, benefits and costs of EU membership. Most of that
analysis involves a high degree of speculation and hypothesising,
much of which is driven by political bias. However, making a
true assessment is incredibly difficult to do because there is no
precedent; there are no examples of a country exiting the EU.
Table 1 illustrates the broad range of estimates associated with
the potential costs and benefits of leaving the EU. The numbers
in the table are shown such that a positive number corresponds
to a net benefit to the UK economy of being a member of the EU;
if the UK were to leave the EU, the net benefit would disappear.

For example, the Campos, Coricelli & Moretti report of 2014
estimates that being a member of the EU brings a benefit to the
UK economy of 20% of GDP. If the UK were to leave this would
therefore represent a cost of 20% of GDP according to their
estimates.
A separate report by HM Treasury1 provides estimates under
different scenarios regarding the potential impact on UK GDP in 15
years time. The central estimate under which the UK negotiates
a bilateral agreement with the EU shows a decline in GDP per
household of £4,300 per annum after 15 years. The range of
estimates HM Treasury provides varies from a decline of £2,600
per annum to a decline of £5,200 per annum.
The analysis behind these reports generally employs sophisticated
analytical techniques to try to forecast the impact of Brexit
according to various different economic dimensions such as
trade, foreign direct investment, immigration, financial markets,
productivity and so on. However, being able to forecast any one
of these with any degree of accuracy is difficult enough in itself,
let alone trying to forecast the joint impact. This explains the wide
range of estimates. In truth, it is possible to identify both positives
and negatives associated with exiting from the EU but in aggregate
we simply do not know what the overall impact would be.
It is notable, however, that more recent estimates lean towards the
view there will be a net cost to the UK of leaving the EU, not least
because of the uncertainty likely to persist for some time following

Table 1. Estimates of the benefits of EU membership to the UK economy
Report

Impact on the level of UK GDP of EU Membership

Mid Point

+20%

20.00%

+2.2% to +9.5%

5.85%

+4% to +5%

4.50%

NIESR / Pain & Young 2004 *

+2.25%

2.25%

Mansfield - Brexit Prize 2014 *

-1.1% to +2.6%

0.75%

Open Europe 2015 *

-1.6% to +2.2%

0.30%

Campos, Coricelli & Moretti 2014 **
LSE CEP 2014 *
CBI 2013

US International Trade Commission 2000 *

+0.02%

0.02%

Institute of Directors 2000

-1.75%

-1.75%

-3.2% to -3.7%

-3.45%

-4%

-4.00%

-5% to -10%

-7.50%

IEA (Minford et al) 2005
Civitas 2004
UKIP / Tim Congdon 2012 ***
Average

1.54%

* These studies are those which estimate the costs or benefits of the UK leaving the EU. In the table, these studies are converted
to provide an implicit impact on UK GDP associated with membership of the EU. Where ranges are shown for these studies, this
represents uncertainty around the terms of a post-exit renegotiation.
** Relative to a synthetic counterfactual.
*** Reported as -5% in the Bank of England report, but reported as -10% in a separate report prepared by Capital Economics for
Woodford Investment Management.
Source: Bank of England report on ‘EU Membership and the Bank of England’, October 2015.
http://www.bankofengland.co.uk/publications/Documents/speeches/2015/euboe211015.pdf
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The polls related to the Brexit vote have been remarkably
consistent over time. For those people asked who expressed
a preference, the polls suggest the vote is fairly evenly split,
as shown in Chart 1. At the same time, most polls show that a
relatively large proportion of voters remain undecided.3 The most
recent polls of the last few days have shown the Remain camp
taking a slight lead but this has happened on occasions in the past,
only to see the gap subsequently narrow.
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a vote to exit. The IMF recently noted2 that “A vote for exit would
precipitate a protracted period of heightened uncertainty, leading
to financial market volatility and a hit to output.” and “The long-run
effects on UK output and incomes would also likely be negative
and substantial.”
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Source: IG.FT.com, EFG calculations. Data as at 23 May 2016.

It is notable that for both the UK general election last year and
the 2014 referendum on Scottish independence, the final result
showed a bias towards the status quo in excess of what the polls
were anticipating ahead of the event – see Charts 2 and 3. It is our
view that such a pattern will be repeated for the Brexit vote since
it is much easier psychologically for people to vote for the relative
safety of staying in the EU than the uncertainty of leaving. This
could be a variation on the ‘incumbency effect’, a known feature
of elections documented in the academic literature whereby the
incumbent receives a significant electoral advantage.4
Whilst the polls are evenly balanced, the bookmakers’ odds tell
a very different story. At the time of writing the bookmakers are
pricing the odds of the Remain camp winning at about 2/9 and the
odds of the Leave camp winning at about 7/2. Taking the average
probabilities implied by these odds suggests the chances of the
UK remaining part of the EU are priced at about 80%.
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What if...?
If we are wrong and the UK votes to leave the EU, there would
begin a two-year process during which the terms of exit would
be negotiated. This would bring with it an enormous amount of
uncertainty, not least because such an event has never previously
occurred. It seems likely to us that, at least in the immediate
aftermath of the result there would be a negative impact on
sterling, UK equities and foreign direct investment as investors
deferred investment decisions until the uncertainty subsided. A
recent report from HM Treasury estimates that two years after
a vote to leave, UK GDP would be 3.6% lower than it would
otherwise have been and 500,000 UK jobs would be lost.5
The uncertainty associated with a vote to Leave could be
magnified by the fact the EU negotiators will be incentivised to
make the exit process as difficult as possible for the UK. We
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One reason the Conservative Party felt obliged to call the
referendum was because of a rising tide of political dissent
within its own ranks with regard to EU membership, as well
as the increase in popularity of the anti-EU UK Independence
Party, culminating in that party taking 12.7% of the vote in the
2015 General Election. A referendum could draw a line under
that dissent, particularly if the result is decisive. However, if the
Remain camp wins with only a relatively small majority, there will
remain a large minority of disaffected voters. The referendum will
therefore have succeeded merely in creating a significant amount
of uncertainty without properly resolving the issue it was intended
to address.
The two Conservative Prime Ministers prior to David Cameron
- John Major and Margaret Thatcher - were both plagued by antiEuropeans within the Party. In both instances it contributed to their
downfall. It’s possible the European problem will continue to haunt
the Tories even after the referendum. David Cameron should pay
heed to the history books.

Market implications of a vote to Remain
If the Remain camp wins, it is rational to expect a relief rally in UK
assets in the immediate aftermath of the vote as the uncertainty
of Brexit is removed. Sterling, gilts and UK equities would all be
expected to perform well. Within equities, it is our view that those
parts of the market that have performed poorly so far this year will
be the areas that will outperform if the UK votes to stay in the EU.
Chart 4 shows the extent to which sterling has underperformed
other major currencies for the year-to-date whilst Chart 3b shows
how mid cap stocks and financials have underperformed the
broader UK equity market for the year-to-date. Of the 40 industry
groups within the FTSE All Share index the two worst performing
for the year-to-date are Banks (-15.2%) and Life Insurers (-12.9%)
compared to a return of -1.9% for the broad index itself.
Outperformance of the financial sector could be associated
with a bringing forward in the expected date by which the Bank
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A vote to leave would also create vulnerabilities for UK domestic
politics. It would be difficult for David Cameron to remain Prime
Minister and a Conservative Party leadership contest would soon
follow, creating uncertainty both for the country and the Tories.
Even if there is a vote to remain, Cameron’s leadership may well be
challenged by disaffected colleagues, particularly if the vote is close.

Chart 4. Global currencies
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live in difficult times that have seen a rise in popularity of more
extreme political parties across Europe. Some of these parties are
themselves advocates of their own countries leaving the EU. Were
the UK exit process perceived to be straightforward with relatively
little cost, this would surely encourage other countries to go down
the same route. It is possible that, in the event of a vote to Leave,
the euro would sell off in sympathy with sterling in response to
this heightened threat.

100
95
90
85
80
75
Jan-16
FTSE 100

Feb-16
FTSE 250

Mar-16

FTSE All Share Banks

Source: Bloomberg, EFG calculations. Data as at 23 May 2016.

of England is expected to raise rates. The Bank has expressed
caution about the potential impact of Brexit on the UK economy
and this is one reason why rate hikes have been delayed. Removal
of the Brexit threat taken together with the potential for inflation
to rise into year end as the influence of low oil prices wanes and
the lagged impact of weaker sterling begins to take effect could
be sufficient to see a rise in rate expectations and a catalyst for
financial sector outperformance.
Underperformance of small and mid cap stocks has been less
extreme. The FTSE 250 index of mid cap stocks has returned
-2.9% for the year-to-date whilst the FTSE 100 index of large
cap stocks has returned -1.4%. However, the underperformance
occurred in the first month of the year with small and mid
cap stocks outperforming since then. Nonetheless a riskon rally associated with stronger sterling could well see that
outperformance continue.
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Conclusions
It is impossible to identify with any degree of clarity what the
longer term impact of the UK leaving the EU would have on the
economy. However, a good case can be made for an increase
in uncertainty in the immediate aftermath of a vote to leave and
this being associated with withdrawal of foreign capital, possible
relocation of businesses and the deferral of investment and
hiring decisions.
At this stage, the polls show the Remain and Leave camp neckand-neck. However, the bookmakers’ odds suggest the probability
of the UK voting to Remain is in reality much higher than indicated
by the polls. This may be related to the fact that there are a high
proportion of undecided voters and perhaps also because of the
incumbency effect.
If the UK were to vote to Leave, we would expect a sell off in
UK assets. Not only would the negotiations be fraught with
uncertainty, but it would also be in the interests of the EU to make
the process as difficult as possible for the UK as a deterrent to
other countries considering the same thing.

small and mid cap stocks as part of a generic risk-on trade. Rate
expectations would also be expected to rise.
What we expect to see in the period between now and the
referendum is that when the needle swings in favour of the Leave
campaign sterling and the UK equity market will suffer; when the
needle swings in favour of the Remain campaign sterling and the
UK equity market will rally. This of course is related to the impact
on foreign flows into the UK. In the meantime both domestic and
foreign companies are likely to delay UK related investment and
hiring decisions which will be a drag on growth. This is already
partly evident in some of the recent data.
From a UK political perspective, the Conservative Party has a
history of infighting over Europe. This contributed to the demise
of both John Major and Margaret Thatcher. Whilst current Prime
Minister David Cameron may have naively thought a referendum
would put the matter to bed, in practice this seems unlikely to be
the case, particularly if there remains a vocal minority of antiEuropeans within the Party. The Curse of the Conservatives may
well strike again.

If the UK votes to Remain, we would expect to witness a relief
rally in UK assets. In particular we would expect to see sterling
and financial sector stocks rally, with a less aggressive rally in
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