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U.K. Recession Post-Brexit Referendum?

Executive Summary

Although the United Kingdom will remain a member of the European Union for the foreseeable
future, the UK and the EU will need to enter into negotiations to determine the rules that will
govern their economic relationship in the future. In our view, uncertainty related to this ultimate
relationship will depress investment spending in the UK. Indeed, there already is anecdotal
evidence that uncertainty ahead of the June 23 referendum has already contributed to weakness
in investment spending. In our view, further contraction in investment will lead to a modest U.K.
recession later this year and into early 2017. We believe that the Bank of England will provide
further policy accommodation in an effort to combat the downturn in the economy. We also look
for the British pound to weaken further vis-a-vis the U.S. dollar in coming quarters.

The direct effects of a U.K. recession on the rest of the world should be limited because the British
economy accounts for only 4 percent of global GDP. If the financial market volatility that was
observed in the immediate aftermath of the June 23 referendum should return and intensify, then
the outlook for other economies could darken. However, financial markets seem to have
stabilized, at least for now. Expectations about a potential breakup of the EU could be a catalyst
for financial market volatility to return, but we believe that the probability of a shattering of the
EU is low, at least in the near term.

Uncertainty Likely Will Weigh on U.K. Investment Spending

The U.K. economy has generally been expanding since it pulled out of recession in Q3-2009, and We now look for
real GDP currently stands more than 77 percent above its pre-crisis peak. Prior to June 23, we had the British
looked for this expansion to continue through at least the end of 2017. This forecast was
predicated on the assumption that British citizens would vote on June 23 to keep the UK a
member of the European Union. However, voters decided by a margin of 52 percent to 48 percent
to leave the EU (a.k.a., Brexit). Post-referendum, our views of the U.K. economic outlook have
changed. In short, we now look for the British economy to experience a modest recession later
this year and into 2017.

economy to
experience a
modest
recession.

As we noted in a recent report, the UK will remain a part of the EU for at least the next two years.!
Until new terms under which trade in goods and services between the UK and the EU are
negotiated, British exports to other EU countries, which accounts for nearly 45 percent of total
UK exports, will continue to enter those countries on a duty-free basis. So why is the U.K.
economy now facing recession? The answer relates to uncertainty.

Although nothing has changed at this point regarding British exports, the terms under which
trade between the UK and the EU is ultimately conducted are uncertain at this point and will
depend upon the negotiations that will be conducted between the UK and the EU. By leaving the
EU, the UK may lose its “passport” status to the other 27 members of the EU (EU-27). That is,
businesses can set up centralized operations in the business-friendly environment of the UK and

1 See “Brexit — Now What?” (June 24, 2016). Any Wells Fargo report mentioned herein is available upon
request.
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then use these operations to export duty-free to other EU countries. If the UK were to lose this
passport status, then some businesses may want to move operations to another EU country where
the passport was still valid. Although it is impossible to know the ultimate outcome of the
negotiations between the UK and the EU, the point is that many businesses may put their
expansion plans in the UK on hold until the uncertainty is cleared up.

The financial services industry is a notable sector which now faces uncertainty. London is the
financial capital of Europe due, at least in part, to the passport that allows British firms to provide
financial services to EU-27 countries. Uncertainty over the status of the passport likely will lead
investment by financial services firms in London to come to a screeching halt. Some firms may
even opt to move some of their operations to the continent. Hiring and non-residential
investment in London likely will weaken in coming quarters.

Residential investment likely will take a hit as well. There are about 2 million workers of EU-27
origin who are employed in the UK. Everything else equal, the outcome of the Brexit referendum
dampened their enthusiasm to invest in real estate because their legal status to remain employed
in the UK in the long term is now uncertain, pending negotiations.

In sum, investment spending in the UK, which already had decelerated ahead of the referendum,
likely will contract further in coming quarters (Figure 1). Indeed, there is anecdotal evidence that
uncertainty ahead of the referendum has played a role in weakening investment growth to date.
In its statement following the policy meeting on June 16 the Monetary Policy Committee (MPC)
noted that “there is growing evidence that uncertainty about the referendum is leading to delays
to major economic decisions that are costly to reverse, including commercial and residential real
estate transactions, car purchases, and business investment.”

As investment spending weakens further, employment growth should slow and may ultimately
turn negative, which will weigh on personal consumption expenditures. We look for the U.K.
economy to experience a modest recession later this year/early in 2017 (Figure 2). We now expect
that real GDP in Q4-2017 will be about 2-V2 percent lower relative to the forecast we made about
a month ago, which had looked for the economy to continue to expand through the end of next
year.
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Further Monetary Accommodation Seems Likely

The Bank of England (BoE) has maintained “Bank Rate,” its main policy rate at 0.50 percent since
March 2009 (Figure 3). If, as we expect, the British economy is headed for a modest recession,
then the BoE likely will cut further. Indeed, BoE Governor Carney said in a speech on June 30
that “some monetary policy easing will likely be required over the summer.” Accordingly, we look
for the MPC to cut Bank Rate to 0.00 percent by late summer/early autumn.




U.K. Recession Post-Brexit Referendum? WELLS FARGO SECURITIES
July o1, 2016 ECONOMICS GROUP

The BoE has also engaged in unconventional monetary policy via its asset purchase program. That
is, like the Federal Reserve, the BoE has a quantitative easing (QE) program in place. Specifically,
the MPC increased the size of its QE program in a number of steps from its initial £75 billion in
March 2009 to £375 billion in July 2012, where it has been subsequently maintained (Figure 4).
In our view, it is likely that the MPC will increase the size of its QE program this autumn.

In the immediate aftermath of the Brexit vote the British pound nosedived to its lowest level vis-
a-vis the U.S. dollar since September 1985. According to our currency strategy team, further
sterling weakness seems likely in coming quarters. We look for the Federal Reserve to lift its
target range for the fed funds rate by 25 bps by the end of the year and by 50 bps in 2017. Further
policy accommodation by the BoE in conjunction with policy tightening by the Fed, albeit at a
slow pace, should weigh on the value of sterling versus the greenback.

Figure 3 Figure 4
Bank of England Policy Rate Bank of England's Asset Purchase Program
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Will the UK Take Down Other Countries?

What implications does a modest recession in the UK have for the rest of the world? Ireland,
which sends 15 percent of its exports to its neighbor across the Irish Sea, could experience a
significant amount of economic fallout from a recession in the UK. That said, the direct effects of
economic weakness in the UK should be rather limited for the rest of the world as the British
economy accounts for only 4 percent of global GDP. The UK takes in 7 percent of the exports of
the EU-27 and it accounts for only 4 percent of American exports. A modest downturn in the UK
should not directly lead to recessions in most other economies.2

The indirect effects of the Brexit referendum could potentially have more important global
implications. Financial markets fell sharply in the first two trading days after the referendum,
although they have stabilized and rebounded in recent days. If financial market tightness related
to Brexit should return and remain persistent, however, then the outlook for other economies
could darken. So what could cause tightness in financial markets to return? There obviously are a
number of potential catalysts, but expectations that other European countries could follow the UK
out of the EU could clearly cause financial market volatility to return.

However, the potential exit of other countries from the EU does not appear to be imminent. For
starters, there are no EU referenda scheduled in other countries at this time. Although there are
anti-EU political parties in most European countries, these parties would not be able to pass
legislation removing their respective countries from the EU at this point because they are not in
the majority. But there are some important elections coming up in the next year or so, and
continued EU membership could be an important issue in some of these elections.3 If anti-EU

2 For further reading see “How Would EU Countries Be Affected by Brexit?” (April 14, 2016).
3 France, Germany and the Netherlands all hold national elections in 2017.
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parties come to power, then the possibility of other countries withdrawing from the EU in the
next year or two would become more realistic. As noted above, however, a shattering of the EU in
the near terms does not appear to be imminent.

Conclusion

In our view, uncertainty related to the economic relationship that the UK will have with the EU
future will cause investment spending, which has already weakened, to contract in coming
quarters. Employment in the affected sectors likely will weaken, which will weigh on consumer
spending. The result should be a modest recession in the UK.

The direct effects of a U.K. recession on the rest of the world should be limited because the British
economy accounts for only 4 percent of global GDP. There are also indirect effects to consider as
well. That is, if the financial market volatility that was observed in the immediate aftermath of the
June 23 referendum should return and intensify, then the outlook for other economies could
darken. Expectations about a potential breakup of the EU could also be a catalyst for financial
market volatility. To paraphrase Mark Twain, however, we think that expectations of the
imminent death of the EU are greatly exaggerated. In sum, we look for a modest recession in the
UK, but we expect that the global economy will continue to expand, albeit at a sluggish pace.
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