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The degree to which the UK is reliant on its partnership with the EU is difficult, if not impossible, 

to quantify and the numbers presented often provide little insight as to what the impact of a 

decision to leave would be.  This is largely because there are far too many unknowns at this stage 

to come up with a firm conclusion of whether economically we are better in or out of Europe.  In 

any event, the result of the referendum is most likely going to be driven by non-economic factors.  

Therefore, rather than speculating on the results of the vote, we focus on trying to provide some 

practical guidance on what issues schemes should be considering.  This paper does not look 

to address whether or not, in the long run, the UK has as good a chance of economic success 

regardless of the result of the vote.
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Policymakers have played an increasing role in the direction of 

investment markets over recent years and with a host of activity on the 

horizon, 2016 looks set to be no different. Arguably the most significant 

of these for UK pension schemes is the upcoming vote on whether the 

UK should remain part of the European Union (EU).

The key take-away from this note is that with uncertainty comes opportunity but also risk; trustees 

should consider whether they are positioned to take advantage of the former and are comfortable 

with the latter. 

We have split this note into four sections:

• Section 1 – Sets out the immediate decisions and possible knock-on effects in the event that

the UK does opt to leave the EU.

• Section 2 – Briefly considers the bigger picture and why whether the UK is in or out of

Europe is not the key question.

• Section 3 – Sets out our views on the short-term impact on markets in each scenario.

• Section 4 – Concludes with a few wider thoughts around the timing of the vote and

implications for trustee decision making.
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Britain's link with the EU 1: Exports in goods and services

This chart shows that almost 50% of the UK’s exports in trades and services are to the EU.  A further 

10% of exports are to countries that have a free trade agreement with the EU.

Exports make up around 30% of the UK’s GDP.
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Britain's link with the EU 2: Balance of trades with EU
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1.  No man’s land

If the UK does decide to leave the EU in June it will be the first time a member state has left the 

EU resulting in several years of negotiations (spectators have estimated anything between two 

and ten) on the nature of our relationship with Europe.  The truth is - nobody knows what that 

relationship will look like. There are a number of different approaches out there – known as the 

‘Norway’, ‘Swiss’, ‘Turkish’, ‘World Trade Organisation’ and ‘Free Trade Agreement’ models – all 

with differing ‘pros and cons’.  Some leave the migration issue little changed; others keep free 

trade open but at the ‘cost’ of contributing to the EU budget.  

The purpose of the chart below is not to conclude that ‘Remain’ is the correct answer – but 

merely to show that it has fewer uncertainties attached to it.  It is worth remembering in all this 

that the vote is not the biggest issue facing schemes.  The wider economic outlook for the global 

economy, and arguably Europe in particular, remains the bigger challenge.  

Britain's link with the EU 4: Annual Foreign Direct Investment (FDI)
£1.2bn
£1.0bn
£0.8bn
£0.6bn
£0.4bn
£0.2bn
£0.0bn

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

The UK is the world’s third largest destination for FDI with foreign investors owning around £10 

trillion of UK assets.  Of this, the EU accounts for around 50%.

Although the single market is largely accepted to act as a gateway for this, the language, regulations 

and deep capital markets in the UK are also notable attractions for overseas investors.

Britain's link with the EU 3: Current account with EU and non-EU countries
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The trade deficit on goods with the EU outweighs the trade surplus with the rest of the world by 

some margin. 

However, many would argue that the benefits - in particular the single market and the financial 

markets’ ‘passport’ arrangements - more than outweigh the negative effect of this deficit in the UK’s 

current account.
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2.  The bigger picture

Whether the UK is ’in or out’ of the EU, Europe will still remain our largest trading partner 

for many years (if not decades) to come.  So, while the nature of our relationship with her is 

important, it pales into insignificance compared to whether it is a healthy or sick Europe that we 

have a relationship with.  

At the end of this paper, we consider some short-term tactical considerations for trustees but, 

when making asset allocation decisions over the medium term, a much more fundamental 

decision for trustees is this: do we have a healthy Europe, capable of resolving the structural 

and political issues it faces, or a Europe that is beset by infighting and only able to deal with the 

latest ’crisis’, without looking to put in place the structures and institutions that such a union is 

deserving of?  

If Europe continues to remain in the latter camp, as it seems to be at present, the UK will suffer 

regardless of the vote.

An interesting follow on question is whether a UK vote to leave increases the chances of 

Europe going down the dysfunctional ‘break-up’ route.  An in-depth discussion of this is largely 

outside the scope of this note as it is one of many hypotheticals we could discuss.  However, it 

deserves a mention as we do believe a UK vote to leave will place significant strain on the rest 

of Europe with potential for further destabilising referendums across the EU.  This increases, in 

our opinion, the odds of an increasingly dysfunctional Europe and therefore a ’bad’ economic 

environment for the UK.  

Despite the health of the UK in the medium term being more linked to the overall health of 

Europe than the UK’s status within it, in the short term markets will inevitably react to the result 

of the vote and the next section aims to set out our thoughts on the directions of these moves.

For the purpose of the next section we assume the result of a vote is a ’surprise’, which, based on 

current opinion polls, is likely as the population remains split on the issue. 

Britain's link with the EU 5:  

The importance of financial services

Trade in financial, insurance and pension services makes up over two-thirds of the UK's trade surplus in 

services and in terms of volume is over 3% of GDP.  Of this, around one-third of trade is with the EU.

It has been argued that the passport arrangement with the EU contributes significantly to this high 

trade volume, although it is difficult to draw out the exact impact this has and therefore the extent to 

which the UK would continue to be a financial stronghold even without it.
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3.  Short-term impact on asset classes under each scenario

Impact of leaving the EU on key asset classes Impact of remaining in the EU on key asset classes

Sterling We believe that sterling will bear the brunt of the impact both in the uncertainty preceding the June 

referendum and in the event the UK decides to leave the EU.  This is in part due to the UK’s large 

Current Account deficit but also reflects that, as the most liquid market, currencies tend to move 

fastest in the response to news and therefore an immediate reaction to the “shock” of a vote to leave 

is likely to show through a fall in sterling.  There is a chance the euro will also fall, so sterling may not 

fall across all markets.

Sterling has fallen 2.5% in 2016 to date – the key question is how much the 

recent fall is due to the Referendum and how much is due to expectations on rate 

rises being pushed back to 2017 and beyond. If the former, and the UK votes to 

remain in the EU, there may well be a ’relief rally’ in sterling following the vote.

Ultimately we’d expect some recovery in sterling if there’s a decisive remain vote.

Gilts Our view is that, whilst there may be some short-term volatility, a decision to leave the EU should not 

significantly change investors’ views on the ability of the UK government to service its debt, despite 

the expectation of a ratings downgrade.  

We’d expect some pausing of overseas purchases of gilts (£70 billion in 2015) and possibly a reversal 

so there is a chance of a spike in yields. 

However, we see domestic demand for gilts, principally from UK pension schemes, remaining strong 

in the long-term – and therefore yields remaining low – even in the event we leave the EU.   The 

Bank of England will almost certainly act in the face of any sustained sell-off from overseas investors.  

Following a possible initial spike, if anything, we see gilt yields falling as the UK and European 

economies slow and monetary policy is loosened ever further.

Given our over-riding view that yields are set to remain low for a considerable 

period of time we do not expect a major reaction in the event of a remain vote. 

Short-dated yields may rise on the view that base rate rises are now back on 

the cards and, absent the initial spike in yields in the exit scenario, overall gilts 

in two to three  years’ time would be expected to be higher than in the exit 

scenario.  This reflects the slightly more positive short term economic outlook 

for the UK and Europe.

Corporate 

bonds

The impact on corporate bonds is perhaps the hardest to forecast as it depends much more on 

the terms agreed in the event we leave the EU as this will determine investors’ views on the future 

prospects and credit worthiness of the issuers.  

We believe the financial focus of the UK index and the lack of liquidity in UK credit markets may make 

them at risk of a widening of credit spreads in the event of an exit vote.

Credit spreads (i.e. the difference between the yield available on corporate 

bonds and that available on government bonds) has risen recently. In the event 

that the UK elects to stay in the EU, we would expect some recovery from 

corporates and for them to outperform government bonds, at least in the short 

term, since the risk of a recession would be perceived to be reduced.

Equities The most likely outcome would be a fall in UK equities in our view.  Other equity markets may well 

follow suit.

While there is limited exposure to the UK economy the market would likely not focus on this issue.  If 

we exit, it seems likely that there will be a transition to less risky assets while investors get comfortable 

with the new regime (and while the new regime is negotiated!) as well as a hold-off on further 

corporate investment and therefore a fall in more domestically orientated stocks.

Again we need to ask ourselves “how much is an exit already priced into 

UK equities?” Our view at the time of writing is very little if we compare 

performance to other regional equities – adjusting for the commodity bias.  As 

a result, in the event we seek to remain within Europe, we’d expect little price 

reaction.
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4.  What general principles does the vote raise for trustees? 

Don’t ’bet’ on the outcome of a vote; we prefer to be investors.  The outcome is binary and we 

have no more insight than anyone else as to the way it will go and therefore positioning your 

portfolio to take advantage of one or other outcome doesn’t seem to us to be a suitable approach.

However, there are a number of key areas where we think the uncertainty around the EU 

referendum, both in the run up and in the event we vote to leave, could present opportunities 

for pension schemes:

• Triggers – many schemes wish to add to their level of gilt assets, whether directly or through 

derivatives.  There is a chance, albeit slim in our opinion, that volatility in the run up to the 

referendum or a vote to leave the EU could result in a short-term spike in yields.   Trustees 

could consider putting in place trigger structures in advance of the vote to take advantage of 

any such spike.

• Managing asset transfers – given the increased volatility in markets expected around the 

timing of the vote it is likely to be preferable to avoid this time to be making any substantial 

switches in asset allocation.  This could include, for example, any planned de-risking switches 

that have been pre-agreed.

• Currency exposure – this is a risk, not an opportunity in our eyes.  Trustees should be 

comfortable with the level of risk associated with the currency exposure within their scheme.

• UK corporate bonds – these are heavily weighted towards the financial sector, which is 

likely to be one of the hardest hit and therefore strengthens arguments for diversification of 

any UK sterling bond mandates where possible.

Our general view is that delegating this aspect of your implementation to managers who 

can move more quickly than trustee boards is very sensible, whether that is through active 

management views or pre-determined triggers set around your long term strategic goals.  

Irrespective of outcome, the period running up to the vote is likely to be a bumpy one as 

uncertainty reigns.  Trustees should be prepared and comfortable with the level of risk in their 

portfolio.

Please contact your Barnett Waddingham consultant if you would like to discuss any of the above 

topics in more detail. Alternatively contact us via the following:

   matt.tickle@barnett-waddingham.co.uk 

   020 7776 2200   

   www.barnett-waddingham.co.uk/investment-strategy
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