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The outcome of the UK’s momentous referendum on whether or not to 
remain in the European Union (EU) is shrouded in uncertainty.  

We do not pretend to have any more foresight into the result than the 
opinion pollsters and bookmakers who suggest the vote is hanging in the 
balance. However, we have more confidence in our view that there would 
be a negative impact on the UK economy and financial asset prices if the 
country opts to leave the EU.  

In the following piece we bring together the views of our team of economists 
and investment professionals to help inform our clients’ thinking. 

Firstly, we believe there would be a significant and negative knock-on effect 
on business sentiment, which would likely push the UK economy into 
recession towards the end of this year. And the consequences of a vote to 
leave wouldn’t just be felt temporarily. We would expect to see a permanent 
reduction in exports to the EU, while foreign-direct investment into the UK 
would also suffer, leading to higher unemployment and a decline in the 
country’s long-term growth potential. 

Financial markets would undoubtedly react badly to a vote in favour of 
‘Brexit’ too. We would expect an immediate and sharp fall in the pound. The 
UK runs comparatively large fiscal and current account deficits, and as such 
relies on foreign capital to finance the deficiency in domestic saving. If, as 
we anticipate, the uncertainty created by a vote to leave causes 
international investors to re-appraise their appetite for sterling assets, the 
decline in the pound could become more severe over time.  

While the Bank of England would no doubt ease policy in response to any 
economic downturn, it seems unlikely this would prevent UK share prices 
from falling sharply. In particular, shares in smaller companies, which tend 
to rely more on the domestic economy, would probably underperform. 

The impact on gilts is less clear. They may benefit from some domestic 
safe-haven flows, but at the same time, many international investors will be 
looking to sell. 

Much can happen between now and June 23rd. And, as we have seen with 
any number of recent episodes, from the global financial crisis to the Greek 
debt tragedy, markets and businesses do not like periods of uncertainty. 
The UK referendum may finally bring some sense of closure to a debate 
that has dominated the political agenda since the General Election. 
However, a ‘Brexit’ vote could mean that the uncertainty for the UK’s 
economy and financial markets is only just beginning.   
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Why a decision to leave the EU will be costly 
for the UK economy and sterling assets 

On 23 June the UK population must take one of the most 
momentous decisions it has faced in a generation. The 
question facing people is whether the UK should remain 
part of the EU. The arguments for and against are not just 
political, but also economic. We believe it is important for 
our clients to consider the economic and financial 
implications should the UK vote to leave.  

In summary, we think that should the UK vote for Brexit, 
the impact of increased uncertainty on business sentiment 
and the negative impact on sterling assets would be large 
enough to send the economy into recession in 2016. 
Looking further ahead, the likely reduction in exports to the 
EU could reduce national income by three per cent, rising 
to as much as ten per cent in a worst-case scenario. 
Finally, the long-term growth potential of the UK could also 
be negatively impacted by, amongst other things, lower 
foreign direct investment. While any estimate of that effect 
is highly speculative, it could potentially shave 0.2-
0.4 percentage points off growth. 

It won’t be easy 

A vote to leave the EU would require the government to 
trigger Article 50 of the EU Treaties, which obliges the EU 
to negotiate a withdrawal agreement. Of course, it would 
be the first time Article 50 had been triggered and so the 
exact process thereafter is somewhat uncertain. The terms 
of exit would need to be negotiated, with a deadline of two 
years to reach agreement (unless there was a unanimous 
decision to extend the negotiating period). During the 
negotiations the UK would continue to be a full member of 
the EU ensuring, for example, continued access to the 
common market. However, given both the terms and timing 
of any agreement would be highly uncertain, we expect 
investment decisions would be severely impacted, 
particularly in the case of firms which export heavily to the 
EU. 

Indeed, we would expect the negotiations to be both 
complex and fraught with difficulty. EU economies remain 
fragile following the global financial crisis and the euro 
zone sovereign debt crisis. Nationalist movements have 
gained ground in many countries, threatening to destabilise 
the bloc. We expect EU leaders would not want to give the 
UK an easy ride for fear of encouraging others to follow. 
Moreover, we would expect some in the EU would use the 

opportunity to try to take market share away from the UK, 
for example in financial services. 

Those in favour of Brexit have cited a number of different 
trade models the UK could adopt with the EU. These range 
from joining countries such as Norway as a member of the 
European Economic Area, to negotiating Free-Trade 
Agreements within the framework of the World Trade 
Organisation (WTO).1 Along the spectrum of possible 
negotiated outcomes is an important trade-off between 
economic benefit and political sovereignty. In the 
Norwegian model, the UK would see little change in its 
access to the common market (and free movement of 
labour), but would be required to continue making 
payments into the EU budget and retain EU regulations 
(but with no say as to the terms of any future EU 
regulations). At the other end of the spectrum, essentially 
going it alone under WTO rules, the UK could repeal all EU 
regulations. But it would face tariffs and other barriers to 
trade. Crucially, this outcome would not give any right of 
access to EU markets for service providers (including 
financial services companies) as these are not covered by 
the WTO. 

The reality is that none of the options are likely to be 
attractive to both sides, making the outcome even more 
uncertain. 

Short-run costs likely to be large 

When assessing the economic implications of the UK 
voting to leave the EU, it is worth considering both the 
short-run (up to a year or so) and longer-run implications. 

The short-run economic and financial market impact is 
likely to be large and negative. 

We expect that a period of heightened political uncertainty 
would ensue in the immediate aftermath of a vote to leave. 
The government would be in a position of having failed to 
make the case for staying in, and would come under 
intense pressure to change its leader. In the event that 
Scotland was to vote in favour of staying in the EU, we 
would also expect increased speculation of another vote for 
Scottish independence. 

Political uncertainty is likely to weigh on business and 
financial market confidence. We would expect an 
immediate sharp weakening in the pound. The UK runs 
large fiscal and current account deficits by international 
standards, and as such relies on foreign capital to finance 

                                                                 
1  The pros and cons of these models are set out in the table on page 5. 
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that deficiency in domestic saving. If, as we expect, the 
uncertainty created by a vote to leave causes international 
investors to re-appraise their appetite for sterling assets, 
then the decline in the pound could become more severe 
over time. We would also expect UK equities to fall sharply, 
with shares in smaller companies, which tend to export 
less, being especially hard hit. 

The impact on gilts is less clear. They may benefit from 
some domestic safe-haven flows but at the same time are 
likely to suffer from international outflows. Against that 
political and financial-market backdrop, we would expect 
business and consumer sentiment to quickly turn negative. 
Most worrying is the potential for businesses to delay or, 
worse still abandon altogether, planned investment. In the 
global financial crisis, the decline in business investment in 
the UK subtracted two per cent from gross domestic 
product (GDP). While we would not expect as large a 
decline as that, we see it as entirely plausible that a fall in 
business investment could be enough to push the UK into 
recession by late 2016. 

Despite the expected decline in sterling, and the 
associated inflationary impact that would follow, we expect 
the Bank of England would ease policy in response to the 
likely economic downturn, potentially both cutting rates to 
zero and restarting ‘quantitative easing’. Should the fall in 
sterling be particularly severe or disorderly, we could see 
the central bank intervene to support the currency. It has 
already announced that it will provide additional liquidity to 
the banking system around the date of the poll, as banks 
may have difficulty rolling short-term funding in the market. 

Longer-run implications are less clear, but 
are likely negative too 

The longer-run implications of the UK leaving the EU are 
less clear. They will hinge critically on the deal it is able to 
agree. We expect negotiations to be long and difficult, with 
a strong likelihood of a detrimental outcome with regards to 
its ability to access European markets. 

More than 50 per cent of the UK’s exports go to EU 
countries, or around 15 per cent of GDP. An academic 
study by Ottaviano, Pessoa, Sampson and Van Reenen in 
20142 found that in a pessimistic scenario in which the UK 
were not able to negotiate a free-trade agreement with the 
EU, it could lead to a permanent reduction in economic 
output of as much as three per cent. Most of that decline 
actually relates to increased non-tariff costs (faced by all 
non-EU countries) such as regulations and other legal 
obstacles that apply to goods and services. The authors go 
on to note however that the ultimate cost could be nearer 
ten per cent were the reduction in trade to cause a drop in 
productivity growth. 

The UK would also need to renegotiate existing trade 
agreements with other countries outside the EU. Agreeing 
new deals could mitigate some of the increased cost of 
trading with the EU, but they are likely to take many years 
to negotiate, and may be a relatively low priority for the 
countries in question. In addition to the negative trade 
implications, a material reduction in foreign direct 
investment (FDI) – a significant driver of investment and 
productivity in the UK – could have very long-lived negative 
effects. While any estimate of that effect is highly 
speculative, it could potentially shave 0.2-0.4 percentage 
points off growth. 

On the other side of the ledger, we think the potential 
economic benefits to the UK of repealing EU legislation 
and regulation are very uncertain. The process of rewriting 
thousands of pieces of existing legislation will be an 
enormous undertaking. Moreover, in certain areas the UK 
has shown a desire to go beyond minimum EU 
requirements, such as in the area of banking regulation. In 
other words, being outside the EU would not necessarily 
result in an easier regulatory environment.

                                                                 
2  See Ottavio et al. (2014), “The Costs and Benefits of Leaving the EU”, 

Centre for Economic Policy mimeo, LSE. 
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A snapshot of the pros and cons of the different trading models the UK might adopt 
 

 Pros Cons 

EEA – the 
Norway model 

− Belong to the Single Market. 

− Able to negotiate trade deals independently of 
the EU. 

− Required to implement Single Market policies, but 
have no representation in setting the rules of the 
Single Market. 

− Must comply with rules of origin for exports to the 
EU and subject to EU anti-dumping measures. 

− Must contribute to the EU budget. 

Bilateral 
agreements – 
the Swiss 
model 

− Free trade in goods and free movement of people 
with the EU.  

− Able to negotiate trade deals independently of  
the EU. 

− A la carte approach permits opting out of the EU 
programmes on a case-by-case basis. 

− Bilateral agreements require Switzerland to adopt 
EU rules, but Swiss have no representation in EU 
decision making. 

− No agreement with the EU on trade in services. 

− Pay a fee to participate in EU programmes, but 
contribution likely to be lower than if in EEA. 

EFTA − Free trade in goods with the EU. 

− Able to negotiate trade deals independently of  
the EU. 

− Not required to adopt EU economic policies and 
regulations. 

− No obligation to contribute to the EU budget. 

− No freedom of movement of people with the EU. 

− No right of access to EU markets for  
service providers. 

− Goods exported to the EU must meet EU  
product standards. 

WTO − Able to negotiate trade deals independently of  
the EU. 

− Not required to adopt EU economic policies and 
regulations. 

− No obligation to contribute to the EU budget. 

− Trade with EU subject to MFN tariffs and any non-
tariff barriers that comply with WTO agreements. 

− No freedom of movement of people with the EU. 

− No right of access to EU markets for  
service providers. 

− Good exported to the EU must meet EU  
product standards. 

Source: Dhingra S and Sampson T (2016), Life after BREXIT: What are the UK’s options outside the European Union? Centre 
for Economic Performance, LSE. 
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Important Information 
Unless stated otherwise, any sources and opinions expressed are those of Aviva Investors Global Services Limited (Aviva 
Investors) as at 22nd March 2016. They should not be viewed as indicating any guarantee of return from an investment 
managed by Aviva Investors nor as advice of any nature. Past performance is not a guide to the future. The value of an 
investment and any income from it may go down as well as up and the investor may not get back the original amount invested. 
Some of the information within this document is based upon Aviva Investors estimates. It is not to be relied on by anyone else 
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Important notice: DIFC 
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whom it is addressed and in connection with the subject matter contained therein. This communication is distributed in the DIFC 
by Aviva Investors Global Services Limited Regulated by the Dubai Financial Services Authority as a representative office with 
its address at Office 108, Al Fattan Currency House, DIFC, Dubai, UAE, and entered on the DFSA register under firm reference 
number F001481. The Dubai Financial Services Authority has no responsibility for reviewing or verifying this presentation The 
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has no responsibility for it. Contact us at Aviva Investors Global Services Limited, No. 1 Poultry, London EC2R 8EJ. Telephone 
calls may be recorded for training and monitoring purposes. 
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