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Cross-Sector – UK and EU

UK Vote for EU Exit Signals A Prolonged
Period of Uncertainty, A Credit Negative
In a nationwide referendum held on June 23, the United Kingdom (Aa1 stable) voted in
favour of leaving the European Union (EU, Aaa stable) by 52% to 48%. This public support
for a so-called “Brexit” will set in motion a formal withdrawal process of the UK from the EU,
which will likely take several years to complete. In this report, we assess the potential credit
implications of the referendum result on UK and EU debt issuers.

» A prolonged period of policy uncertainty following the “leave” vote will weigh
on the UK’s economic and financial performance. The immediate financial market
reaction has been pronounced, with sterling depreciating sharply and global equity
markets falling. Under European law, the formal withdrawal process should take place
over a two-year period, although this can be extended by mutual agreement. The
broader process may take longer as both sides seek to mitigate the impact of Brexit. The
UK government will have to consider material trade-offs between favourable access to
the EU Single Market against concessions in the areas of regulation and immigration.
Heightened uncertainty during the negotiation period will likely dent investment inflows
and confidence, weighing on the UK’s growth prospects – a credit negative for the
sovereign and other UK debt issuers.

» Potential changes to the UK’s commercial relations with the EU, regulatory
regimes, access to funding and immigration curbs are key credit risks. We expect
that, over time, the UK and the EU would come to an arrangement to preserve most
– but probably not all – of the current trading relationships. However, there are clear
downside risks. Substantial new tariff or non-tariff barriers to trading goods and services
would have an adverse impact on UK sectors that trade extensively with the EU market,
such as automotives, manufacturing and food production. We believe that universities
and Transport for London (TfL) also face material credit risks due to the likely loss of EU
funding, potential rising costs and weaker demand due to immigration curbs and slower
economic growth. By contrast, rated utilities, banks and insurers are likely to see a more
moderate credit impact from Brexit given the domestic nature of their businesses and, in
the case of insurers, the use of subsidiaries in continental Europe.

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=1031342
https://www.moodys.com/credit-ratings/United-Kingdom-Government-of-credit-rating-788250
https://www.moodys.com/credit-ratings/European-Union-credit-rating-600049532
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» Brexit is less of a credit concern for EU-based issuers, although political risks within the union could increase. We do
not expect Brexit to have major credit implications for most EU-based issuers. The UK market makes up a small share of overall
revenues for most EU-based entities, while the European Central Bank would provide liquidity support in the event of major market
volatility. That said, Brexit could increase the risk of political fragmentation within the EU, should popular support for the EU fade
in other member states. Such a scenario, while unlikely, would undermine political and economic integration of the EU, weighing
on institutional strength – a credit negative.

» The lasting credit effects of Brexit will depend on a new UK-EU trade model. Existing trade relations between the EU and
other countries range from those that are reasonably close to full EU membership with tariff-free trade, to simple customs unions
with restricted market access, or those operating under World Trade Organisation rules. Our central assumption is that the UK and
EU will eventually come to an arrangement that preserves many (but not all) of their current trading relationships. But the finer
details on single market access for goods and services, the influence of EU regulations, and the independence of immigration policy
will have a significant bearing on the new operating conditions for debt issuers.

A prolonged period of policy uncertainty following the “leave” vote will weigh on the UK’s economic
and financial performance
In a nationwide referendum held on June 23, the United Kingdom (Aa1 stable) voted in favour of relinquishing its membership of the
European Union (EU, Aaa stable) by 52% to 48% (Exhibit 1). Voter turnout at the referendum was 72%, significantly higher than in
the last UK-wide referendum on voting mechanisms. The immediate reaction in financial markets has been pronounced, with sterling
depreciating sharply and global equity markets falling. The Bank of England has indicated that it is monitoring developments closely:
media reports suggest that it could announce measures this morning in order to support banks and the wider economy.

Exhibit 1

Referendum Poll Results
Referendum Question: Should the United Kingdom remain a member of the European Union or leave the European Union?

Sources: Moody’s Investors Service, UK Electoral Commission

Despite the relatively close decision at the ballot box, we think a second referendum on this issue is highly unlikely. As such, the public
support for a so-called “Brexit” will set in motion a formal withdrawal process of the UK from the EU. Under Article 50 of the Lisbon
Treaty, the formal negotiation process for withdrawal should take place within a two-year period. However, this process will only start
once the UK formally notifies the European Commission of its desire to leave; and the two-year period can be extended if all member
states agree.

https://www.moodys.com/credit-ratings/United-Kingdom-Government-of-credit-rating-788250
https://www.moodys.com/credit-ratings/European-Union-credit-rating-600049532
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The UK and the EU will also have to negotiate new institutional arrangements; this process may well take longer as the UK government
will have to consider material trade-offs between favourable access to the EU Single Market against likely concessions in the areas of
regulation and immigration.

The effectiveness of UK policymaking may also be somewhat impaired by the combination of these negotiations and the need to make
significant changes to the UK’s existing laws and policies.

The likely lengthy and complicated negotiations over the UK’s future trade relationship with the EU also raises the risk of a prolonged
period of policy uncertainty that will weigh on the UK’s economic and financial performance, a credit negative for the UK sovereign and
other rated UK issuers. In addition, any change in leadership of the government, or political pressures stemming from weaker growth,
would create additional uncertainty.

Heightened uncertainty during this interim period, while a new relationship is negotiated, will likely dent trade and investment flows,
as well as consumer and business confidence. This will translate into weaker economic growth in the UK and prolonged asset price
volatility. Financial conditions could also tighten if investors demand a higher risk premium for holding UK assets.

Exhibit 2 shows that business and consumer confidence in the UK already started to turn lower in mid-2015, in tandem with a gradual
slowdown in real GDP growth. A major confidence shock would therefore pose downside risks to UK GDP growth (Exhibit 3).

Exhibit 2

Confidence Shock Post-Brexit…
UK Consumer and Business Confidence Indices

Exhibit 3

… Would Weigh on UK Growth Trajectory
UK Real GDP Growth, %

Sources: Moody’s Investors Service, Haver Analytics Source: Moody’s Investors Service

A drying up of foreign direct investment (FDI) flows into the UK, close to half of which originates from other EU countries, would
also increase the UK’s external vulnerabilities. The country’s current account deficit – which was 5.2% of GDP in 2015 (Exhibit 4),
and mainly driven by a widening primary income deficit – is large when compared with most advanced economies. In the short term,
weaker FDI inflows from the EU would reduce a key source of funding for the current account shortfall, potentially putting downward
pressure on the sterling exchange rate (and other asset prices) and leading to temporarily higher inflation.

The negative economic impact of Brexit could delay any eventual increase in interest rates, providing more time for highly leveraged
consumers to shore up their balance sheets. Policymakers would likely 'look through' the period of temporarily higher inflation
following the fall in sterling (the relative price effect), as they did following the 2007-2008 depreciation. The Bank of England's
Monetary Policy Committee (MPC) has also made it clear that they are aware of the negative consequences of raising policy rates, and
are unlikely to tighten monetary policy until the economy is sufficiently resilient.



MOODY'S INVESTORS SERVICE CROSS-SECTOR

4          24 June 2016 Cross-Sector – UK and EU: UK Vote for EU Exit Signals A Prolonged Period of Uncertainty, A Credit Negative

Exhibit 4

Weaker FDI Inflows Would Reduce a Key Source of Funding for the UK’s Current Account Deficit
UK Current Account Balance, % of GDP

Sources: Moody’s Investors Service, Haver Analytics

Broad estimates on the longer-term economic impact of Brexit vary significantly, but there is general agreement that the impact of
Brexit will be negative for the UK economy.1 Our central view is that the negative economic impact of Brexit will be relatively small, as
the likely decline in sterling will offset some of the negative impact on investment, spending and hiring decisions due to the increase
in uncertainty. But there are clear downside risks, especially if any new arrangements lead to a substantial disruption in trade or capital
flows between the UK and the rest of the EU. Lower economic growth as a consequence of Brexit will negatively impact the UK’s public
finances and the public debt ratio, a key sovereign credit metric.

Potential changes to the UK’s commercial relations with the EU, regulatory regimes, access to funding
and immigration curbs are key credit risks
While there are many unknowns about the future state of economic relations, Exhibit 5 captures some of the major credit risks that
could arise following Brexit for various UK sectors, as well as EU-based issuers.2
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Exhibit 5

Potential Credit Risks from Brexit Are Far Reaching

Source: Moody's Investors Service

The credit risks stemming from Brexit on UK issuers are broadly two-fold. First, as outlined above, modestly weaker growth and
prolonged market volatility in the interim period would, to varying degrees, undermine revenue growth for many rated UK issuers.

Second, we also consider credit challenges associated with potential changes to UK-EU trade and financial regulation, immigration
policies and EU funding channels.

We expect that, over time, the UK and the EU would come to an arrangement to preserve most – but probably not all – of the current
trading relationships. However, there are clear downside risks.



MOODY'S INVESTORS SERVICE CROSS-SECTOR

6          24 June 2016 Cross-Sector – UK and EU: UK Vote for EU Exit Signals A Prolonged Period of Uncertainty, A Credit Negative

Substantial new barriers to trading goods and services would have an adverse impact on UK sectors with large revenue exposure to the
EU market, such as automotives, manufacturing and food production.3

For instance, barring any alternative agreement the UK auto sector would face EU import tariffs (currently 10% for cars) that would
be detrimental to exports and investment. Japanese car companies have also invested in the UK as an entry point into the EU. While
the share of UK motor vehicles that are exported to EU countries has fallen significantly over the past decade, the EU still accounts for
between 40%-50% of total overseas sales by value (Exhibit 6).

Exhibit 6

EU Remains a Key Export Destination for UK Automakers
UK Exports of Road Vehicles, £ Billion

Sources: Moody’s Investors Service, Haver Analytics, HM Revenue and Customs

Manufacturing companies, such as UK automobile and aerospace parts suppliers, would also be vulnerable to any disruption to their
supply chains, whether in the form of increased tariff or non-tariff barriers.

The food and beverage sectors could face significant EU tariffs following Brexit, and potential supply chain disruptions. The average
import tariff into the EU is about 21% for beverages and tobacco; and 45% for dairy products. Against this, food imports into the UK
would no longer be subject to the EU’s Common Agricultural Policy.

Higher import tariffs would likely impact trade volumes. If trade volumes with Europe are significantly reduced, UK ports will see lower
revenues. Groupe Eurotunnel’s (Baa2 stable) traffic would likely also be affected.

We believe that universities and Transport for London (TfL, Aa2 stable) also face material credit risks due to the likely loss of EU
funding, potential rising costs and weaker demand due to immigration curbs, and slower economic growth.4

UK public sector entities receive various forms of EU funding, including research funding for universities and structural and investment
funds for local authorities. For example, the UK received 22% of total European research funding between 2007 and 2013 under
Framework Programme Seven – more than any other member country – with UK universities a key beneficiary of such funds (Exhibit
7). We expect the UK government and other sources would make up some of the funding, but the loss is unlikely to be compensated in
full.

https://www.moodys.com/credit-ratings/Groupe-Eurotunnel-SE-credit-rating-820406024
https://www.moodys.com/credit-ratings/Transport-for-London-credit-rating-600058023
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Exhibit 7

UK Receives a Significant share of European Research Council funding
Granted Funds by Host Country, 2007-2013

Sources: Moody’s Investors Service, ERC Statistical Database

TfL is exposed to the potential for slower population growth should tighter immigration controls be introduced, which would
negatively affect growth in ridership and farebox revenues. Passenger journeys grew 15% in 2008-2014 on the back of population
growth of 7% over the same period, with non-UK EU nationals now accounting for roughly 12% of the London population. In addition,
transport projects such as Crossrail have benefitted from European Investment Bank (EIB) funding, and any future funding for projects
would be uncertain.

UK sectors with a domestic focus will tend to be more insulated, and changes in the country’s commercial and regulatory regimes with
the EU would have more of a limited impact. Utilities, for instance, generally fall into this category.

Local governments and other public sector entities, such as the Housing Association sector, would be affected by slower growth
and pressures on public finances, transfers and capital grants. Any housing market volatility would also be a challenge for Housing
Associations with a higher exposure to outright sales and/or shared home ownership products.

For UK banks, insurers and asset managers, we believe that Brexit will pose moderate credit challenges.

Weaker GDP growth and potentially higher funding costs are likely to have a negative impact on bank profitability and also result in a
slight deterioration in asset quality for UK banks. In addition, downward pressure on property prices in London and the south east of
the country could also contribute to moderately higher loan losses, for instance on buy-to-let lending that is concentrated in this area.

Furthermore, any reduction in banks' access to the Single Market, including restrictions on banks’ ability to “passport” into other EU
countries, could hit profits by increasing the cost of doing business across borders.

However, this impact would likely be modest given UK banks' ongoing retreat from European retail operations, and the subsidiarisation
model imposed by the Bank of England on significant deposit takers in the UK.5

For insurers, we do not expect changes to current insurance passporting rights to have profound implications for the insurance industry
overall because most UK groups operate in continental Europe through subsidiaries, and vice versa for continental European insurers.
However, significant and prolonged financial market volatility would weigh on insurers’ solvency positions, particularly for UK life
insurers, which are typically more sensitive to capital market movements given their high asset leverage.
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Brexit is less of a credit concern for EU-based issuers, although political risks within the union could
increase
We do not expect a UK withdrawal to have a major credit impact on most EU-based issuers.

While companies that export to the UK could suffer if trade restrictions were put in place either by the UK or the EU, we expect that
negotiations would eventually lead to new agreement(s) that significantly mitigate, if not eliminate, the potential impact of Brexit.

In the short term, there is a risk that UK demand for European goods falters in line with broader economic weakness.

For most countries in continental Europe, the UK market makes up a relatively small share of overall export receipts. Exhibit 8 shows
exports to the UK from EU economies as a share of their total overseas sales, with the EU average standing at 5.7% in 2015. Ireland is
most exposed to any major disruption in UK import demand given its strong commercial ties to the UK (the UK accounts for 13.8% of
total Irish exports), followed by Netherlands (9.3%), Belgium (8.8%) and Germany (7.5%).

Exhibit 8

UK Is Relatively Small Export Market for Most EU Economies
Exports to the UK (US$ 2015), % of Total

Sources: Moody’s Investors Service, IMF Direction of Trade Statistics

However, individual issuers with significant UK operations may be more affected. For example, profits and dividends from UK
subsidiaries may be significantly lower, in euro terms, if the pound depreciates.

There is also the risk that the uncertainty engendered by the Brexit vote hits confidence across Europe, undermining the euro area’s
modest economic recovery. Such a confidence shock is difficult to quantify; however, we expect the European Central Bank to backstop
financial markets and provide extra funding in order to contain market volatility and mitigate the impact on the real economy.

Amid increased uncertainty over the next several years, certain activities could potentially start to relocate from the UK to Ireland or
other EU countries, such as security clearing and dealing activities, which could benefit EU-based entities. There may also be regulatory
pressure to move management and some operations of large global banks into the (remaining) EU. However, we expect any such gains
would be small and gradual.

Finally, Brexit will also increase political risks within the EU. Specifically, the UK’s withdrawal could increase support for other
independence movements or encourage other EU member states to introduce referenda on EU membership, which ultimately might
result in a reversal of political and economic integration of the union and weigh on institutional strength. Such a fragmentation of
political support for the broader European project would clearly be credit negative, as it would both increase the risk of further exits,
and potentially lower remaining countries' commitment to the EU over time. However, at the moment we see this risk as unlikely:
following Brexit, European policymakers are likely to focus on boosting institutional arrangements and agreement among remaining
member states.
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The lasting credit effects of Brexit will depend on new UK-EU trade model
The lasting credit effects of Brexit will depend on the extent to which a new UK-EU economic arrangement deviates from the existing
model in ways which raise the cost of trade between the two zones.

Existing trade relations between the EU and other countries vary significantly (Exhibit 9).

Exhibit 9

Alternative Relationships with the EU Are Wide-Ranging

Sources: Moody's Investors Service, UK Government

On the one hand, non-EU countries that are members of the European Economic Area (EEA), such as Norway, Liechtenstein and
Iceland, generally enjoy tariff-free access to the EU and smaller contributions to the EU budget than full EU members. However, these
countries have to comply with EU policies in key areas such as free movement of labour and border-free access, and have no voting
powers on EU laws.

On the other hand, a simple customs union with restricted market access, as in the case of Turkey, would provide the UK with greater
discretion to set its own policies on issues such as regulation and immigration. However, that would likely be at the expense of full and
free access to the EU Single Market.

Ultimately, given their interconnectedness, we believe that the UK and EU will eventually come to an arrangement that preserves many
(but not all) of their current trading relationships. But the finer details on Single Market access for goods and services, the influence of
EU regulations, and the independence of immigration policy will have a significant bearing on the new operating conditions for debt
issuers.
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Endnotes
1 See Government of the United Kingdom: EU exit would be negative for UK economy; post-exit policy choices will drive credit impact, December 2015.

2 For a summary of our views, see Cross-Sector – UK and EU: Brexit Presents Modest and Manageable Credit Challenges for Exposed Issuers, March 2016.

3 See Non-Financial Corporates and Infrastructure Companies – UK: Brexit Would Create Prolonged Uncertainty Until Alternative Agreements Emerge,
March 2016.

4 See UK Public Sector: “Brexit” would have negative impact on UK public sector issuers, May 2016.

5 See Banks – UK: Brexit Vote Risks Include Higher Funding Costs, Challenges to Operating Models, May 2016.
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