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As World Confidence Comes Together, Will the UK and 
EU Break Apart? 
• World financial markets appear to be recovering from a “state of shock.”  Negative central bank policy surprises 

left a void that was filled by Chinese currency fears, “petrol dollar” asset sales and related financial risks at the 
start of the year.  This drove a highly unusual rise in correlation between asset prices and crude oil not seen 
since 2008/2009.  Effectively, this left world asset market expectations poised for a deep economic 
contraction.  We see markets recovering as the expected shocks have not materialized and economies are not 
contracting away from the petroleum sector and related industries. 

• However, as market views of downside growth risks diminish, unusual political risks loom in the 
background.  Away from the gradually-emerging clarity over the coming U.S. presidential election, the U.K.’s 
June 23 vote to remain in or leave the European Union could prove a potential driver of volatility. U.K. assets 
could become strongly correlated with polling data in the months to come, particularly if the polling results look 
inconclusive. 

• The issue is non-trivial for the U.K. economy.  The E.U. accounts for half of U.K. goods and services exports and 
13% of U.K. GDP. Brexit uncertainty may already be stalling business investment, which was the pattern of 
activity around the Scottish independence referendum of 2014 and the U.K.’s general election uncertainty of 
2015.  

• The near-term impact of Brexit uncertainty has been felt in Sterling already. This is because the U.K is 
dependent on foreign direct investment and portfolio flows as it runs a large trade deficit. Brexit risk might even 
be over-priced in the UK exchange rate currently, particularly if polling data were to turn away from 
Brexit.  However, investors may want to consider managing related asset market and real estate risks that range 
far wider than a single exchange rate.   

• One risk we will watch going forward is the impact of the U.K.’s renegotiation of membership terms on the policy 
cohesion and political developments of other E.U. members. 

World Markets Follow the August/October 2015 Pattern 

As discussed in recent bulletins and our latest Quadrant – Oil: Tail that Wags the Dog, we see world financial 
markets now recovering from a "state of shock." This was driven by a second, true collapse in crude oil in as many 
years, so-called "petrol dollar" asset sales, Chinese currency fears, and a vacuum of confidence in central 
banks.  All of this stunned investors in the young new year.  

However, like the sudden 12% drop in global share prices in August/September 2015 (which was subsequently 
reversed), the lurch to expect shocks and economic contraction has to be real, rather than imagined, for bearish 
market trends to endure.  

The sluggish pace of global expansion apparent since 2010 will remain. Yet after a lurch toward expecting a 
significant economic contraction – as implied by a swift,15% drop in global share prices - we suspect market views 
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of the world growth outlook (more accurately, the extent of the downside risks) need to be adjusted upward once 
again (see figure 1).  

Figure 1: Purchasing Manager’s Index vs. DM MSCI Index 

 

Sources: Haver as of March 2, 2016. Notes: Last two data points are daily observations. PMI figures 
above 50 indicate expansion, while below 50 indicates contraction. 

We expect monetary policy to play a role in market recovery this month while confidence in such actions has 
waned.  Around the turn of the year, policymakers (the European Central Bank especially, which meets March 10) 
raised expectations, suggested action was needed, and then failed to act. Importantly, it was inaction rather than 
views of impotence that significantly dashed investor confidence, while China and OPEC fears filled the void. 

Significant risks remain. Yet today, we see "normalizing" markets as the dominant, near-term trend. As discussed in 
Quadrant, when correlations between most asset markets and the crude oil price have risen to levels not seen 
since the heart of the 2008/2009 economic collapse, even this year's slate of U.S. presidential candidates doesn't 
seem the most frightening concern. Looking out further, however, what do we face if markets do indeed get a grip? 
Unfortunately, in that event, we see political issues adding an extra dimension of risk to the near-term. 

Brexit: Binary Driver of the U.K Outlook, and with Significant Overspills 

It’s often been said that the wider world is “held hostage”  by U.S. elections and political decisions.  However, this 
year, Group of 20 leaders decided to specifically cite the U.K.’s coming referendum to remain in- or leave the 
European Union as one of the risks to the world outlook. When looked at through the prism of short- to medium 
term economic risks, we have to agree.  Part of the reason for this risk assessment is that the U.K.’s renegotiation 
of its membership terms with the E.U. is likely to further embolden national sovereignty or separatist movements 
throughout the broader E.U.  The Middle-East refugee crisis is exacerbating this political weakness in the 
region.  All of this somewhat counters the confidence building efforts of policymakers. 

Our base case expectation is that the U.K. will vote to “remain in” after U.K. Prime Minister Cameron renegotiated 
some of the terms of the UK’s membership (please see a more detailed discussion here Quadrant – Oil: Tail that 
Wags the Dog). This view is based in part on public polling data that favors the UK remaining in (see figure 2). Yet 
the risk of Brexit is non-trivial.  The probability of exit could be as high as 40%, particularly after notable members of 
the ruling Tory party have decided to campaign in favor of Brexit. 
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Figure 2: ‘Brexit’ Public Polls: Remain In or Leave European Union  

 

Sources: Citi Research as of March 2, 2016. 

Away from the generalized recovery in financial market risk taking that we believe is now underway, for the UK, 
there will be a period of significant uncertainty ahead until the June 23 vote. This is likely to stall business 
investment decisions and perhaps portfolio investment flows.  

The E.U. accounts for half of U.K. goods and services exports and 13% of U.K. GDP. Stalled investment was the 
pattern of business investment activity around the Scottish independence referendum of 2014 and general election 
uncertainty of 2015 (see figure 3).   

Figure 3: UK Fixed Capital Investment, Annualized % Change 

 

Sources: Office for National Statistics/Haver as of 4Q’2015. Note: Seasonally adjusted, Mil. Chained 
2012 GDP 
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If a Brexit vote were to occur, current trade arrangements would remain in effect for two years while new 
arrangements would be negotiated.  However, that uncertainty alone is likely to weaken the investment spending 
that is linked to E.U. trade. If there is a Brexit vote, the impact on U.K. exports (including financial services) could be 
quite significant and negative over time.   

Following the vote, if it is to ‘remain’, then UK assets could have a substantial relief rally across all asset classes. 
The extent of this rally would depend on the magnitude of any prior weakness.  U.K. assets could become 
strongly correlated with polling data in the months to come, particularly if the polling results look 
inconclusive. 

The near-term impact of Brexit uncertainty has been felt in Sterling already. This is because the U.K is dependent 
on foreign investor direct investment and portfolio flows as shown by the large U.K. external deficit (see figure 
4). With near-term GBP implied (expected) volatility priced higher than long-term volatility, the risk of Brexit might 
even be over-priced in the UK exchange rate currently, particularly if polling data were to turn away from 
Brexit.  However, as we will discuss in coming publications in the months ahead, investors may want to consider 
managing related asset market and real estate risks that range far wider than a single exchange rate. 

One thing we can be nearly certain of is the return of attention to idiosyncratic political risks at some point fairly 
soon.  This was evident in the performance of Spanish asset markets as political uncertainty of late has offset a 
strong local economic performance.  The June 23 vote on Brexit is likely to drive a return to this “local” focus with 
international market implications. The U.S. presidential election then looms as another issue beyond. 

Figure 4: UK Current Account Deficit, Investment Flows (% GDP) 

 

Sources: Bank of England as of 3Q’2015.   
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In any instance where distribution of this communication (“Communication”) is subject to the rules of the U.S. Commodity Futures Trading 
Commission (“CFTC”), this communication constitutes an invitation to consider entering into a derivatives transaction under U.S. CFTC 
Regulations §§ 1.71 and 23.605, where applicable, but is not a binding offer to buy/sell any financial instrument.  

This communication is prepared by Citi Private Bank, a business of Citigroup, Inc. (“Citigroup”), which provides its clients access to a broad array of 
products and services available through Citigroup, its bank and non-bank affiliates worldwide (collectively, “Citi”). Not all products and services are 
provided by all affiliates, or are available at all locations. Citi Private Bank personnel are not research analysts, and the information in this 
communication is not intended to constitute “research”, as that term is defined by applicable regulations.  

All views, opinions and estimates expressed in this communication (i) may change without notice, and (ii) may differ from those views, opinions and 
estimates held or expressed by Citigroup or other Citigroup personnel. Recipients of this communication should obtain advice based on their individual 
circumstances from their own tax, financial, legal and other advisors before making an investment decision, and only make such decisions on the basis 
of the investor’s own objectives, experience and resources.  

The investor must ascertain if they are suitable for each investment strategy based on their unique investment objectives and risk tolerances. 
Strategies discussed herein may have eligibility requirements that must be met prior to investing. Each investor should carefully view the risks 
associated with an investment and make a determination based upon the investor’s own particular circumstances, that the investment is consistent 
with the investor’s objective. Strategies described herein involve risk and may not perform as described.  

Citi Private Bank is a business of Citigroup Inc. (“Citigroup”), which provides its clients access to a broad array of products and services available 
through bank and non-bank affiliates of Citigroup. Not all products and services are provided by all affiliates or are available at all locations. Neither 
Citigroup nor its affiliates provide tax or legal advice. In the US, brokerage products and services are provided by Citigroup Global Markets Inc. 
(“CGMI”), member SIPC. Accounts carried by Pershing LLC, member FINRA, NYSE, SIPC. CGMI and Citibank, N.A. are affiliated companies under 
the common control of Citigroup. Outside the US, brokerage products and services are provided by other Citigroup affiliates. Investment Management 
services (including portfolio management) are available through CGMI, Citibank, N.A. and other affiliated advisory businesses. 

None of the financial instruments or other products mentioned in this Communication (unless expressly stated otherwise) is (i) insured by the Federal 
Deposit Insurance Corporation or any other governmental authority, or (ii) deposits or other obligations of, or guaranteed by, Citi or any other insured 
depository institution.  

The expressions of opinion are not intended to be a forecast of future events or a guarantee of future results. Past performance is not a guarantee of 
future results. Real results may vary. 

Citibank N.A., London Branch (registered branch number BR001018), Citigroup Centre, Canada Square, Canary Wharf, London, E14 5LB, is 
authorised and regulated by the Office of the Comptroller of the Currency (USA) and authorised by the Prudential Regulation Authority.  Subject to 
regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation Authority.  Details about the extent of our regulation 
by the Prudential Regulation Authority are available from us on request.  The contact number for Citibank N.A., London Branch is +44 (0)20 7508 
8000. 
 
Citibank Europe plc is regulated by the Central Bank of Ireland. It is authorised by the Central Bank of Ireland and by the Prudential Regulation 
Authority. It is subject to supervision by the Central Bank of Ireland, and subject to limited regulation by the Financial Conduct Authority and the 
Prudential Regulation Authority. Details about the extent of our authorisation and regulation by the Prudential Regulation Authority, and regulation by 
the Financial Conduct Authority are available from us on request. Citibank Europe plc, UK Branch is registered as a branch in the register of 
companies for England and Wales with registered branch number BR017844. Its registered address is Citigroup Centre, Canada Square, Canary 
Wharf, London E14 5LB. VAT No.: GB 429 6256 29.  
 
Citibank Europe plc is registered in Ireland with number 132781, with its registered office at 1 North Wall Quay, Dublin 1. Citibank Europe plc is 
regulated by the Central Bank of Ireland. Ultimately owned by Citigroup Inc., New York, USA. 
 
In Jersey, this document is communicated by Citibank N.A., Jersey Branch which has its registered address at PO Box 104, 38 Esplanade, St Helier, 
Jersey JE4 8QB. Citibank N.A., Jersey Branch is regulated by the Jersey Financial Services Commission. Citibank N.A. Jersey Branch is a participant 
in the Jersey Bank Depositors Compensation Scheme. The Scheme offers protection for eligible deposits of up to £50,000. The maximum total amount 
of compensation is capped at £100,000,000 in any 5 year period. Full details of the Scheme and banking groups covered are available on the States of 
Jersey website www.gov.je/dcs, or on request. 
 
In the United Arab Emirates and Bahrain Citi Private Bank operates as part of Citibank, N.A. 
 
In South Africa, Financial Service Provider, FSP 30513. 
 
In Hong Kong, this document is issued by CPB operating through Citibank, N.A., Hong Kong branch, which is regulated by the Hong Kong Monetary 
Authority. Any questions in connection with the contents in this document should be directed to registered or licensed representatives of the 
aforementioned entity. 
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In Singapore, this document is issued by CPB operating through Citibank, N.A., Singapore branch, which is regulated by the Monetary Authority of 
Singapore. Any questions in connection with the contents in this document should be directed to registered or licensed representatives of the 
aforementioned entity.  

 In Canada, Citi Private Bank is a division of Citibank Canada, a Schedule II Canadian chartered bank.  Certain investment products are made 
available through Citibank Canada Investment Funds Limited (“CCIFL”), a wholly owned subsidiary of Citibank Canada.  Investment Products are 
subject to investment risk, including possible loss of principal amount invested.  Investment Products are not insured by the CDIC, FDIC or depository 
insurance regime of any jurisdiction and are not guaranteed by Citigroup or any affiliate thereof.  

CCIFL is not currently a member, and does not intend to become a member of the Mutual Fund Dealers Association of Canada (“MFDA”); 
consequently, clients of CCIFL will not have available to them investor protection benefits that would otherwise derive from membership of CCIFL in 
the MFDA, including coverage under any investor protection plan for clients of members of the MFDA.  

This document is for information purposes only and does not constitute an offer to sell or a solicitation of an offer to buy any securities to any person in 
any jurisdiction. The information set out herein may be subject to updating, completion, revision, verification and amendment and such information may 
change materially.  

Citigroup, its affiliates and any of the officers, directors, employees, representatives or agents shall not be held liable for any direct, indirect, incidental, 
special, or consequential damages, including loss of profits, arising out of the use of information contained herein, including through errors whether 
caused by negligence or otherwise. 

This email contains promotional materials.  If you do not wish to receive any further promotional emails from Citi Private Bank, please send 
an email to donotspam@citi.com  with “UNSUBSCRIBE” in the subject line. Email is not a secure environment; therefore, do not use email 
to communicate any information that is confidential such as your account number or social security number. 

Citi and Citi with Arc Design are registered or service marks of Citigroup or its affiliates. 

IPhone and iPad are trademarks of Apple Inc., registered in the US and other countries. App Store is a service mark of Apple Inc. 

© 2016 Citigroup Inc., All Rights Reserved 
www.citiprivatebank.com  

Citibank, N.A. Member FDIC 
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