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The upcoming UK referendum on staying in or leaving the European Union after 43 years of 
membership has the full attention of the financial markets this week. Ten-year gild and bund 
yields have fallen dramatically over the past two weeks (the German bund dipped into nega-
tive territory before backing up slightly Friday) as investors have been seeking safe havens 
since polls have been indicating a ‘too-close-to-call’ outcome. Central banks worldwide are also 
keeping a close eye on things, with the US Federal Reserve refraining from lifting its key lend-
ing rate at last week’s monetary policy meeting, citing Brexit as a risk to global economic 
growth.  

In the event of a ‘leave’ vote, central banks are at the ready to unleash the necessary financial 
measures installed after the 2008 crisis, all in an effort to provide and maintain liquidity and 
the stability of the global financial system. Stock markets, and in particular those of the UK and 
Developed Europe in general, have felt the brunt of investor selling over the past two weeks. 
Although stock prices have just started to recover from a two-week slump, they had tumbled 
to near their February 11 lows. Financial markets are certainly highlighting how sensitive they 
have become to the unknown risks presented by a potential UK departure from the European 
Union. 

A bit more on Brexit 

         The referendum is scheduled for Thursday, 23 June; results aren’t expected until the 
morning of the 24th  although the first polls should come out by 22:00 on the 23rd 

         Fears over Brexit have started to ease a bit over the past two days although an 
FT.com poll of polls show the remain and leave camps neck and neck at 44% (as at 
21.06.2016) 

         Follow the money: although bookies’ odds of remaining have come down over the 
past two weeks, they did bounce back from a low of 66% to now 76% 

 

 

 

 

 

 

 

Source: Ladbrokes, 21.06.2016 
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         A vote in favour of Brexit would certainly rattle financial markets: the pound would 
plummet to around US$1.20; gild yields would continue to fall (the 10-year gild is at its 
lowest ever level) and the equity market would likely sell off 

 

Source: BCA Research, 16.06.2016 

Reaction to either an ‘in’ or ‘out’ outcome may be long-lasting or short-lived. Markets are likely 
to remain extremely volatile until the results are known on June 24th. There are several scenari-
os being played out and much will depend on the actual percentage for staying or leaving  and 
more importantly how decisive an ‘in’ or ‘out’ outcome (i.e. > or < 55%).  

         First, should the vote be in favour of leaving, the UK would need to start ‘divorce’ 
proceedings with the European Union 

o   This could take anywhere between two and 10 years although a four-year 

timeframe seems to be more likely  

         A second referendum would be likely as the government of the day would want the 
electorate to agree to the terms of the negotiation agreements  
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         Most current agreements, namely trade agreements, would likely remain in place 
for some time until a final separation agreement is agreed upon 

         The British pound will probably be the financial instrument most affected by an ‘out’ 
outcome 

o   However, the downside of sterling may be limited by easing by other central 

banks, i.e. the European Central Bank or a delay in the Fed’s tightening cam-
paign 

o   A softer sterling will also play well for British exporters and miners as they do 

well in this type of environment  

  

There is no doubt that an ‘out’ vote will rattle UK and European stock markets to multi-year 
lows, however, investors will be quick to realise that the UK world will not have changed dra-
matically from the 23rd of June to the 24th. Therefore once the dust settles, the UK and Europe-
an stock markets could experience a significant rebound. 

  

Stock markets have sold off quite a bit over the past two weeks.  

         The considerable market declines of the past two weeks may also mean that much 
of the concern is already being priced in so the worst of the drop may have already oc-
curred 

         An ‘out’ outcome will likely mean a significant drop in stock prices but this could be 
short-lived as investors quickly realise that current agreements between the UK and the 
EU remain in place and would remain so until a ‘divorce’ settlement is agreed upon 
(which is likely to take years) 

         The actual outcome of the vote to remain or to leave has no legal standing to force 
an exit from the EU: it is merely advisory; the UK parliament would still need to vote on 
it 
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Impact of a Brexit outcome on BMO European Fund 

 

This is perhaps the biggest and most difficult question to answer. As part of our firm’s risk man-
agement, portfolios are stress-tested through different scenarios and actual events as shown 
below. Since it is impossible to forecast to what degree markets will react, we have to turn to 
history. The 2008 financial crisis was a 25-standard deviation event. We do not believe that an 
‘out’ outcome would result in such a dramatic downturn since central banks are standing at 
the ready to act in an effort to maintain and provide liquidity (as mentioned above several 
tools are now at their disposition to provide and maintain liquidity and support the financial 
system). The table below shows how the current portfolio of BMO European Fund (all things 
being equal) would react to different events that have occurred in the past 15 years.      

 

Source: As at 31.05.2016. BMO Global Asset Management EMEA, APT Risk Models 
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         There are a wide variety of internal and external views as to the potential scenarios 
that might result from Brexit 

         In order to simplify and clarify the situation we have decided to specify two specific 
scenarios: 

1.       an ‘orderly’ Brexit scenario (‘Brexit 1’) and  
2.       one which results in further contagion within the EU (Brexit 2’) 

         The time horizon is short term (i.e. within a month or so) 

         The validity of the assumptions and the resultant output decays rapidly as the time 
horizon increases  

         Predictive stress testing has been used for this analysis: in simple terms this utilises 
the correlations and exposures to risk factors for an asset rather than a simple transla-
tion of the assumed market stress onto an asset 

o   This should result in more useful output, however specifying the assumptions 

becomes a more challenging task using this approach 
 

 
 

Source: For Illustration Purposes Only. As at 17.06.2016. BMO Global Asset Management 
EMEA; APT Risk Analysis 

 

         Although both scenarios show that markets and the Fund would sell off, the draw-
down would be less in an orderly Brexit scenario 

         BMO European Fund would fare better than its benchmark over the month following 
the outcome of a Brexit vote 
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BMO European Fund 

         We haven’t changed anything in the BMO European Fund portfolio 

o   We haven’t raised cash purposely 

o   We have not adjusted any of our positions 

         We believe that our holdings, many of which do not necessarily rely on the UK econ-
omy, will continue to prove themselves as strong quality names and will survive the 
test of time 

         Our Irish-based holdings could be the most negatively affected holdings 

o   These would include construction and building materials group CRH, nutritional 

and performance beverage company Glanbia, food and flavouring ingredients 
Kerry Group and packaging company Smurfit Kappa  

o   Since the Irish economy is closely tied to the UK one, the Irish market and its 

constituents are likely to take a serious beating should the ‘out’ camp win the 
referendum. 

o   However, investors will quickly realise that these four businesses have very little 

to do with Ireland as they are global in nature and derive the bulk of their reve-
nues from outside Ireland and the UK. 

Serge G. Pépin, CIMA 

European Equities Investment Specialist & Research Analyst 

BMO Global Asset Management (EMEA) 
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This communication is intended for informational purposes only and is the personal views of the portfolio manager and not necessarily the 

views of BMO Investments Inc. This update represents the assessment of the markets at the time of publication. Those views are subject to 

change without notice as markets change over time. The information contained herein is not, and should not be construed as, investment 

advice to any party. Investments should be evaluated according to the individual's investment objectives. Professional advice should be ob-

tained with respect to any circumstance. 

The statistics provided in this article are based on information believed to be reliable, but BMO Investments Inc. cannot guarantee they are 

accurate or complete. 

The views and opinions expressed herein are those of the Portfolio Manager, and  Mr. Serge G Pepin,  and do not 
necessarily reflect those of BMO Investments Inc. 

 

Any statement that necessarily depends on future events may be a forward-looking statement. Forward-looking statements are not guaran-

tees of performance. They involve risks, uncertainties and assumptions. Although such statements are based on assumptions that are be-

lieved to be reasonable, there can be no assurance that actual results will not differ materially from expectations. Investors are cautioned not 

to rely unduly on any forward-looking statements. In connection with any forward-looking statements, investors should carefully consider 

the areas of risk described in the most recent simplified prospectus. 

 

BMO Mutual Funds are offered by BMO Investments Inc., a financial services firm and separate legal entity from Bank of Montreal. Commis-
sions, trailing commissions, management fees and expenses may be associated with mutual fund investments. Please read the fund facts or 
prospectus before investing. Mutual funds are not guaranteed, their values change frequently and past performance may not be repeated. 
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