BREXIT AND BANKING
The long goodbye
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The full effects of the UK vote to leave Europe will be slow coming.
There are dangers but also opportunities for advancement,
especially in fintech. In the first of a series exploring the possible
outcomes, we explain why.
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It was always a possibility, always on a knife edge. But that did
nothing to lessen the turmoil. On Thursday 23 June, 2016 – in a
landmark referendum – the British electorate voted to leave the
European Union (EU).
The outcome – known as Brexit – sent shockwaves through
global financial markets. The pound plummeted to depths not
seen since 1985, well below its value during the 2008 financial
crisis. At one point, the FTSE 250 was down 14% from its preBrexit position. It’s still unclear what this means in the long term.
Uncertainty in the financial markets and among the business
community remains high – and is unlikely to ease any time soon.
It is said that at moments of extreme stress, time appears to slow
down. That is how Brexit will feel. The impact is enormous, but
the consequences will play out as a series of small episodes
over at least two years.
Assuming the UK government formally notifies the EU this year
of its intention to leave, it will take at least that time for Britain to
negotiate the terms of retreat. In the meantime, Brexit will cast
a dark cloud over a host of issues. Those include how financial
services firms operating in the UK will:
•

maintain trade

•

mitigate volatility in revenue and costs

•

manage their flow of resources, especially labour

•

retain access to the EU’s single market

So what might “out” look like for financial services? The simple
answer is that there is no single “out”, but many different
scenarios. This report is the first of a series from Capco
discussing developments and possibilities as they emerge.
The biggest issue facing the UK government will be to determine
the UK’s new relationship with the EU. Essentially, there are
three potential outcomes.
1. EEA + EFTA. The UK half-leaves by joining the European
Economic Area (EEA) and the European Free Trade
Association (EFTA), in company with Norway, Iceland and
Lichtenstein. This option would leave the UK outside the EU,
but in the single market and with free movement of money,
trade, goods and services.

2. EFTA only. The UK leaves the EU and EEA but joins the
EFTA. This is the Swiss model, achieved through a series
of bilateral agreements with the EU. Such an option would
enable the UK to choose areas where it would gain definite
benefits from access to the EU single market and would only
require implementation of EU legislation in areas covered by
those agreements. The UK Parliament is most likely to favour
the Swiss model as it currently stands.
3. Third party. The UK leaves entirely, opting for a pure thirdparty regime and regaining independence on regulatory
and fiscal matters. But to maintain access to the EU’s single
market, the UK would still have to mirror many EU regulations.

A journey, but in which direction?
As the above analysis shows, there are many roads to these
destinations. Moreover, it is a journey on which we have yet to
embark. The vote to leave the EU does not in itself trigger an exit.
A formal trigger only occurs when the UK gives notice to the
European Council of its intention to leave under Article 50 of the
Treaty of European Union. It is Article 50 which underpins the EU
and provides members with a process to leave the organisation.
Once the UK formally triggers Article 50, the UK has two years
to negotiate. But it hasn’t been invoked yet and won’t be until
there is a new Prime Minister in Number 10. Even then, a new
PM may not pull the trigger immediately after being appointed
for a number of reasons, including internal and external politics.
The referendum is considered by many to be advisory-only and
in theory Parliament could vote against it. And then there is the
Treasury, which will likely be concerned at further uncertainty
in the markets.
Barring a withdrawal agreement being reached in much less
than two years – which seems highly unlikely – or a unilateral
UK withdrawal from the EU outside of Article 50 – which would
be needlessly disruptive – the earliest practicable date of exit
will be in 2018.
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Not the end of Britain in Europe, only
the beginning of the end
So this is very much a long goodbye. And one which puts
financial institutions (FIs) and banks under immense pressure. At
a minimum, they need to conduct detailed analysis of the impact
of these three scenarios on all aspects of their business. In this
highly uncertain environment, the short-term focus for banks
and FIs will be on scenario analysis and contingency planning;
developing consistent communications to internal and external
stakeholders; and developing and refining scenario analysis on
existing strategies including any relocation strategies. At this
stage, however, there are few hard and fast answers.

EEA + EFTA

EFTA Only

Third Party

Passporting

LOW

MEDIUM

HIGH

Free movement
of people

LOW

MEDIUM

HIGH

Vote on EU law

HIGH

HIGH

HIGH

Planning effort

MEDIUM

MEDIUM

HIGH

(e.g., Norway)

(e.g., Switzerland)

(e.g., Turkey)

Table 1 - Impact of Brexit

The scale of the exercise cannot be underestimated. Brexit will
be one of the most complex, all-consuming tasks faced by any
British government since the Second World War. Right now
there are hundreds of permutations to consider, so it is worth
focusing on a few of the biggest issues that may impact FIs:
Issue 1: UK banks suffer share drops
Shares in British banks have been pummelled since the vote
to exit. Analysts predict the UK’s decision to leave the EU will
hit economic growth, causing the volume of bad debt to rise,
pushing up funding costs and dragging down investment banking
revenues. In addition, the devaluation in sterling and depressed
economic activity immediately after Brexit may lead to rate cuts
at the Bank of England. Low interest rates mean low profits.

There’s likely to be short- to medium-term market volatility, but
banks are generally better capitalised than they were in 2008.
Most analysts believe that because big banks were forced to
shore up their capital, funding and liquidity positions, they are
now in a much stronger position to weather the storm. Banks
will need to “weather this storm” and therefore the necessity
for innovation in banking has never been stronger, especially in
business models.
Issue 2: Passporting of business under MiFID
One of the most important pieces of EU legislation from a banking
perspective is the Markets in Financial Instruments Directive
(MiFID), which allows banks and FIs to conduct investment
business across the EU without obtaining a licence or similar in
each individual country. This concept is known as “passporting”.
London has been a leading global finance and trade centre for
centuries due to its geographical location, talent pool and unique
position as capital city, financial centre and tech hub. Global FIs
have large operations employing thousands of people in the
UK. They have historically set up their regulated businesses in
Britain and then used its right to “passport” into the rest of the
EU to serve clients there.
This position as a gateway to Europe for international banks
and corporates will be threatened if the UK is removed from
passporting agreements. Lord Hill, former EU Commissioner for
Financial Services, warned it was unlikely that British-based
banks would be allowed to preserve such rights – not least
because these require acceptance by the UK of free movement
of people from the EU.
Due to Brexit, banks and FIs will have to consider pursuing a
change in corporate strategy: should they focus on contingency
planning for restructuring in the UK or set up new legal
headquarters and prepare to shift work to cities such as Dublin,
Paris and Frankfurt? UK banks are also re-evaluating what to
do with business units that trade EU securities. Many analysts
assume that offices clearing these products will move to the
Continent. The loss of passporting would be a grave concern,
but there are significant arguments that existing arrangements
could be preserved or that any change would not be immediate.
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Issue 3: Brexit could damage UK’s reputation as global fintech
hub
For a number of years, Britain has been home to many Bitcoin
and fintech companies, with London consistently ranked as
the world’s financial capital. Britain’s London-focused fintech
sector was the biggest in the world last year, driving revenues
of around £6.6 billion thanks to its favourable regulations and
access to European markets.
With the vote to exit the EU, many fintech companies and startups may conclude that it makes more sense to set up an office
within Europe and may consider relocating their operations.
Consequently, billions of dollars of fintech investment to the UK
could be at risk. But entrepreneurs naturally embrace change
and some believe that they will find a way to leverage the change.
Digby Jones, former Minister of State for Trade and Investment,
wrote: “The UK is in an exciting position at the epicentre of the
fintech boom and I believe financial technology solutions will act
as a one-stop shop for international trade, securing payments
and removing the need for letters of credit, currency hedging,
insurance, legal advice and bank-led funding in one step”.

Understanding what “out” looks like
The dust may be settling, but the storm is far from over. In the
short term, despite the shock result of the referendum, it is likely
that little will change as EU legislation will continue to apply
while the UK remains a member of the EU – for the next two
years at least.
However, FIs will still be looking to make sense of what Britain’s
shock vote to leave the EU means for the future of their
businesses.
Capco will work closely with clients as trusted advisers and
follow the action as we help them understand what “out” looks
like. That includes regular briefings on the ever-shifting situation.
In the coming weeks and months, we will be examining the
emerging issues and providing updates. There is much more yet
to unfold and many turns to come in possibly the biggest story
in politics and finance this decade. The journey has only just
begun.
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