LPL RESEARCH

W EEK LY
ECONOMIC
COMMENTARY

KEY TAKEAWAYS
The surprising outcome of
the Brexit vote has led to
uncertainty for markets
and global economies.
How long this uncertainty
persists will likely
determine the extent of
any negative impact to
the U.S. economy.
Given both the direct
and indirect impacts of
the Brexit on the U.S.
economy and financial
system, we are now
expecting the Fed to
raise rates just one more
time this year.
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BREXIT BREAKDOWN
John J. Canally, Jr., CFA Chief Economic Strategist, LPL Financial

Financial markets reacted swiftly and sharply on Friday, June 24, 2016, to the
unexpected decision by the United Kingdom (U.K.) to leave the European
Union (EU) in a nationwide referendum held on June 23, 2016. Ahead of the
vote, most financial market participants and political observers thought that the
U.K. would vote to remain in the EU, and markets spent most of the day Friday
adjusting to the reality that the U.K. will likely leave, sending equity prices lower,
and bond and gold prices higher. The uncertainty in the markets, tightening financial
conditions, and other potential impacts to the U.S. economy may influence the
Federal Reserve’s (Fed) path of future rate hikes.

MARKETS AND ECONOMIES CRAVE CERTAINTY
Much of the volatility on Friday was due not only to the fact that the vote was
unexpected, but also to heightened uncertainty around instability in the U.K.’s
government and the actual path to exit. Markets and economies across the globe
typically do not react well to such uncertainty.
The process by which the U.K. will leave the EU in the wake of last week’s
referendum is governed by Article 50 of the Treaty of Lisbon, which created the
current EU structure in 2009. The Article is just 260 words, effectively saying that
there will be negotiations between the parties that can take up to two years. The
complication arises because of the continued political uncertainty in the U.K.’s
government. The negotiations would have begun over the weekend of June 25 – 26
and in the early hours of Monday, June 27, 2016; however, the political uncertainty
in the U.K. grew worse in the wake of the resignation of U.K. Prime Minister David
Cameron on Friday. Cameron is fighting within his own Conservative Party over
who will succeed him (and when), while a similar upheaval is underway in the
opposition Labour Party.
The lack of political order in the U.K. leaves global market participants less certain
that the U.K.’s separation from the EU will be quick and amicable. Of course,
markets crave certainty. A quick resolution to the U.K. political crisis and the start of
negotiations with the EU would be welcomed by markets; but at this juncture, that
looks unlikely to happen anytime soon.

WHAT IS THE DIRECT IMPACT OF THE BREXIT ON THE U.S. ECONOMY?
The U.S. economy is largely driven by internal consumption and investment, which
should insulate it from the worst global impacts of the Brexit — although that does
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not mean the U.S. economy is completely immune.
Exports have more than doubled as a share of the
economy in the past 35 – 40 years [Figure 1], but
are still under 15% of gross domestic product (GDP),
compared to the economies of the U.K. (30% of GDP
are exports), EU (40%), and Japan (20%). The U.S.
exports close to $125 billion of goods and services to
the U.K., accounting for about 5% of our exports, and
another $375 billion to the rest of the EU, accounting
for 17% of our exports; therefore, the direct impact to
the U.S. economy from the expected slower growth
in the U.K. and Eurozone is quite small.
In the first two days after the vote, the dollar has
strengthened versus both the British pound and
the euro, making our goods and services more
expensive. Although the weaker pound may help
to lift the U.K.’s exports to the U.S. and rest of the
world, the turmoil and uncertainty surrounding the
negotiations (especially if they are long and drawn
out) is likely to impair the U.K. economy, and to
some extent, the economy in the EU as well.
U.S. EXPORTS HAVE MORE THAN DOUBLED IN LAST
35 – 40 YEARS, BUT ARE STILL LOW COMPARED TO
OTHER GLOBAL ECONOMIES
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Gross domestic product (GDP) is the monetary value of all the
finished goods and services produced within a country’s borders in a
specific time period, though GDP is usually calculated on an annual
basis. It includes all of private and public consumption, government
outlays, investments, and exports less imports that occur within a
defined territory.
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As a result, there may be a decrease in U.S. exports
to the U.K., which, at the margin, is a drag on
the U.S. economy. U.S. financial corporations in
particular (banking, insurance, investment banking)
have an outsized exposure to the U.K. and Eurozone
economies, and we will be closely watching
their response in the coming days and weeks.
Increased financial market turmoil may also weigh
on consumer, business, and investor confidence as
well, and potentially slow or delay consumer and
business spending (and hiring decisions), which
would likely negatively impact the U.S. economy.
On balance, in our view, the longer the uncertainty
surrounding the U.K.’s relationship with the EU
persists, the more damage will be done to the
global (and U.S.) economy. This potential damage, in
turn, may lead to additional financial market turmoil,
further impacting the U.S. economy.

BREXIT AND THE FED: LIKELY
JUST ONE HIKE THIS YEAR
Just before trading began in U.S. equity markets on
Friday, June 24, 2016, the Fed issued a statement
noting that it is “carefully monitoring developments
in global financial markets, in cooperation with
other central banks, following the results of the U.K.
referendum on membership in the European Union.”
The Fed also noted that it is prepared to “address
pressures in global funding markets, which could
have adverse implications for the U.S. economy.”
With fiscal policy in most nations (Japan and China
are key exceptions here) largely off the table, financial
markets are looking once again to central banks for
guidance. The Fed’s statement on financial markets
and global funding markets echoed those made by
other major central banks on Friday morning.
Figure 2 looks at one of the measures of financial
conditions the Fed monitors, the St. Louis Fed’s
Financial Stress Index, which is an aggregate of 18
indicators that reflect financial stress in the stock
and bond markets. Although still well below levels
seen during 2007–09, financial stress has been
moving up in recent years, and peaked late last year
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and early this year. Financial stress, as a proxy for
financial market conditions, has ebbed since the
start of the year, but over the past few weeks — and
especially last week — it moved sharply higher.
In general, more financial stress means tighter
financial conditions, and those tighter financial
conditions can mute the impact of the Fed’s very
accommodative monetary policy, and in severe
cases, restrict the flow of credit from the U.S.
financial system to consumers and businesses.
Similar to the direct impact of uncertainty in the
U.K. and EU on the U.S. economy, the longer the
financial stress in the system persists, and the
tighter financial conditions get, the greater the
potential damage to the U.S. economy. Based on
what we know today, we don’t expect financial
conditions to tighten to levels seen during 2007 – 09;
however, it is possible they tighten back to where
they were in late 2015 and early 2016, if Brexit
uncertainty persists beyond a few weeks.
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Given both the direct and indirect impacts of the Brexit
on the U.S. economy and financial system, we are
now expecting the Fed to raise rates just one more
time this year, potentially in December 2016. If the
Brexit uncertainty lingers, putting more downward
pressure on the U.S. economy and inflation and more
pressure on financial conditions than we now expect,
it is possible that the Fed could choose to stay on the
sidelines all year. Similarly, if the uncertainty around
the Brexit in the real economy and in financial markets
is short-lived, it is still possible that the Fed may do
two more 25 basis point (0.25%) rate hikes this year,
matching the forecast we made in November 2015.
Three rate hikes by the Fed this year, which was a
small possibility prior to the Brexit vote, now seems
very unlikely.
We will continue to watch the developments on the
Brexit out of the U.K. and EU closely, and further
discuss any direct or indirect impacts to the U.S.
economy as needed in future editions of the Weekly
Economic Commentary. n

FINANCIAL CONDITIONS HAVE TIGHTENED SHARPLY IN THE LAST SEVERAL WEEKS
St. Louis Fed Financial Stress Index
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IMPORTANT DISCLOSURES
The opinions voiced in this material are for general information only and are not intended to provide or be construed as providing specific investment advice or
recommendations for your clients. All performance referenced is historical and is no guarantee of future results.
Any economic forecasts set forth in the presentation may not develop as predicted and there can be no guarantee that strategies promoted will be successful.
Investing in stock includes numerous specific risks including: the fluctuation of dividend, loss of principal and potential illiquidity of the investment in a falling market.
International investing involves special risks such as currency fluctuation and political instability and may not be suitable for all investors.

This research material has been prepared by LPL Financial LLC.
To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial LLC is not an affiliate of and
makes no representation with respect to such entity.
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