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Europe at stake
By Olivier Dyer

After two months of "practice", the slow fuse of Brexit seems to have fizzled out. Paradoxically, its repercussions will
probably have a greater impact on the rest of Europe.
One of the major weaknesses of the European monetary union
was to believe that the unthinkable could not occur. From that
perspective, Brexit is a healthy reminder. It sheds new light on the
events that occurred after 2008, such as the Portuguese, Irish
and Greek crises. In a way, it even clarifies the Icelandic crisis.
It still seems natural that a sovereign state should dedicate more
than 3% of its GNP to the possibility of a military war, a war which
is a perfect example in history of the unthinkable occurring with
great regularity.
The same precept could apply to the economy. That is probably
how we should consider the growth in expenses associated for
example with the regulations weighing down on the financial
sector. Each government must prepare to dedicate many
resources towards protecting its economic integrity. That is what
the United Kingdom, on the one hand, and the European Union,
on the other hand, are getting ready to try out.
Two months after the vote, a certain indifference seems to have
taken root in public opinion. The fact has been acknowledged and
accepted, like an episode of internal politics within the
conservative party and the symbol of protest from “those left
behind" in the Western economies. Overall, many believe that
Brexit should not have a major impact, since there is much truth
in Jean-Louis Bourlanges' words: "Great Britain had one foot in
and one foot out of Europe, now it will be the other way around".
Based on these first impressions, the global financial markets in
general and European markets in particular are forging ahead,
with most of them having exceeded their highest level of the year
in mid-August.
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Against this background, by end-June it had already become
apparent that a "material easing of monetary policy is likely to be
needed”.
Economically, falling real estate prices are reflected in the freeze
of withdrawals, followed by the total closure during a 6 to 8-month
period of Aviva Investor's real estate fund. Other real estate funds
have followed the same trend (Standard Life, M&G Henderson,
Columbia Threadneedle, and Canada Life). On 17 August 2016,
however, the Norwegian sovereign fund announced that it was
depreciating all of its real estate assets in the United Kingdom by
only 5%: overall, nothing quite as dramatic as that.
Many analysts view England's competitive devaluation as a way
of boosting activity by stimulating exports and restoring increased
prices to amounts nearer to the official target, although the
repercussions of such a devaluation in an economy where the
weight of international finance is so significant may have
unpredictable side effects.
The overall atmosphere of uncertainty remains, sustained by the
government's refusal to deny that the triggering of Article 50 may
be delayed to autumn 2017, i.e. after the French and German
elections, and once Theresa May's government has had enough
time to strengthen the teams conducting negotiations. That is
nearly 12 months later than the first indications of July.
As a result, consumer confidence has eroded, but from a very
high level compared to the European average (see Chart below).
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The general feeling that emerges two months after the UK vote is
that the true challenge of the Brexit could prove to be mainly
political and will spill over far beyond the island's coastline. We
will soon find out whether Europe will survive the elections in
France and Germany in 2017. These elections could also leave a
great deal of leeway for "the unthinkable", based on the
programmes of the participating protagonists, especially in
France.
Indeed, since no economic catastrophe really occurred after the
UK referendum, Brexit denies pro-Europeans an essential
argument; as though nuclear deterrence turned out to be a sham.
Admittedly, much remains to be done regarding the practicalities
of Britain's leaving, but the financial markets would be showing far
more negative expectations if the economy were at a major risk.
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The Pound has indeed dropped but, as shown in the chart above,
this drop has remained in line with the heavy force of the Bank of
England, which lowered its interest rates (-0.25bp) and committed
to a government bond (60 billion) and corporate bond (10 billion)
buyback programme that will result in its balance sheet evolving
midway between that of the Federal Reserve and the Swiss
National Bank. Long before the referendum results, the Bank of
England already noted that the English recovery “has been a
recovery for the too few rather than the too many, a recovery
delivering a little too little rather than far too much".
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