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ABSTRACT

One of the hugely anticipated major economic eveRREXIT — Great Britain’s referendum to exit frothe
powerful European Union” happened in June 2016s €hrtainly marked the materializing of a globat®wisk in today’s
world. BREXIT has certainly taken many by surprsel was unexpected by most quarters of the wankthfiial markets
which was evident from the immediate negative ieaanostly driven by the sentiments. Post whichjellgoments have
been more in line with broader market consensysblsy makers have expressed their willingnessxtered full support
to the economy. UK’s Bank of England has alreadgsémed its monetary policy and is probably goingdamore in the
coming days to avoid any unnecessary collateralag@mSensing that the growth of the economy wilirbgacted, the
UK government could also go in for a more pragmfigical policy in days to come. Markets have reradibroadly stable
and have reacted on expected lines with adequptakeaking its way towards safe haven assets.ifitial reaction in
the markets was of shock and resulted in steepndscin the equity markets and strengthening ofuUls®. However,
since then the level of risk aversion has reducetleqjuity markets across the globe have done Jgibawith a rise in
price of most sovereign bonds. Still, the true fasations of Brexit will take months, to become apgnt. While there are
a number of possibilities that can play out in¢bening months, it is important to take a step bt gauge the impact on
the Indian economy and stock markets throughritaljes with UK and the broader EU economy. Thiepagtempts to

find the impact of Brexit on the global economies stock markets, with a special focus on India.
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INTRODUCTION
EMERGENCE OF EUROPEAN UNION

The European Union is an economic and politicatrship among 28 European countries. In ordenvtida
going to war and to improve the economic coopenatitth each other, these countries formed the Eéf éfie World War
Two. Since then, these countries treat their agtiooi as a one market, allowing goods and peopleatte around. To
facilitate the same, they traded with a single enecy “Euro”, which was used by around 19 membemtries. As per
estimates, the EU GDP is worth more than $18,0Db@tiand a population of more than 500 million aadonsidered to

be the biggest economy in the world.
BREXIT

BREXIT is an abbreviation for “British Exit". Thisefers to the UK’s referendum to exit from the Epgan
Union. This referendum is a vote by the citizendJ#f to give a Yes or No answer to a question. Sujgps of Brexit

believe Britain is being held back by the EU, whtbey say impose too many rules on business angjehillions of
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pounds a year in membership fees for little in metdoreover, they feel that Britain must reduce ttumber of people
coming to Britain to live and work and also to takack full control of their borders. On Jun€“22016, the people of
Britain voted for the Brexit from the EU, which ésnsidered a historic referendum. Withdrawal fréva EU has been a

right under Article 50 of the Treaty on Europearidtimof EU member states since 2007.
ARTICLE 50 — THE LISBON TREATY

The formal and legal process for any country tchdidaw from the EU comes under Article 50 of thebbis
Treaty. The Government of the country wishing ttheiaw from the EU must formally notify the Europeaouncil of its
intention to leave the EU, which triggers a two+ygaocess for the remaining EU members to negotidtiernate
arrangements between the leaving country and theDiing these two years, EU laws continue to apphthe leaving
country as in the past. In case of an agreemettiseached at the end of the two years, EU ruldsights stops applying
to the leaving country, unless the remaining EU imemrs unanimously decide to extend the negotiateod. However,
as of now, Article 50 has not yet been triggered & is unclear as to when exactly it will be g&ged. Governments are
not legally obligated to trigger Article 50 immethify, and in the case of the UK, it is likely tiaticle 50 will be invoked
by the new Prime Minister after due course of im¢discussions. The UK may need some time to eraatrategy and
deduce which aspects of the EU are the most impiotait from an economy perspective and from aevmopulist point
of view. However, it is widely perceived that thewly appointed Prime Minister would trigger theiie 50 is likely to
be triggered in 2017 at the earliest.

TRADE RELATION BETWEEN INDIA-UK-EUROPEAN UNION

The UK and the EU are both important trading pasgtier India. According to Ministry of commerce daioints,
UK-India bilateral trade was valued at USD 14.0#dsi in FY16, and EU-India trade (including UK) waalued at USD
88.56 hillion in FY16. Further, exports to the UKdathe EU were worth USD 8.83 billion and USD 44kiflon, whilst
imports were worth USD 5.19 billion and USD 43.94lidn, respectively. Trade deals and negotiatiavsre being
discussed even before the referendum took place.Uki used to be India’s third biggest trading parth5 years ago;
today it is its 12. Also, the UK is one of the seven countries withioh India has a trade surplus. Negotiations with t
EU are currently being held regarding the Free @rAdreements, which will likely provide a boost lidateral trade

between nations.

Table 1
Indian Merchandise Trade in FY16 (in USD Billion)
UK Exports 3.4%
EU Exports 17.0%
Total Exports USD 262 billion
UK Imports 1.4%
EU Imports 11.5%
Total Imports USD 380 hillion

Source: Ministry of Commerce and Industry, India

While the bilateral trade relationship between Uiddndia is dominated by goods, services also famm
important part of the equation. As such, the triadservices has declined over the last five yearkdia exported around

USD 6.8 billion and imported around USD 3.16 billiln the calendar year 2011. However, since thepoits have
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increased to USD 3.5 billion while exports havelied and stand at approximately USD 3.9 billionttee calendar year
2015.

Table 2
Year | Exports (in USD Billion) | Imports (in USD Billion)
2009 5.4 2.8
2010 5.9 3.3
2011 6.8 3.2
2012 5.9 3.3
2013 3.9 3.2
2014 4.6 3.6
2015 3.9 3.5

Source: Office for National Statistics, UK
BREXIT IMPACT ON UK ECONOMY

Since the referendum, the pound fell to its lowesgel since 1985 and triggered a major politicalfia in UK.
Emergency steps are now being taken to calm theosaic turmoil after the historic pound fall. Britahas lost its top
AAA credit rating. The central bankers however fé®t the market and economic volatility can beestpd as this
process unfolds and has initiated interest rats and other measures aimed at saving the courtdry &lipping into
recession. However, economists feel that the Brast is good news for exporters who have strugglighl the high value
of the pound. Moreover, Brexit would mean that &ritwill no longer contribute billions of poundsyear towards the

EU’s budget.
IMPACT OF BREXIT ON INDIA
Brexit may impact businesses in two possible ways:

* Currency Weakening: The GBP is likely to remain weak and may depreciatesus the USD as the UK is a
current account deficit economy. As such, it neiegestment flows to fill the gap. This weakenindliiely to

affect companies that earn in GBP

« Growth Impact: The impact of the BREXIT vote will be felt overetltoming years, and there is likely to be a
slowdown in growth of the UK economy. This slowdowray not only be limite to the UK but also to th& E
region as uncertainty on future prospects is likeljhold back investments for businesses and copitsomfor

households.

INDUSTRY WISE IMPACT DUE TO BREXIT

Consumer & Industrial Products

This sector is vast and has a huge amount of expdsuhe UK economy. Negative shocks to growtHaddave
repercussions for the sector. For example, follgwitire BREXIT vote, Indian auto stocks lost almad¥lof their values
as a number of the companies get a major shatewfrevenues from the UK and EU. The UK accouotsafmost 4% of
all auto exports and the EU accounts for almost bd%uto exports. Manufacturing units based out/Kfwill see their

profitability erode due to the lower value of thBIS

» The Travel and Tourism sector: This sector will also likely be largely affecteg the BREXIT as it directly
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affected by currency fluctuations. As such, it cbgkt a boost as the UK economy gains competitsenea a

weaker currency.

» Garment Sector: This sector has a large exposure to the UK arileigop export to the UK. Indian garment
exporters have witnessed some slowdown in demaddcanld see lower levels of sales due to a slowdmwn
growth.

» Energy & Resources:UK-India bilateral trade of boilers, machinery, amdchanical appliances was worth USD
1.4 billion in FY16 and is both the second largesgtort, and export of India with the UK. Given tBREXIT, no
major uptick in global demand is expected. Reseangjyests that every USD 1 drop in crude pricestisnated

to amount to savings of around USD 1 billion ini&isl oil import bill and could help the downstreaompanies.

» Financial Services:Financial services, banking and real estate arengrtiee largest service sectors in the UK,
which are directly affected by the currency flutioas. These sectors could endure some negatieetefas
businesses could hold up decisions to invest fuheaccount of ambiguity in trading rules betwéss UK and
the EU. This can cause Indian firms to reassesis tperations in the UK and move investment ang tie

someplace else, which in turn could also affecffltine of Indian personnel to the UK.

« Life sciences & Health care:India’s pharmaceutical sector has significant expe to the UK, as it exported
USD 0.46 billion to the UK and a total of USD 1.billion to the EU. Mid-to-large tier pharmaceuticampanies
have exposure to the UK economy and a hit to dermatite UK and the EU is likely to have negativéeefs on

profit and sales.

» Technology, Media and Telecommunicationstndia’s IT sector has a huge presence in the UK, tharefore is
one of the most vulnerable sectors in terms of BREXIT plays out. Many IT companies have their EU
headquarters in the UK and use the country aseamggtfor business across the EU. Indian IT comzamight
witness operating-profit margin pressure as the BU& GBP weaken against the USD. Shares of marignind

companies fell following the result of the referand
BREXIT IMPACT ON INDIAN STOCK MARKET

A day after the BREXIT referendum, on"2dune, the Indian stock markets reacted by steejnden the main
indices. The Sensex opened lower by 635 pointsveertt down by 1091 points before bottom fishing Igttusome
stability. Even as the index recovered 486 poiotmfthe day’s low, it still close the day with aegecut of 605 points or
2.24%. Brexit took the market by surprise as mgsnion polls where suggesting that Britain will gaib remain in the
EU. Britain’s exit from the EU is a huge event amitl haunt the global economy in the coming monthke immediate
impact of Brexit is an increase in risk aversiorewtit comes to investing. Among the global curresconly the Japanese
yen and the US dollar appreciated. Currency degtieai will further increase risk aversion and pregsure on the weak
Asian currencies. However, market watchers belidomrg-term investors need not worry about Brexincg India’s
economy is doing well from a long-term view, thé&aothing to worry. Investors should not bothey touch about such

events. Indian markets should perform better coethbty most other emerging markets and also the@jgs@ markets.
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CONCLUSIONS

Brexit might lead to different scenarios and thess have varying impact on India. We have consileréew of

them below:

e European Economic Area (EEA) Model: The EEA was formed in 1994 and serves as a blot ghas
non-members of the EU access to the single mapketjiding free movement of goods, services, peogaiel
capital among the EEA. Further, EEA membershipvaidor free trade within the area, however sinagytare
not necessarily members of the monetary union, #ieyfree to set their own external tariff and peledently
negotiate their own trade deals with countriesidatshe EU. In the scenario that the UK decidebdoome a
member of the EEA, this could possibly be advardaagdor India in terms of trade. In particular, th& would
have the liberty to set its own external tariff andependently negotiate the trade deals with ecmsbutside of
the EU. As such, trade deals negotiated betweenUtkeand India could provide for huge potential for

improvement and close collaboration in terms adéra

» Swiss Model:In case of Swiss model, where Switzerland doesowte under the EU or the EEA, instead it has a
sequence of bilateral treaties that have been iadgdtwith the EU government their relationship. #(8h Swiss
access to the single market in services is resttjoivhich in the UK’s case could complicate matt&nsrther,
given the fact that the UK can choose where it wanthave an agreement on trade, there would Heehig
uncertainty. Overall, while access to the singlekaaremains, it has more restrictions that cougehsome

repercussions for Indian businesses.

e WTO: The WTO is the primary body that administers inégional trade between its 161 member nations.df th
UK fails to remain economically integrated (via t8EA or EFTA), its trade between the EU and thé¢ oéshe
world will be governed by the laws of the WTO. hist scenario, the UK would have the liberty to isebwn
tariffs on imports, and would not be bound to th@'sEregulation and gain the freedom to choose it o
economic policy and regulations, which could patdlyt be beneficial for India. Further, if the Uknd India

manage to finalize an FTA, this would give UK-Indiiade a boost.

e The Canadian Model: Comprehensive Economic and Trael Agreement (CETA): The CETA scenario
involves leaving the single market, wherein the Weuld negotiate a preferential trade agreement thichEU.
In the CETA model, Canada is given preferentiakasdo the single market and most trade tariffe&ngnated.
On the downside, Canada will have to undergo rofesrigin requirements wherein they will need toye that
the goods are made in Canada, which proves to fyecestly for firms and businesses. In this scenddiK will
gain preferential access to the single market aost inade tariffs would be eliminated with the gxien of some
sensitive food items including eggs and chickene TUK would be free to negotiate deals with Indidheut
intervention from the EU. A number of Indian busises currently enjoy exporting to the EU through wikhout
paying any tariffs. In this scenario, since UK wbhlve preferential access to the single markdialwould still

be able to use it as a gateway to the EU.

The EU as a body has had success stories. It leaslaeely relevant in removing barriers to the proent of

people, capital and trade which has in turn madepthwerful EU economies more powerful. Howeverpgldheadwinds
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in the form of increased competition from emergegpnomies particularly China and India makes ortkinie their
strategy. The EU has a choice of looking inwardsutwards in embracing these forces of globalizatAn expansion of
the EU to more eastern European economies or igeatpolitical union may not be viable optionshis tstage. Several
trends go against a more federal view of the ungmme of which are supported by the view that the iE more
bureaucratic than it perhaps needs to be. A retbinkU strategy in looking at lesser centralizeduiation and leaving
more to the member economies may help. Embraciolgaization and bringing in newer ideas of reseaettucation,
training, technology, cross-border infrastructiets,. from India and other similar emerging econamiwy help support
the union’s weaker members. This will benefit Ingiasitively offering greater opportunities to peatt newer EU
markets with lesser regulations, reduced barriedsgreater vigor. At this juncture, it is almostilito say that BREXIT
implies uncertainty, but that is an aspect moshenuoes and corporates would have to deal with. v forward will be
volatile and can possibly be subject to changiniipal equations in the EU and UK itself. Whilei& will be beneficial
for both the parties to resolve the situation &t &s possible, the reality may be different. Gitleese circumstances,
Indian companies can expect some hit to their Ugirmsses as overall growth in the country slowthénimmediate short
run. A weaker currency will also mean that any tegaon of profits from the UK region to the preREXIT era.
However, in the mid of long run, if the forces dblgalization play themselves out well, an eventhsas BREXIT may

turn out to be positive for India, bringing it céysboth to the EU and the UK.
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