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Five questions on Brexit and equities As the EU referendum approaches, the topic of Brexit risk remains a focus for investors. We look at how UK equities have priced in Brexit risk by answering some of the most frequent questions we are asked. UK domestic stocks declined in the beginning of the year as the date was set and investors started to digest Brexit risks. By late May, domestic stocks had rallied and recovered about half of their relative underperformance. But uncertainty persists and in recent weeks they have underperformed again. We look at valuation, fund flows, and exposure across Europe. Q: How has Brexit risk been priced?
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We've seen large oscillations in the performance of UK domestic companies, with declines in the first 3-4 months of the year followed by a sharp rebound to recover half of their previous underperformance in late April/May. But with the opinion polls remaining volatile and relatively close, these names have dropped again in the last couple of weeks.
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Q: Is there value in UK domestic stocks and mid-caps?
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Yes, although much less so than in April given the rebound in these names, but a 12% discount to the UK market on a 12mth fwd P/E basis still looks inexpensive given our economists’ forecast of underlying UK growth; of course, much depends on the outcome of the referendum. Assuming a vote to remain, there is value but the discount for these stocks is unlikely to close before the referendum.
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Q: Is the recent weakness in US flows into European equities a function of Brexit risks? We think a large part is; we find US flows in particular are very sensitive to shifts in risk (rather than, say, earnings or valuation) and outflows have correlated strongly with an index of UK policy uncertainty.
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Q: If the vote is to exit, would sterling cushion big caps when exporters could be hit by a lack of trade agreements? With 80% of sales outside the UK, FTSE 100 companies have c.55% of their assets outside the UK; many of these companies are less exporters than global companies that are listed in the UK.



Q: What is the exposure of the rest of Europe? If there is Brexit, we think the exposure is large; all of the major European indices are highly negatively correlated to UK risks. The DAX has 9% of its sales direct to the UK and this compares, for example, to 10% to China. Goldman Sachs does and seeks to do business with companies covered in its research reports. As a result, investors should be aware that the firm may have a conflict of interest that could affect the objectivity of this report. Investors should consider this report as only a single factor in making their investment decision. For Reg AC certification and other important disclosures, see the Disclosure Appendix, or go to www.gs.com/research/hedge.html. Analysts employed by non-US affiliates are not registered/qualified as research analysts with FINRA in the U.S.
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Five questions on Brexit and equities Q: How has Brexit risk been priced? UK mid-caps (FTSE 250) and domestic names in general underperformed the UK market from January to mid-April as investors started to digest Brexit risks. At one point our domestic basket (GSSTUKDE) was down 8% versus the market. We find companies that are both domestic and have a high beta of earnings to UK investment spend are the most sensitive to pricing Brexit risks; our screen of these companies underperformed by 14% at its worst for the year. See Exhibit 1 below for the performance of these groups. Since mid-April the performance of these UK-exposed companies has been very sensitive to news flow, especially with each new opinion poll, particularly those showing an extreme or slightly surprising result. There remains a large amount of volatility in the polls themselves and substantial uncertainty as well given the high proportion of respondents that are undecided. For a discussion of the opinion polls and the uncertainties surrounding them, see Europe's outlook: Unspectacular growth and subdued inflation, as fiscal policy moves towards centre-stage (May 27, 2016). For example, the Ipsos Mori poll in mid-May pointed to an 18-point lead for ‘remain’ and this coincided with a sharp rebound in the UK domestic names from relative lows in mid-April. At one point these stocks had retraced more than half of their ytd decline in a matter of three or four weeks. But the ICM phone poll on May 29 pointed to a lead for ‘exit’; the first phone poll to do so. And the UK domestic stocks have underperformed again since then (indeed they started to underperform again slightly prior to this). Exhibit 1: Mid-caps and UK Domestic stock performance Relative performance to the UK market 104
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Source: Datastream, Goldman Sachs Global Investment Research
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Q: Is there value in domestic stocks and mid-caps? Yes, although this has diminished since mid-April, we think the value gap is unlikely to close materially further before the referendum given the continued uncertainty with respect to the opinion polls. The underperformance this year to date has pushed domestic-facing names to a discount versus the broader UK market. As shown below, the discount on a forward P/E basis reached almost 20% at the end of April. This discount has diminished in recent weeks and now stands at closer to 12% versus the FTSE All-Share. Exhibit 2: Stocks with UK domestic exposure (GSSTUKDE) are at a discount to the UK market 12m forward P/E discount/premium (%) 25 20 15 10 Average
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Source: Datastream, I/B/E/S, Goldman Sachs Global Investment Research



Of course Brexit risks or uncertainty are not the only variables driving this performance: 



The FTSE 100 has benefited from the sharp turn in oil prices; none of our basket of domestic names has significant oil exposure whereas Oil is c.13% of the FTSE 100 market cap.







China economic growth picked up in 1Q16; by definition GSSTUKDE has no exposure to this improvement, whereas many of the large caps names do.







Last, domestic economic growth has slowed; our Current Activity Indicator (CAI) for the UK indicates growth of around +2.2% annualised in May, having slowed from +2.8% annualised growth in January. Of course, some of this could be delays in investment or other spending given the uncertainty surrounding the referendum vote.



Whatever the reason, the underperformance of mid-caps and UK domestic-focused companies has coincided very closely with the softening of UK economic activity. In our view how these names do from here will depend very much on the domestic economic outlook.
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Our economists looked at the economic impact of Brexit in European Economics Analyst: Brexit: The uncertainty shock of leaving the EU, March 4, 2016. They looked at the impact of uncertainty shocks in the past and their analysis points to a hit to industrial production of between 0.5 pp and 2.5 pp. The lower end of this range assumes a rise in uncertainty of similar magnitude to that around the time of the Scottish referendum (they regard this as too modest a benchmark) and the higher end assumes that the rise in uncertainty is similar to the Lehman’s crisis (this may be too harsh). The recent performance of the FTSE 250 versus the FTSE 100 is plotted in Exhibit 3, with UK IP growth; the deceleration in the FTSE 250’s relative performance has been marked since the middle of last year and is probably already discounting a modest IP recession in the UK. Should we see a vote to remain in the EU, we would expect relief for the mid-caps and especially for the UK domestic names. We also think the current 10% P/E discount for UK domestic stocks is attractive, although we think this is unlikely to narrow ahead of the vote. Should there be a vote to exit the EU, in practice we think the BoE would ease policy quite substantially, with the emphasis likely through “credit easing” policies. See European Economics Daily: UK - Credit easing as a robust BoE policy response to Brexit, May 26, 2016.



Exhibit 3: FTSE 250 underperformance is already indicative of a mild IP recession in the UK FTSE 250 versus FTSE 100 is closely linked to domestic output 40
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Source: Datastream, Goldman Sachs Global Investment Research
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Q: Is the recent weakness in flows into European equities a function of Brexit risks? We think Brexit risks are having a large impact on flows into European equities. Of course, this is difficult to judge definitively, but we do find that flows from US investors into European equities (measured by AMG/Lipper mutual fund data which includes ETFs) are very sensitive to policy uncertainty. The first chart below (Exhibit 4) shows monthly flows into Europe from US investors with the six-month change in the European Economic Policy Uncertainty index (EPU). The two are highly negatively correlated. That said, in the last few months outflows from European funds have been large compared with the degree of policy uncertainty measured in this index. But looking at the second chart below (Exhibit 5), which shows specifically the UK Policy Uncertainty index which has increased much further in recent months, the outflows from US investors seem to have coincided closely with this shift. Over the longer run, we think UK Policy Uncertainty specifically is less strong an indicator for US flows than the aggregate European uncertainty. For example, UK Policy Uncertainty and flows from US investors were poorly correlated in 2012-2015 when US investors were more focused elsewhere in Europe. Should the referendum outcome be to remain in the EU, we expect to see policy uncertainty conditions in the UK lessen, and this would be consistent with a modest pickup in flows into Europe.



Exhibit 4: US flows into European equity funds correlate with policy uncertainty... AMG/Lipper data is 4-week sums (US$ bn), latest data point is 4-weeks to May 25, 2016 Flows into European funds from US investors
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Source: “Measuring Economic Policy Uncertainty” by Scott R. Baker, Nicholas Bloom and Steven J. Davis atwww.PolicyUncertainty.com, AMG/Lipper, Goldman Sachs Global Investment Research.
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Exhibit 5: …and more recent a rise in UK Policy Uncertainty has coincided with a sharp outflow by US investors AMG/Lipper data is 4-week sums (US$ bn), latest data point is 4-weeks to May 25, 2016 4 3 2
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Source: “Measuring Economic Policy Uncertainty” by Scott R. Baker, Nicholas Bloom and Steven J. Davis atwww.PolicyUncertainty.com, AMG/Lipper, Goldman Sachs Global Investment Research.



Q: If the vote is to exit, would sterling cushion big caps when exporters could be hit by lack of trade agreements? We receive many questions on this point. We estimate 80% of FTSE 100 sales are outside the UK. Also, while it's difficult to be confident of this figure, we estimate that c.55% of FTSE 100 company assets are also outside the UK. (We calculate this by aggregating bottom-up by company. For some companies, the data is outdated or not available, hence the figure carries uncertainty.) In other words, many of these companies are not exporters so much as simply UK-listed companies that operate elsewhere. We do think that a fall in sterling would provide a large cushion for the performance of these stocks. Our FX team estimates that a vote to leave the EU would see sterling weaken by 15%-20% in trade-weighted terms. This would likely provide a large offset to the largecap names. Indeed, that has been evident this year. Sterling fell sharply from the end of last year as investors focused on both Brexit risks and the weaker UK data prints. This weakness in has partially reversed from mid-April as Brexit fears have receded. So far, the relative performance of the UK market (in local currency) vs Europe has been highly negatively correlated with sterling as shown in Exhibit 6. We have seen no evidence so far that large-cap domestic UK stocks are being sold-off in anticipation that a 'lack of trade agreements' will be negative for their business. Meanwhile, as described above, UK domestic stocks have seen sharp oscillations in share price performance driven in part by views on Brexit risk. Certainly, the market seems to be pricing this risk as a hit to domestic growth – probably based on the potential for a slowdown in investment spend – rather than a lack of ability of large-cap stocks to continue to do international business.
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Exhibit 6: All about the GBP: UK equities versus Europe are closely tied to sterling 105
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Source: Datastream, Goldman Sachs Global Investment Research



Indeed, the FTSE 100 has been an outperformer; in local currency terms it is the best performing market in Europe this year to date, outperforming for example the DAX by over 6% in total returns. And, even in euro terms, it is the second-best performing European market – after the CAC 40. However, not so the FTSE 250, which is the second-worst performer of the major European indices; the MIB being the worst performer. For the FTSE 100, the fall in sterling and rise in oil prices are substantial offsets to Brexit risks. Of course, there is a difference between the risk of a UK exit from the EU and this actually occurring, and it's possible the FTSE 100 stocks would move to a discount vs Europe as investors apply a higher risk premium to UK assets. As shown below (Exhibit 7) around 50% of UK equities are owned by investors outside the UK. Exhibit 7: Non-UK investors own half of the UK market Ownership breakdown of listed UK equities 100% 90%
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Source: Haver, Goldman Sachs Global Investment Research
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But we cannot be certain about this. Despite all the turbulence around the UK leaving ERM in 1992, we did not see a clear discount for UK stocks. And the FTSE 100 and FTSE 250 outperformed vs Europe strongly afterwards. We went through this example in UK: The market, valuation ...and Brexit, January 20, 2016, and acknowledge it does not work as a perfect parallel. The big difference is that the UK economy was in recession in late 1991/early 1992, whereas by 1993, growth had recovered. The falling pound combined with sharp falls in interest rates helped (interest rates had risen to 15% prior to ERM exit in an attempt to defend the pound). In the event of an exit from the EU today, we could potentially see the opposite – the UK going from the strong economic growth of the past few years to a slowdown induced by the risks and concerns relating to EU exit, with the opportunity for policy stimulus not being as significant as in 1992.



Exhibit 8: The UK’s exit from the ERM was a good entry point for investment in UK equities 150 FTSE 100 140
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Source: Datastream, Goldman Sachs Global Investment Research
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Q: What is the exposure of the rest of Europe? The rest of Europe is hardly immune to Brexit risks and the policy and political uncertainty this creates. As shown below (Exhibit 9) the most sensitive indices to UK policy uncertainty are FT Small Caps and the FTSE 250, but beyond this the DAX and CAC are very negatively correlated to UK policy risks.



Exhibit 9: UK small and mid-caps are most negatively correlated to UK uncertainty; but so are DAX and CAC (based on monthly performance since 2010) 0.00 -0.05 -0.10 -0.15 -0.20 -0.20
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Source: “Measuring Economic Policy Uncertainty” by Scott R. Baker, Nicholas Bloom and Steven J. Davis atwww.PolicyUncertainty.com, Datastream, Goldman Sachs Global Investment Research



The direct sales exposures to the UK are shown in Exhibit 10 for the DAX and CAC 40 companies in aggregate. For the DAX, the exposure is not immaterial, it is notable that DAX exposure to the UK is very similar to its exposure to China, and of course if sterling falls, this would mean German and French companies would be less competitive with their UK counterparts as well as potentially suffering in terms of weaker UK domestic demand for their UK-based sales. Still we would argue these direct exposures pale in comparison to the impact on uncertainty and politics throughout Europe. Exhibit 10: DAX and CAC exposures to the UK and China are about the same Aggregated bottom-up company data, 2015
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Appendix 1: Constituents of UK Domestic Exposure (GSSTUKDE) UK DOMESTIC EXPOSURE (GSSTUKDE) Company name Banks Lloyds Banking Group



Financial Services Provident Financial British Land



Basket weights



3.3% 3.3% 3.3%



13.3% 3.3% 3.3% 3.3% 3.3%



Media ITV plc Sky Plc



3.3% 3.3% 3.3% 3.3% 3.3% 3.3%



13.3% 3.3% 3.3% 3.3% 3.3%



Land Securities J Sainsbury Morrison (Wm) Next Marks & Spencer



Telecommunications



3.3% 3.3% 3.3% 3.3% 3.3%
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13.0 25.1 11.3 18.0
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3.3% 3.3% 3.3%



13.3% 3.3% 3.3% 3.3% 3.3%



Notes: Market cap based on share prices as at June 3, 2016; NTM P/E and P/B based on I/B/E/S consensus; sales exposure based on company data for 2014; Source: Company data, Datastream, I/B/E/S, Goldman Sachs Global Investment Research
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Appendix 2: Constituents of UK investment-sensitive screen Name Travis Perkins Bovis Homes Group Persimmon Intu Properties Barratt Developments Bellway Berkeley Group Redrow Great Portland Estates Land Securities Group Shaftesbury Go-Ahead Group Greene King Wetherspoon (Jd) British Land Taylor Wimpey Next Legal & General William Hill Ted Baker Bt Group Hammerson Royal Bank Of Scotland Easyjet Kingfisher Average



Sector



UK Sales Exposure



Industrial Suppliers Home Construction Home Construction Retail REITs Home Construction Home Construction Home Construction Home Construction Industrial & Office REITs Industrial & Office REITs Retail REITs Travel & Tourism Restaurants & Bars Restaurants & Bars Retail REITs Home Construction Apparel Retailers Life Insurance Gambling Clothing & Accessories Fixed Line Telecommunications Retail REITs Banks Airlines Home Improvement Retailers



100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 99% 98% 98% 93% 90% 76% 69% 63% 61% 46% 42% 89%



Beta of Earnings to UK Investment 1.6 7.2 5.4 2.6 7.2 5.9 3.9 6.4 5.4 2.8 9.2 2.4 1.8 1.8 4.3 7.4 1.9 4.8 2.5 3.0 3.2 6.0 6.1 5.0 3.9 4.5



Notes: Sales exposure based on company data for 2014; betas are derived by regressing gross fixed capital formation against earnings growth for FTSE 350 companies over 1990 to 2014. The screen includes betas above the 50th percentile. Source: Company data, Datastream, FactSet, Goldman Sachs Global Investment Research
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