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Reassessing GBP and EUR after the “leave” vote
 Pre-referendum, we suggested three main channels for 

an exit vote to drive FX: independent GBP weakness, 
direct contagion to EUR and global risk appetite.  

 Despite the magnitude of the selloff already seen, the 
risks for GBP are still to the downside and 1.20-1.25 is 
now our objective for GBP/USD in late-Q3.  

 Despite EUR’s apparent resilience, our direct estimate of 
the breakup risk premium is now trending wider and 
further widening should see parity in EUR/USD tested in Q3. 

 The shock to global risk appetite is likely to prove more 
transitory in nature, compared to the durable negative 
impact on GBP and EUR.  

GBP – don’t buy the dip 

With such a large, and likely extended, degree of 
uncertainty hanging over the UK’s relationship with the EU, 
and similar uncertainty on the near-term impact on activity, 
it is unlikely that GBP will move quickly to a new, stable 
equilibrium, even after last week’s huge de-rating 
(GBP/USD’s range in the eight hours after the polls closed 
was wider than the annual range in each of the last four 
years).  

Despite the magnitude of GBP’s initial drop on Friday, we 
would note that the 7% fall (average against USD and EUR) is, 
so far, very small in the context of historical collapses (Figure 
1). During eight independent GBP price “slumps” we identify1 
over the last 40 years, GBP has on average fallen 18% against 
EUR and 14% against USD. 20%+ falls have not been an 
unusual occurrence. Moreover, “slumps” have on average 
lasted 23 weeks before a material bounce, again suggesting 
markets do not move quickly to equilibrium and there is no 
reason to suppose this will be the case on this occasion either.  

As noted above, the two main uncertainties overhanging 
GBP are the negotiations on exit itself, formally commencing 
once an Article 50 request for withdrawal takes place, and 
the impact that elevated uncertainty has on activity in the 
coming months. On the former, there is a body of opinion 
that the process will be both straightforward and amicable. 
We don’t expect that to be the case and the initial, 
somewhat acrimonious, response of European Commission 
President Junker to UK PM Cameron’s proposed delay to 
October does not point to an easy divorce.  

                                                                 

1 We identify a “slump” as starting with a 1.5 standard deviation fall in GBP 

against both USD and EUR in a month. A 1.5 standard deviation bounce 
against both is sufficient to end the slump. This criterion splits the mid-
1970s depreciation in two. Without it, the first two lines of the table would 
roll into one.  

1: GBP slump very moderate by historical standards 

Start Finish 
Duration, 

weeks 
GBP vs 
EUR, % 

GBP vs 
USD, % 

Average, 
% 

Apr 75 Jul 75 12 -8.5 -8.1 -8.3 

Oct 75 Jul 76 39 -15.7 -18.0 -16.8 

Feb 81 Oct 81 37 -25.2 -19.2 -22.2 

Nov 82 Apr 83 21 -14.9 -19.3 -17.1 

Oct 84 Mar 85 19 -12.9 -5.7 -9.3 

Mar 89 Jul 89 18 -13.5 -7.4 -10.5 

Sep 92 Mar 93 23 -29.0 -16.8 -22.9 

Oct 08 Jan 09 16 -27.8 -16.2 -22.0 

Average  23 -18.4 -13.8 -16.1 

      

Current   -5.8 -8.1 -7.0 

Source: RBC Capital Markets, Bloomberg 

UK activity was already slowing in the run-up to the 
referendum, though our economists think only part of that 
is explained by referendum uncertainty itself. In line with 
their assessment of the economics of UK exit ahead of the 
event, they retain the view that the initial period of 
uncertainty about the process for EU withdrawal will exert a 
cost on economic activity and that the resulting loss of 
output and increase in spare capacity will result in a bias for 
looser monetary policy.  

It will be months or even quarters before we have sufficient 
data to make an assessment of how hard UK activity has 
been hit by rising uncertainty and for now, we stick with our 
pre-referendum call that markets are likely to assume a 
“typical” UK recession, with the shock to confidence causing 
output to fall somewhere between 2% and 4%. It seems 
highly unlikely that this, or the policy response to it, has 
been fully priced into GBP yet.  

EUR breakup premium set to widen further  

A useful way to look at EUR’s independent direction into 
and after the UK referendum is what we previously called 
our EUR risk premium. Recall that our EUR risk premium is a 
measure of independent EUR direction based on the 
deviation of actual EUR/USD from a synthetic EUR. The 
synthetic EUR is a weighted basket of other G10 currencies, 
with the weights chosen such that they minimise the 
deviation of the basket from actual EUR/USD during the 
long period when EUR/USD had very little independent 
direction (2005 to 2009, when EUR/USD was driven almost 
entirely by USD direction and EUR was sometimes known as 
the anti-dollar). 
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2: RBC’s EUR risk premium 
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Source: RBC Capital Markets, Bloomberg 

Through the Eurozone crisis, our estimated risk premium 
widened to a peak of almost 40US¢, largely reflecting the risk 
of EUR breakup. In other words, we estimate EUR was 40¢ 
cheap relative to where it would have been if the pre-
Eurozone crisis trading regime had continued. The premium 
peaked in mid-2012 at the time of Draghi’s commitment to 
"do whatever it takes". After stabilising in early-2014, the 
risk premium had remained in a 10-15¢ range until it started 
to widen again around the start of 2016 to stand at 16¢ 
ahead of the UK referendum last week. 

In the immediate wake of the UK referendum, the risk 
premium widened to 17¢ - a relatively small move that 
suggests much of the fall in EUR from 1.14 to 1.11 on Friday 
was USD strength, not independent EUR weakness. Relative 
to the premium that existed through the crisis and in the 
context of anything other than the most recent period, the 
risk premium is small. Following the UK referendum and the 
ongoing uncertainty it has created, it is not unreasonable to 
think the risk premium carried by EUR will widen materially 
further from here, even if the ECB's ring-fences mean it 
never gets back to the peak level of the crisis.  

A series of domestic events in the Eurozone can only add to 
this pressure going forward. Beyond this weekend’s elections 
in Spain, both France and the Netherlands hold elections in 
H1 2017 (April/May and no later than 15 March 
respectively). Both have far right movements supporting a 
referendum (and exit). Anti-EU Geert Wilders is leading the 
polls in the Netherlands. Italy holds its own referendum on 
constitutional law in October, where the 5 star movement (in 
opposition) also favours a referendum.  

3: Trend widening in EUR risk premium to continue 
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In the near-term, a continuation of the trend in 2016 H1 
would imply a 5-10c further widening of the risk premium 
through H2, which we think is a reasonable working 
assumption, though the pace of widening is more likely to 
accelerate than decelerate. Other things being equal, this 
would take EUR/USD to a 1.00-1.05 range.  

Risk appetite – stabilising quickly? 

Beyond the impact on GBP and EUR, the outcome of last 
week’s referendum caused a huge spike in global risk 
aversion. At Friday’s close, our Risk Aversion Thermometer 
(RAT, Figure 4) had spiked up to more than two standard 
deviations risk averse. This is only the fourth time in five 
years that risk aversion has reached this level and the move 
is similar in magnitude to that which followed the SNB’s 
abandonment of the EUR/CHF floor in January 2015, though 
smaller than the CNY devaluation episode in August last 
year.  

4: Spikes in risk aversion have tended to be brief recently 

-15

-10

-5

0

5

10

15

20

25

30

Jan-12 Jul-12 Jan-13 Jul-13 Jan-14 Jul-14 Jan-15 Jul-15 Jan-16

RBC Risk Aversion Thermometer

-1 SD

+1 SD

+2 SD

 

Source: RBC Capital Markets, Bloomberg 

Notably, however, recent bouts of risk aversion have proved 
extremely short-lived. Through the period in Figure 4, the 
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average time the RAT has spent above one standard 
deviation risk averse has been just eight days and the longest 
17 days. This compares with 47 days in 2011, 29 days in 
2010, and 66 days in 2008. The underpinning of ample global 
liquidity (still being stoked up by the ECB and BoJ) has quickly 
drawn investors back into riskier assets and prevented a 
more sustained rout in risk. Moreover central bank reaction 
functions, not least the Fed, that implicitly contain global risk 
as a driver, build in a natural correction mechanism. Note 
that, in direct response to Friday’s UK vote, our economists 
have already removed the Fed hike they expected this year 
and pushed the first move back to mid-2017.  

For the moment, therefore, we focus on the case for 
domestically-generated weakness in GBP and EUR and are 
making no change to our forecasts on the basis of an 
extended period of risk-off. Our forecasts for USD/JPY, for 
example, already incorporate a slip below 100 in H2 and that 
view is unchanged. We will publish a full deck of revised 
medium-term forecasts in our next Currency Report Card in 
early-July.  
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