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Not just across the pond:
How US financial institutions
prepare for Brexit

' The UK voted to leave
the European Union.
How will this impact
US financial institutions
and what can you do

to prepare?




An introduction

On June 23, 2016, the UK voted to leave the European Union. The economic
and political implications of the British exit will likely be significant and
long-lasting, and they will be felt far beyond the UK and EU. The specifics of
how the UK will exit the EU will be the subject of negotiations for at least the

next two years, but there are steps to take now. Learn how Brexit will
impact US financial institutions and what you can do now in order to

prepare for the future.

This paper is part of a series of PwC
publications exploring how the British
decision to exit the European Union
(Brexit)! is likely to affect financial
institutions within the United States. In
forthcoming publications, we will dig deeper
into the sectors within financial services,
including asset and wealth management,
real estate, banking and capital markets, and
insurance.

The extent of Brexit’s impact on US financial
institutions will depend on a variety of
factors: their exposure to the UK economy;
the degree to which they are subject to the
legal, regulatory, and tax environment
within the UK; their reliance on the free
movement of goods and services between
the UK and the EU; and the degree to which
their business depends on the free
movement of people between the UK and
the EU.

" For more information on broader US Brexit concerns, visit http://www.pwc.com/brexitus
For more information on the EU referendum, visit http://www.pwc.co.uk/the-eu-referendum.html
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We present a framework that depicts how
Brexit could impact specific areas within
your organization. Knowing how your
organization might be disrupted will help
you better understand how to prioritize and
begin to make contingency plans. For each
organizational area, we discuss a medium-
term challenge, a long-term challenge, and
an area that you might find surprising. We
close with a case study that highlights our
approach in action and some key questions
to keep in mind as you move forward. There
are many moving pieces, and only time will
tell where we end up here and “across the
pond.”



What we know now

For now, the UK remains part of the EU.
Article 50 of the Lisbon Treaty dictates the
mechanism by which a member state can
leave the EU, and British Prime Minister
Theresa May has indicated that she will not
trigger Article 50 until 2017.2 The UK
government has formed a team of officials to
consult with stakeholders, establish key
facts/evidence for negotiations, and set the
shape and tone of the coming UK-EU
relationship. While discussions are ongoing,
the UK will continue to be a major trading
partner with the EU.

The EU isn’t obligated to complete a full
trade or access deal with the UK once it
leaves the EU; it is only required to negotiate
the terms of the exit.3 Article 50 allows up to
two years of negotiations once a departing
state officially notifies the European Council
of its intentions. If no agreement can be
reached by this point, the other EU
members could either unanimously agree to
extend the negotiation period or Britain will
exit with no deal in place. (See timetable in
Figure 1 for additional details.)

With one of the strongest and most complex
economies in the EU, the UK’s voluntary exit
from the EU is unprecedented—and with it
comes more questions than answers about
how it will influence business entities in the
UK, the EU, and beyond. Whatever pans out,
economists anticipate at least several years
of uncertainty—and uncertainty typically
does not bode well for financial markets or
economic indicators. The UK has a relatively
flexible economy and, whatever the precise
path of growth in the short term, we expect
it to return to steady annual growth of
around 2% once the initial shock of Brexit
has faded.

Figure 1: Major events in the run-up to Brexit
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2 “Theresa May Would Not Trigger Article 50 This Year,” Newsweek, July 3, 2016, http://www.newsweek.com, accessed on Factiva July 25, 2016.

3 Whatever path is decided, the EU should consider how Brexit could affect a wide range of other countries domestic political landscapes as well the shape of the EU as a
whole.
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US companies that sell to, buy from, or
operate in the UK or the EU, or are engaged
in their financial or stock markets, are likely
to experience financial effects—but the full
nature and extent of those effects is still
unknown. US financial institutions should
monitor developments as they unfold, but
the sooner they begin to assess the effect of
Brexit on their operations and financial
statements, the better off they will be. In our
view, firms are more likely to have exposures
if they have sensitivities to any of the
following:

UK-centric issues

The first two emerging issues depend largely
on what happens within the UK.

The health of the UK economy

Short-term uncertainty has already led to a
drop in confidence in the UK economy and
brought volatility to financial markets. The
long-term outlook for the UK economy
remains uncertain and will depend on
several factors discussed elsewhere in this

paper.

The tax, regulatory, and legislative
landscape in the UK

As part of the exit process, the UK will have
to amend and replace existing EU legislation
with Acts of Parliament enforceable under
UK law. This process may take up to 10
years. Financial institutions will likely have
to adapt to a new and, potentially, quite
different regulatory architecture.

Four emerging issues from Brexit

UK/EU-centric issues

The next two emerging issues depend more
on the nature of the relationship that evolves
between the UK and the EU.

How goods and services move
between the UK and the EU

Once Article 50 is invoked, the UK
government will begin a process to negotiate
new trade deals with the EU, individual
member states, and other countries. For
businesses that conduct trade regularly with
the UK, the mechanics of how those
transactions will occur and the legal rules
under which they will fall remain unclear.

Free movement of labor between the
UK and the EU

More than 2.15 million European nationals
now live and work in the UK.4 Free
movement of labor has been a cornerstone
of the European Union since its inception in
1993. The UK government will negotiate
with the EU to determine what free-labor
movement with the Single Market it will
retain, if any.

4 Office for National Statistics, “UK Labour Market: May 2016,” May 2016.
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Four potential outcomes from Brexit
negotiations

No one is sure what the UK’s relationship
with Europe will look like when it leaves.
The exact relationship will depend on the
outcome of many negotiations over the next
several years. We outline four potential
outcomes below in Figure 2.

Figure 2: Four potential outcomes from Brexit negotiations
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Source: PwC analysis 2016
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For additional discussion of these scenarios,
see PwC UK’s publication “Leaving the EU:
Implications for the UK economy.”

So, how do the four emerging issues relate to
the exit outcomes? The exit outcomes depict

negotiations will likely have a direct
influence on these four key issues within the
UK and elsewhere. As shown in Figure 3,
knowing how these relate to each other is
the first step in understanding how Brexit
can affect your business.

a combination of factors that will be
negotiated between the UK and other
sovereign entities. The results of those

Figure 3: Tying emerging issues to exit outcomes
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Brexit’s impact on multinational
financial institutions in the

United States

Financial institutions headquartered in the
US have varying degrees of exposure to the
situation in the UK. Exposures include
deposits, loans, and securities; physical
assets such as branches, call centers, offices;
and employees, contractors, and vendors.
We now examine how these emerging issues
will likely influence specific areas within
your business (see Figure 4).

Figure 4: Potential effects from Brexit on US multinational financial institutions
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Preparedness to respond to queries from regulators and
to meet liquidity and stress test requirements

Outdated supply-chain models need to be updated for
restrictions on movements of goods and services
Need for for new contracts in light of the UK’s departure

and understanding of implications

Implications around the IT environment and
data privacy

Broad tax implications and need to examine existing tax
strategies under new regimes

Immediate communication to employees is needed,
followed by assessment of current employment structures
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Affected organizational areas

Knowing how your organization might be
disrupted can help you better understand
how to prioritize and begin to make
contingency plans. For each area, we discuss
a key medium-term challenge, a longer-term
challenge, and a key area that you might find
surprising. Examining the repercussions of
Brexit at this level of detail will help you
prioritize the key issues and start to plan a
path forward. We’ve gathered this
information based on multiple client
conversations over many months leading up
to the Brexit vote and the weeks since.

Business models and operations

Brexit has called many organizations’
current business models and operational
assumptions into question.

e Medium term, liquidity and volatility will
remain top of mind. Have you prepared
for potential declines in UK economic
growth and for exchange rate
fluctuations that will drive the need to
make business model changes?

e Long term, US financial institutions
should revisit their complicated legal
business structures that have evolved
over time due to several factors such as
tax and regulation. If the UK is not part
of the Single Market and has to negotiate
multiple trade treaties separately, how
will you want to structure your business
operations going forward?

e What may also surprise you is that you
may need to acquire a company or create
an affiliate in the EU in order to maintain
EEA passporting rights. Have you
considered the impact of the inability to
travel freely in the European Economic
Area? Can your business still function
without this ability? What would a
change to passporting rights mean for
your product mix and client base?

Risk

Brexit exposes multinational financial
institutions to a variety of risks, which
should be understood and managed. As
discussions shift over time, US-based
financial institutions should consider both
the risks from moving to a post-Brexit world
as well as the impact to business models.

e Medium term, US financial institutions
should consider the effects that a global
economic downturn could have on their
risk profile. Have you considered the
impact on exchange-rate risk, interest-
rate risk, or liability risk? Are you
exposed to fluctuations in the markets in
other ways?

e Long term, deals and M&A activity
should be evaluated for changes in risk.
Does a pending deal still make sense
after the UK exit? If you have plans to
acquire targets in the UK, how does a UK
exit change the economics of your
pipeline?

e What might surprise you is the need for
new controls. Are the controls you have
in place adequate to cover all potential
outcomes? Do they rely on language or
laws that have become or may soon
become outdated?



Treasury

US financial institutions have been handling
liquidity and volatility based on assumptions
made long before the Brexit vote. Treasury
will need to prepare for potential difficulties
as the situation continues to unfold.

Medium term, US financial institutions
should revisit funding arrangements,
credit risk, trapped cash risk, and the
possibility of triggering off-balance-sheet
contingencies. Have you prepared for
cash needs in UK operations?

Long term, stress testing and balance
sheet management requires attention. As
negotiations between the UK and the EU
occur (regardless of scenario), cash
planning needs may change. How
prepared are you to meet regulatory
liquidity requirements, collateral needs,
or covenants in the event of limited
access in and out of the UK?
Additionally, stress test scenarios
themselves may change. Are you
prepared to adapt to new stress testing
demands? Have you considered the effect
on balance sheet requirements (for
example, leverage ratios)?

What might surprise you is the need for
alternative or nontraditional hedging.
Have you considered whether you need
to adapt your hedging strategies to
address your treasury needs?

Third-party providers/

supply chain

Many US financial institutions use vendors
around the globe, including the UK and EU.
Procurement will need to examine the
implications of Brexit on existing
relationships and contracts with vendors.

e Medium term, we expect the British
pound to trade lower against the US
dollar, given market uncertainty. Have
you considered the benefits of these
revised exchange rates? What products
and services should you acquire during
this period?

e Long term, firms may realign their
sourcing strategies for third-party
providers.5 Have you begun reviewing
supply-chain and outside vendors? Are
there alternative sources of supply for
critical services? Would you be able to
quickly swap to a new vendor?

e What may surprise you is that a central
utility may be a more attractive option
for services normally provided by UK
vendors.6 Can you replace critical local
vendors with an offshore solution? Could
you work with a tech disruptor or other
alternative that is less at-risk than
existing suppliers?

5 For more information on third-party vendors, visit https://www.pwc.com/us/en/financial-services/publications/viewpoints/third-party-vendor-risk-management.html
8 For more information on financial market utilities, visit http://www.strategyand.pwc.com/reports/market-utilities-in-financial-services
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Legal/compliance

For many financial institutions, contracts
are based on existing EU law and historical
exchange rates between the pound and the
euro. Regardless of the outcome, financial
institutions should review client agreements
and third-party, supplier, and employment
contracts, among others.

e Medium term, do you understand the
potential effect of Brexit on key
contracts and the current legal entity
structure of the business? Have you
considered that legal structures may
need to be modified to accommodate
terms of the separation? Have you
considered current branch and
subsidiary structures, credit guarantees,
capitalization of entities, and other legal
structures that will have to
accommodate the new geopolitical
environment?

e Long term, financial institutions should
understand flow-down provisions and
other contractual obligations that refer to
EU regulations or regulatory bodies.
These will likely need to be renegotiated
and/or rewritten. Have you examined
employee contract terms and conditions
such as salary, bonus, and other
remuneration? Have you considered
contracts governing derivatives trading,
which may need to be rewritten based on
regulatory changes?

¢ What might surprise you is the
opportunity to play a more active role in
discussions with regulators. As the need
for new agreements and treaties arises,
it’s an excellent time to have proactive
discussions with regulators. In addition,
US firms may be in a unique position to
have discussions with the UK, which will
now be negotiating as an individual
country. As such, you may want to think
about which regulations are necessary to
conduct business, and which are less
productive. Have you considered
discussing those with regulators? Have
you considered discussing business needs
with trade organizations, which may have

How US financial institutions prepare for Brexit

a stronger voice in discussions with
regulators?

Information technology

Information technology (IT) executives
should begin to explore approaches for
adjusting to Brexit. You may want to
reconsider their physical location and data
security needs should you lose protections
provided by EU regulations.

e Medium term, financial institutions need
to grasp how potential outcomes can
affect their IT environment and the
various interfaces they use to connect
systems (both external and internal).
Which of your systems and business
areas are most exposed? Additionally, do
you know the rules surrounding
movement of data across borders?

e Long term, financial institutions should
think about their IT infrastructure
currently located in the UK. Do your IT
systems need to be reconfigured? Does it
still make sense to house your IT systems
in the UK? Are you prepared for
relocation if needed?

o What might surprise you is the need to
consider data privacy and protection in
addition to IT assets. Established EU-US
Privacy Shield rules may no longer apply
to the UK. Do you know where your
customer data resides? Do you
understand the privacy-related
requirements of all of those jurisdictions?
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Finance/tax

Brexit may present challenges for finance
and tax executives in terms of planning,
budgeting, and forecasting. In addition,
financial institutions should understand the
immediate tax consequences arising from
various exit scenarios.

e Medium term, can costs arising from the
each of the outcomes be modeled
reliably? You should review the tax
advantages of your existing UK
operations and consider a process for
unravelling these tax benefits as
appropriate.

e Long term, each scenario will create
losses. Have you considered tax
treatments of these losses under new
regimes? In addition, have you
considered which tax changes you can
plan for and which you need more
information to properly execute?

e What may surprise you is that a change
in a legal agreement to comply with
Brexit may lead to a taxable transaction.
By modifying an existing contract, you
may be effectively terminating an original
contract and creating a new one. Have
you considered if a change in a legal
agreement causes tax recognition? If you
change the accounting treatment of a
transaction, will you trigger tax
recognition?

How US financial institutions prepare for Brexit

Human resources

HR functions should be equipped to deal
with increasing complexity of the
organization while managing limited
resources.

e Medium term, human resources will be
the first line of communication to
employees on the Brexit plan. To have a
successful dialogue with staff, you should
think through your internal
communication strategy in detail. What
key messages do you need to share with
employees in the UK? What assurances
can you give?

e Long term, talent management will be a
key success factor for many businesses.
Have you considered the impact on your
workforce and potential immigration
implications? Have you considered a
contingency plan for European nationals
working in the UK? What considerations
should a business have in order to attract
and retain talent in an uncertain UK
environment? Have you thought about
the impact on UK state pension
entitlement for your employees from the
UK who work in the EU (or EU nationals
in the UK)?

¢ What may surprise you is the need to
think about defined benefit plans. Many
employees may be concerned that short-
term volatility issues could disrupt their
retirement and pension plans. Have you
thought about pension funding in a post-
Brexit environment?
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Case study: Helping an asset manager
understand the potential business
implications of Brexit
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Let’s take a look at how one asset manager
could benefit from adopting this framework.
A US-based firm has a small office in
London and employs a small group of UK
citizens to provide wealth management
services to clients within the UK and
throughout Europe. Most of the company’s
clients live in Germany and Belgium, have
been working with their trusted advisors for
decades, and will likely not be open to
working with new people.

How do we translate this into the framework
presented here?

When we look through the business-model
lens, we see the following UK-centric issues:

e Lower GDP growth in the UK will alter
demand for services. Closer analysis
reveals that the effect would be
negligible. The asset manager need not
worry too much about the health of the
UK economy.

e Changes in the tax, regulatory, and
legislative landscape in the UK may mean
that some products currently offered in
the UK are no longer profitable.
However, since the UK is a small part of
overall firm revenue, the effect here is
negligible as well.

But we also find the following UK/EU-
centric issues:

o The current business model is grounded
in the assumption of favorable treatment
of personnel movement across UK/EU
borders. As a result, the FTA scenario,
the bilateral agreement scenario, and the
WTO/MFN scenario would have the
most impact from this perspective.

e The treatment of the flow of services
would be the most impacted. As a result,
the bilateral agreement and the
WTO/MFN scenarios would be most
troubling from this perspective.

We then examine additional organizational
areas (such as finance and human resources)
with similar analyses for each. After
completing the exercise, the asset manager
would have a clearer understanding of how
the firm’s business might be affected and
why.

What should the asset manager do?
Knowing that free movement of people and
free trade in services are the key issues, the
asset manager should closely monitor the
scenarios in which these issues will be front
and center (bilateral agreement and the
WTO/MFN scenarios). In addition, the firm
may want to start exploring contingency
plans such as acquiring a company in the EU
to maintain EEA passporting rights
regardless of which exit scenario unfolds.
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How to get started

Not just across the pond:

The Brexit decision is one of the most
historic shifts in the relationship between
the UK and the rest of Europe. By invoking
Article 50, the UK will set in motion a
process that will have a significant impact on
the entire business community. In response,
financial services leaders cannot wait to
consider the ways Brexit may inform and
change their business. We expect a
prolonged negotiation process for a
withdrawal, and this will likely result in a
period of uncertainty for financial markets,
investment decisions, exchange rates, and
the broader economy. As such, contingency
plans should include the following
considerations:

e The UK economy
e Free movement of people
e Movement of goods and services

e Tax, regulatory, and legislative changes

How US financial institutions prepare for Brexit

US financial services institutions should
reassess their business environments to
determine how they should respond. To this
end, they should carefully consider industry-
or company-specific factors that may change
in a post-EU United Kingdom. By
understanding potentially affected
organizational areas, US firms will be better
equipped to navigate the changes Brexit will
introduce at home and “across the pond.”
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