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P olls, betting odds, and most economists predicted
otherwise, but yesterday the UK people voted 52-
48% in favor of “Brexit” — that is, leaving the Europe-
an Union (EU).! Tory Prime Minister David Cameron
promptly agreed to step down and have an election
next October to replace him. On news of the unex-
pected outcome the British pound and the euro
dropped 10% and 3%, respectively, against the dollar.
Gold surged 22%. Britain’s FTSE 100 Index declined
by 3% and other major equity indexes also fell 3-5%.
Sovereign bonds jumped as yields fell. We expect all of
this to reverse sharply over
the coming weeks.

Cameron asked for this fall-
out; he opposed calls for
Brexit yet foolishly agreed
to put it to a vote to gain a
governing edge over fellow
Toties who’ve wanted Brit-
ain out of the EU. The latter
faction (aka, euro-sceptics?)
— has been right to oppose
how the EU has imposed
anti-market policies in Britain and other members, un-
der the guise of policy “harmonization.” The idea of
harmonization was that tax rates, regulations, immigra-
tion and other public policies shouldn’t differ much
among EU members, otherwise people would move
from higher-taxed, more-regulated member nations to
lower-taxed, less-regulated ones. Yet the EU almost
always required policy convergence to occur by lower-

taxed, less-regulated members becoming more taxed
and more regulated; the high-tax, high-regulation, fis-
cally-reckless states (like Greece) were spared needed
reforms, with the result that the EU is now an eco-
nomically stagnant swamp.

Britain joined the EU in 1973 and performed badly
until Thatcher was elected UK prime minister in 1979.
British equities declined at an annual rate of -1.3%
from 1973 to 1979, under-performing Europe by 5%
points, but then gained 11.0% per year under
Thatcher’s  reign  (1979-
1995), out-performing Eu-
rope, because she imple-
mented policies at odds
with the EU’s wishes, in-
cluding privatizations, tax
cuts, and deregulation.

Much like Reagan’s pro-
capitalist policies in Ameri-
ca, Thatcher’s policies in
Britain were reviled by so-
cialists and EU fans alike.
Tragically, the successors of Reagan and Thatcher have
become increasingly sympathetic with socialism with
every passing decade. It shows. Since 1995 British eq-
uities have gained just 2.0% per year, half the returns
of European equities. Industrial production in Britain
increased 1.3% per year under Thatcher but since 1995
has declined -0.3% per year. Has the EU helped?

! England and Wales each voted to leave the EU (53-47% 52-48%, respectively); Scotland and Northern Ireland voted to remain (62-38% and 56-44%, re-
spectively). It’s now more likely Scotland will vote to leave the UK; the last such referendum for independence occurred in September 2014 but lost, 55-45%.
2 The most notable and intelligent is Daniel Hannan, EU Member of Parliament (for the UK) and author of Doonsed Marriage: Britain and Enrope. London (2012),

How We Invented Freedom & Why It Matters (2013), and Why 1/ote Leave (2016).

3 To facilitate trade, a European Economic Community (EEC) was formed in 1958 by Belgium, France, West Germany, Italy, Luxembourg and the Nether-
lands. In 1992 an 11-member EEC signed the Maastrict Treaty, changed its name to European Union (EU), included a timetable to replace their 11 national
currencies with a single currency (the euro, implemented in 1999), established a European Central Bank (ECB), and set eligibility requirements to take in new
members (including that they have a Deficit/ GDP ratio no higher than 3% and a Debt/GDP ratio no higher than 60%). The EU now has 28 members, the
most recent accessions being Croatia (2013), Romania (2007), and Bulgaria (2007).
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Britain’s Labour Party and political left have always
wanted the UK to remain in the EU so the UK could
more quickly become socialist, environmentalist, wel-
fare statist and Islamic. That’s not the result Cameron
wished for the UK — at least not completely — but that’s
roughly what’s been happening in the UK since the end
of Thatcher’s reign.

EU origins. Launched in 1958 by six nations,? it had a
decent aim: to prevent another world war by unifying
states that historically had been perpetually and mutual-
ly antagonistic. The introduction of the euro in 1999
also was a good idea, creating economic efficiencies.
But BEuropean peace since WWII has had more to do
with NATO than with the EU. With a lesser need to
fund military budgets, EU members irresponsibly bal-
looned public spending on “social insurance” and wel-
fare schemes. Now many EU members risk national
insolvency, having steadily taxed, regulated and social-
ized their economies into submission and stagnation.

Some say Cameron was “courageous” for allowing the
Brexit referendum, but a real statesman would have
openly and courageously defied popular will had he
thought it bad for the nation he leads. Instead he and
the Tories did what every craven politician does these
days: pander in the usual democratic manner and take a
definitive poll to see what largely uneducated masses
might wish to happen on some political-economic poli-
cy beyond their comprehension. Fortunately, in this
case the right choice was made, although probably not
because the British people are especially pro-capitalist;
more likely they’ve become more nationalistic, wortied
that immigrants will take their jobs or their lives.

So what to make of Brexit? Bearish? Bullish? Innocu-
ous? For who, what and how long? Obviously it’s near-
term bearish for the British pound, euro and many eq-
uity markets, bullish for gold, and bullish for many sov-
ereign bonds.* But on every connt we expect a reversal
over the coming weeks and return to prior trends.
That’s another way of saying Brexit is largely an innocu-
ous politico-economic event, that today’s big price
changes reflect people wrongly forecasting and being
surprised about the result, not some likely material dim-
inution in Britain’s economic-financial performance
due alone to non-EU membership. If anything it'll do
better by not kowtowing as much to EU socialists; if it
needs to cut trade deals with the EU it can do so. Leav-

ing the EU also doesn’t necessarily hurt London’s
preeminence as a global financial center. Best of all for
British would be policy that becomes more pro-
capitalist. Of course, Britain is not without its own so-
cialists and they aren’t going away just because Britain
is now going away from EU membership; if anything
they’ll fight to get back in, starting with the October
elections. If the Labour Party loses, it'll confirm peo-
ples’ preference for Brexit.

Pessimists right but wrong. Most economists pre-
dicted that Brexit wouldn’t pass, but if it did, it would
be bearish for Britain. Speaking on Brexit today ex-Fed
head Alan Greenspan said “this is the worst,” “the tip
of the iceberg,” because what’s “causing the British
problem is a widespread problem,” or “a massive slow-
ing in the rate of [growth of]| real incomes across the
whole European spectrum, caused essentially by output
per hour in virtually every country slowing to a halt.”’>

Greenspan and the Brexit pessimists are right — but
only up to a (superficial) point. The problem in fact
goes far deeper than economics. Its bad politics, mak-
ing it difficult to make efficient, rational and profitable
economic decisions. Deeper still, modern politics is
being driven by envy of the successful and the desire to
punish and expropriate them. What Greenspan and the
Brexit pessimists fail to explain is that the deeper cause
of the economic stagnation around the world is old-
style, burgeoning, deficit-spending welfare states. In
these “entitlement states” everyone is supposedly
“entitled” to what everyone else has, on the grounds of
“social justice,” especially if the others are “haves” and
the “entitled” are “have-nots.” People then wonder
why, after decades of such politicized envy and redistri-
bution, they’re stagnating economically. They deserve it.

Sound familiar? Think socialism. Think Bernie Sanders.
Think the EU. Everything’s for free, allegedly — as if
real producers will keep on producing regardless of
how much they’re taxed, regulated, and reviled. Stagna-
tion is the fault of socialist elements in public policy.
Didn’t socialism lose its appeal after the fall of the So-
viet Union in 19917 Not really. Since then millions of
people globally have vote for it “democratically.”¢ For
many years now university students have universally
embraced socialism and despised capitalism, attributing
to the latter the failures of the former. Blame parents
and professors. That’s the future — and it isn’t bullish.

4 10-year benchmark government yields declined 31 basis points for the U.S. (to 1.45%), 30 basis points for Britain (to 1.05%), 20 basis points for Canada (to
1.70%), 20 basis points for Germany (to -0.10%), 15 basis points for France (to 0.30%), and 6 basis points for Japan (to -0.19%).

5 “’This is the worst,” Alan Greenspan says of British Break from EU,” CNBC.com, June 24, 2016.

6 “A Generation after Socialism’s Collapse, Resentment Persists Towards . . . Capitalism,” The Capitalist Advisor, November 9, 2009.
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InterMarket Forecasting, Inc. (IFl) is an independent investment research and forecasting firm that quantifies market-
price signals to guide the asset allocation decisions and trading strategies of investment advisors, pension plans,
asset managers, financial institutions and hedge funds. Since its founding in 2000 IFI has provided objective research
and specific, practical advice to help investment managers maximize risk-adjusted returns and out-perform their
benchmarks.

IFI’s investment advice flows directly from its regression-based proprietary models, which are based on a careful
scrutiny of long-term market data and historical patterns. Markets are inter-connected such that price changes have
forecasting power. IFI identifies the quantitative links and distinct causal patterns of market history and uses these to
signal portfolio outcomes. IFI's service and forecasts address the five major asset classes — currencies, commaodities,
stocks, bonds and bills — as well as sub-classes, including: large-cap vs. small-cap stocks, value stocks vs. growth
stocks, stocks by sector, government bonds vs. corporate bonds, credit spreads and shifts in the yield curve. IFI's
time horizon is six and twelve months ahead. Clients receive the following four reports each month by e-mail (an
interactive, web-based archive is also available):

e The InterMarket Forecaster — comprehensive forecasts, analyses and AA advice for over 150 assets
e |nvestment Focus — in-depth, historical analyses of the factors which drive a specific asset or asset class
e [nvestor Alert — brief but timely analyses of recent market developments that might alter our forecasts
e The Capitalist Advisor — analysis of political-policy factors that might materially influence investments

Methodologically, IFI's research emphasizes the incentives and disincentives faced by producers, savers and
investors and how these effect investments — the essence of classical or “supply-side” economics, in contrast to the
flawed themes and track records of Keynesian economics. IFI views markets as global, inter-connected, and often
politicized, so it also provides a rational framework for understanding and predicting how policies (monetary, fiscal,
regulatory) will influence investment performance. IFI has no vested interest in rising or falling markets or in any
particular investment styles. It offers clients an independent, objective source of investment research, forecasts and
advice, in contrast to the bias often exhibited in brokerage firm material and salesmanship. Since its founding in 2000
IFI has delivered an average, across the board forecasting success rate of 66% and has outperformed its peers (Wall
Street strategists) 61% of the time.

Richard Salsman is founder, president and chief market strategist. Prior to IFI he
was senior economist at H.C. Wainwright Economics, Inc. (1993-1999) and from
1981 to 1992 a banker and capital markets specialist at the Bank of New York
and Citibank. Mr. Salsman has authored numerous articles and is an expert in
market history, economics, forecasting, and investment strategy. His work has
appeared in the Wall Street Journal, Investor’s Business Daily, Barron’s, Forbes,
National Post (Canada) and the Economist. In addition, he has authored three
books—Gold and Liberty (1995), Breaking the Banks: Central Banking Problems
and Free Banking Solutions (1990), The Political Economy of Public Debt: Three
Centuries of Theory and Evidence (2017) —plus many chapters in edited books.
Salsman speaks regularly at conferences, investment gatherings and universities.
P He earned his B.A. in Law and Economics from Bowdoin College (1981), his
Richard M. Salsman, Ph.D., CFA® M.B.A. in Economics from the Stern School of Business at NYU (1988), and his
Ph.D. from Duke University in Political Economy (2012). In 1993 he earned the
designation of Chartered Financial Analyst (CFA) from the Association for Investment Management and Research.
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