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The British have cast their vote on Britain’s exit (Brexit) from the European Union (EU), sparking a
sell-off in risk assets across the globe. A flurry of predictions and forecasts defining numerous
outcomes and their repercussions on financial markets are being flooded by media. Fear seems to
have gripped the financial markets - ‘Risk-off’, ‘Crisis’, and ‘Meltdown’ have suddenly seen a sharp
rise in their usage in headlines and sales notes alike. Amidst this chaos, we draw upon the wisdom of
Rudyard Kipling in identifying future course of action.
Six Honest Serving Men
Rudyard Kipling made famous a thinking framework in his "Just So Stories" (1902), in which a poem
accompanying the tale of "The Elephant's Child" opens with:
I keep six honest serving-men
(They taught me all I knew);
Their names are What and Why and When
And How and Where and Who.
I send them over land and sea,
I send them east and west;
But after they have worked for me,
I give them all a rest.

We borrow four of Kipling’s men in order to understand the current state of affair and their
implications for the future (we rest Why and Where, for their work is widely covered).
What just happened?
Before we draw conclusions on the future impact of the event, it is important to understand what
just transpired. On Friday, people voted in favor (albeit by a small margin) of the U.K. walking out of
the European Union. This doesn’t mean Britain has actually left the European Union – the vote is a
reflection of the general opinion of the people - but it does mean that they will leave soon. The
question is how soon?
When will it transpire?
The Brexit vote does not represent a formal notification to exit. Article 50 of the Treaty on European
Union establishes the procedures for a member state to withdraw from the EU. It requires the
member state to notify the EU of its withdrawal and obliges the EU to then try to negotiate a
withdrawal agreement with that state. That notification could take place within days — for example,
when EU member countries meet for a summit that is scheduled for June 28 to 29. Or British officials
might wait a few months to pull the trigger. Once Britain notifies as per Article 50, it will have a twoyear window (can be extended further) in which to negotiate a new treaty to replace the terms of EU
membership. Britain and EU leaders would have to resolve issues like trade tariffs, migration, and
the regulation of everything from cars to agriculture. Thus, the UK will exit the EU over a period of
time, depending on how negotiations go.
Who will it impact?
While the answer to this question will only be known once the negotiations end, it could be safely
assumed that the impact will be on companies that have cross-border operations between the UK
and the rest of the EU. For instance, some of the EU members may impose tariffs on goods
originating from the UK. These however could be partially offset for the UK companies due to the
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GBP’s depreciation against most currencies. Similarly, given some of the large EU member’s exports
to the UK, it could negotiate lower import tariffs on its products by allowing similar low tariffs on
products coming in to the UK from other EU countries.
The vote therefore is not an end but the beginning of the exit process. Further, it is important to
note that Norway has access to the single-market trade zone of the EU despite it not being a
member of the union. Similarly, Greenland left the bloc’s predecessor, the European Economic
Community (EEC) in 1985 (although it was it was not a separate member state within the then
European Communities, it was a territory within Denmark).
How will the markets behave?
We’ve said this in the past (How Bad Is It; February 2016): Volatility is a characteristic of the market
– the opportunist could use it to his advantage while the fearful could turn the advantage into a loss
by selling at the bottom. In the short term, prices are a barometer of sentiments while in the long
term fundamentals catch up. While sentiment may remain coordinated across the oceans,
fundamentals aren’t. Clearly, there is little impact on the earnings of most Indian corporates from
the Brexit. Thus, while in the short term prices may fall, eventually, they will trace earnings. In the
following section, we look at movements of the S&P BSE Sensex (rebased to 100 in each case) over a
period of 1 year after some major (non-recessionary1) global events (source: Wikipedia and Forbes):
1. Black Monday (1987)
On Thursday, October 15, 1987, Iran hit the American-owned (and Liberian-flagged) supertanker,
the Sungari, with a Silkworm missile off Kuwait's main Mina Al Ahmadi oil port. The next morning,
Iran hit another ship, the U.S.-flagged MV Sea Isle City, with another Silkworm missile. On Friday,
October 16, when all the markets in London were unexpectedly closed due to the Great Storm of
1987, the DJIA fell 108.35 points (4.6%) to close at 2,246.74 on record volume. Then-Treasury
Secretary James Baker stated concerns about the falling prices. The crash began in Far Eastern
markets the morning of October 19. Later that morning, two U.S. warships shelled an Iranian oil
platform in the Persian Gulf in response to Iran's Silkworm missile attack on the Sea Isle City.
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2. 9/11 Attacks
The September 11 attacks (also referred to as 9/11) were a series of four coordinated terrorist
attacks by the Islamic terrorist group Al-Qaeda on the United States on the morning of Tuesday,
September 11, 2001. The attacks consisted of suicide attacks used to target symbolic U.S.
landmarks.

1

Most recessions are formed on the back of excesses. We haven't seen any such excesses in the recent past.
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3. European Debt Crisis
Standard & Poor's downgrades Greece's sovereign credit rating to junk four days after the
activation of a €45-billion EU–IMF bailout, triggering the decline of stock markets worldwide and
of the Euro's value, and furthering a European sovereign debt crisis.
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4. Taper Tantrum
On May 22, 2013, the Federal Reserve announced that it would begin tapering back its roughly
$70 billion a month in bond and mortgage backed securities program. The news made risk assets
the ugly duckling of financial markets.
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5. Chinese Black Monday
On Monday, August 24 2015, world stock markets were down substantially, wiping out all gains
made in 2015, with interlinked drops in commodities such as oil, which hit a six-year price low,
copper, and most of Asian currencies, but the Japanese Yen, losing value against the United
States Dollar. The 8 percent drop in China on August 24 was termed "Black Monday" by the
Chinese state media.
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Source of all charts: bseindia.com, Tamohara

Same Old, Same Old ….
As can been seen from the five instances above, in most cases, the Sensex was higher or close to the
point where it was before the sell-off started, in less than a year. This is not to say that the markets
will recover from here on in a year, but to drive the point that while sell-offs seem to be coordinated
in the short term, eventually fundamentals take over – our boring rhetoric.
Thus, rather than mulling over global sentiments and the direction of markets, investors would be
better off in using any corrections to their advantage. The theory of finance says that asset values
are determined by discounting their future cash flows to their present value. Thus, ideally prices
changes should mirror changes in the value of the cash flow. However, we have seen that quite
often, asset prices rise and fall (often disproportionately) without any regard for cash flows. Some
may consider this as a change in the discount rate, akin to the change in P/E that investors accord at
different stages of the market. Students of behavioural finance would agree that changes in the P/E
(or valuation parameters in general) are a reflection of changing investor psychology rather than
changing fundamentals.
Short term price fluctuations, therefore, are a reflection of investor sentiment and not the
underlying business. As an ex-colleague succinctly put it: P/E stands not for ‘Price to Earnings’ but for
‘Perception to Earnings’. Investors would be better off if their portfolio allocations were built upon
estimates of sustainable earnings rather than driven by perceptions.
Until next month,
Team Tamohara
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Disclaimer
This document has been prepared by Tamohara Investment Managers Private Limited (“Tamohara”) and is
provided to you for information only. This document does not constitute a prospectus, offer, invitation or
solicitation and is not intended to provide the sole basis for any evaluation of the investment product or any
other matters discussed in this document. This document is made available to you because Tamohara believes
that you have sufficient knowledge, experience and/or professional advice to understand and make your own
independent evaluation of the risks and rewards of the investments and/or other matters discussed in this
document and to make your own independent decision whether to implement the same. Any view expressed
in the document is generic and not a personal recommendation and/or advice. It does not consider your risk
tolerance, financial situation, knowledge and experience. Please discuss with your investment advisor if you
seek advice on whether the proposed investment products are appropriate for you. The investments discussed
in this document may not be suitable for all investors. Investments are subject to market risk. There can be no
assurance or guarantee that any investment will achieve any particular return. Unless expressly stated,
products are not guaranteed by Tamohara or their affiliates or any government entity. Past performance is not
necessarily an indicator of future performance. Actual results may vary significantly from the forward looking
statements contained in this document due to various risks and uncertainties, including the effect of economic
and political conditions in India and outside India, volatility in interest rates and the securities market, new
regulations and government policies that may impact the business of Tamohara as well as its ability to
implement the strategy. The information contained in this document has been obtained from sources that
Tamohara believes are reliable but Tamohara do not represent or warrant that it is accurate or complete, and
such information may be incomplete or condensed. Neither Tamohara, nor any affiliate, nor any of their
respective officers, directors, partners, or employees accepts any liability whatsoever for any direct or
consequential loss arising from any upon this document or its contents, or for any omission. The views in this
document are generally those of Tamohara and are subject to change without notice, and Tamohara has no
obligation to update its views or the information in this document. Tamohara or its affiliates may have acted
upon or have made use of material in this document prior to its publication. Tamohara does not provide legal
or tax advice and should you deem it necessary to obtain such advice, you should approach independent
professional tax or legal advisors to obtain the same. This document is confidential and may not be reproduced
or disclosed (in whole or part) to any other person without our prior written permission. The manner of
distribution of this document and the availability of the products may be restricted by law or regulation in
certain countries and persons who come into possession of this document are required to inform themselves
of and observe such restrictions. This document is not directed to, nor intended for distribution or use by, any
person or entity in any jurisdiction or country where the publication or availability of this document or such
distribution or use would be contrary to local law or regulation, including for the avoidance of doubt the US.
The contents of this document have not been reviewed by any regulatory authority in India or in any other
jurisdiction. If you have any doubt about any of the contents of this document, you should obtain independent
professional advice. The product strategies mentioned in the document may change depending upon the
market conditions and the same may not be relevant in future. The sector(s)/stock(s)/issuer(s) mentioned in
this document do not constitute any recommendation of the same and Tamohara or its directors, officers,
partners or employees may or may not have any position in these sector(s)/stock(s)/issuer(s)
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