REsSEARCH

Investment Research — General Market Conditions

Brexit Monitor

13 October 2019

20% probability of a deal but another extension followed

by snap election remains our base case

Key takeaways

e We hawve increased the probability of a deal to 20% based on the positiwe
developments in recent days (see updated game tree page 3)

e Our base case remains another extension followed by a snap election. There are
still many obstacles (Rest of EU less upbeat than the Irish, very short time to
negotiate ahead of the EU summit, fragile support in the UK parliament, not least
after DUP said no)

e Increasing discussions whether to call confirmatory referendum

e EUR/GBP will either move back t00.90 (in case of anotherextensionwith no deal
insight) or move even lower, towards 0.86 (in case of a deal). For GBP/DKK this
is roughly equivalent to 8.29 versus 8.67. See more on overleaf.

Rest of EU less upbeat than Ireland and UK

Recent days have been positive for the Brexit negotiations and hence we have
increasedthe likelihood of a deal to 20% (from below 10% previously). The Irish PM
Varadkar and UK PM Johnson have found a “pathway to a possible Brexit deal”, which led
the EU ambassadors to initiate so-called “tunnel negotiations” (i.e. detailed negotiations
trying to put the political understanding down on paper). Mujtaba Rahman from MD
Europe has an excellent overview of what the UK, Irish and EU system think right now and
why the Irish and the UK got back to the negotiation table (see Twitter thread).

Unfortunately for us (but positive for the negotiations), both sides have held the exact
content of the negotiations tight. M ediareport the compromise would mean the UK collects
tariffs on behalf of the EU for everything moving into Northern Ireland (NI), but paying
rebate to NI companies if the goods are to stay in NI (in case UK tariffs are lower than EU
tariffs), hence no need for border checks in Ireland, see Daily Mail for agraphic illustration.

However, the pathway is still full with obstacles. Firstof all time isvery limited, as a
deal must be reached no later than Tuesday 15 October, if a deal is to be ratified at the EU
summit on Thursday -Friday. Also, the rest of the EUsystem is lessupbeat than the Irish
and think alot of work still has to be done (also a problem for the EU: they don’t know
if Johnson has sufficient support, see more overleaf). EU chief negotiator Barnier has
briefed the EU ambassadors saying that negotiations have continued over the weekend
(focusing on customs arrangements) but “no breakthrough yet” (among other things, the
UK still wants to have a mechanism that would allow termination of the deal). According
tothis FT article, the progress over the weekend has beenslowand the EU is sceptical,
as there is “no precedent” for such a dual customs system. EU fears third country
companies will get an unfair advantage moving goods into NI and therefrominto the single
market by paying a lower tariff or not living up to single market rules).

Important disclosures and certifications are contained from page 6 of this report.
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Blow for Johnson that DUP has said “no” sofar

Even if the UK and EU27 agree on a deal, PM Johnson may not have support in
Parliament. It was ablow for Johnson that DUP’s deputy leader Dodd has said, “It cannot
work because Northern Ireland has to remain fully part of the UK customs union” (See
FT). Without the DUP’s support,some of the hardcore Conservative Brexiteers in the ERG
group will probably also reject such a deal. Also, remember Johnson’s Brexit deal is harder
than Theresa May’s, meaning it is harder for the pro-Brexit Labour MPs to support it &
well.

The negotiations continue Monday and Tuesday. To us it seems unlikely a deal can be
reachedaheadof the EU summit, especially whenthe EU is still sceptical towards some
of the elements in the Varadkar-Johnson understanding. Remember the EU can always call
an extraordinary EU summit at a later date before 31 October, so negotiations will probably
continue even if the Tuesday deadline is missed. This would probably imply that both sides
need at least a short extension, which, in that case, both can live with.

Our base case remains another Brexit extension into 2020 followed by asnapelection,
but the probability has declinedto 70% from 85% previously. We do not expect a deal
to be ratified, because either the UK and EU27 do not reach an agreement or the UK
parliament rejects the deal again.

We think the likelihood of a no deal Brexit by 31 October is very slim (5%o) due to the
Brexit Delay Bill, which seems extremely watertight.

It is interesting that an increasing number of members of parliament have begun
discussing calling a confirmatory referendum on the deal (“this deal or remain”), See
Paul Brand from ITV on Twitter. Some MPs seem concerned about the prospect of a
possible election, as they fear they will not be re-elected. We will monitor this closely. The
result of such a referendum is difficult to predict right now, but “remain” is slightly ahead
in most polls.

EUR/GBP tomove back towards 0.90 in our base case

GBP has rallied massively in the last few days, as optimism has risen. But as has often been
the case, the devil is in the detail. It is still unknown what such a deal might be and, if a
deal will go through UK parliament - though speculation on both topics is plentiful.

Over the next 18 days, and depending on politics, EUR/GBP will either move back to
0.90 (in case of another extension with no deal in sight) or move even lower, towards
0.86 (in case of a deal). (For GBP/DKK this is roughly equivalent to 8.29 versus 8.67).

As can also be seen in the new market pricing, there is genuine progress but progress that
will make Sterling (highly) volatile over the next 2-3 weeks. This is simply the result of the
market move being purely driven by the perception of digital risk in Sterling rather than
stemming from changes in the underlying economy. Our base case remains an extension
with EUR/GBP at 0.90 (GBP/DKK at 8.29).
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Brexit scenarios by 31 October
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Brexit outcomes depending on election outcome
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Brexit charts

Still close in opinion polls in case of a second EU referendum

More people think it was wrong to vote to leave the EU
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Conservative Party is ahead in polls but difficult to translate
into number of mandates

Not many like Corbyn as an alternative to PM Johnson
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Macro charts

GDP fellin August

PMI composite suggests the UK is on the brink of recession
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Business confidence lowest since the European debt crisis

Companies have restarted stockpiling but not to the same
extent asin Q1
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