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Brexit update: risks of near term UK
political crisis rising
It's been over a month since our last Brexit update. Whilst market attention has
been diverted elsewhere, the Brexit process has continued to rumble forward in
Westminster and Brussels, with the newsﬂow in recent days suggesting rising
risks of a political crisis before agreement is reached on transition in March.
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Deadlines slipping
As we argued last year, reaching suﬃcient progress at the December EU Council
meeting was only the end of the beginning of Brexit talks. Negotiations would
then have to move to the next stage. First, agreement on a transitional period
by the March EU Council Summit, in order to provide certainty for businesses
that the UK would not crash out of the EU in March 2019 with no arrangements.
Second, an outline of a future trade relationship before the ﬁnal Article 50 text is
signed oﬀ at the October EU Council.
On the transition, the EU27 released uncompromising draft negotiating guidelines
yesterday.1 First, they require the UK to abide by the EU acquis without any
formal say in decision making either over domestic legislation or any third
party agreements (trade deals) signed during transition. Second, they extend the
agreement reached on citizens rights at the December summit to the end of the
transitional period (the UK's position was originally March 2017 and is now the
UK's exit from the EU in March 2019). Third, they time limit the transition to
31st December 2020. There had been positive stories earlier this month that the
EU27 would acknowledge the possibility transition could be extended beyond two
years, as a 21 month transition was too short to sign a future relationship, but
this appears to have been shelved.
On the future relationship, the UK's position continues to remain ambiguous.
Prime Minister May has repeated her desire for a bespoke free trade agreement,
while the EU has remained consistent that enhanced market access will require
the UK to meet Single Market obligations, such as President Macron's comments
that a deal for ﬁnancial services would require EU budget contributions. The EU
is due to release draft guidelines on the future relationship at the March 22-23rd
EU Council. It is of some concern that the UK has yet to formulate a clear policy at
this stage. In House of Lords testimony yesterday, perhaps acknowledging this,
Brexit Secretary Davis said that Article 50 talks could run on beyond the October
EU Council.

1 http://europa.eu/rapid/press-release_IP-18-463_en.htm
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Finally, on the domestic front, Prime Minister May is under increasing pressure
from Conservative MPs over both the lack of clarity on the future relationship and
ﬂagging poll ratings. In a sense, all the above are related. Prime Minister May
is struggling to shape a political vision without committing to a decision on the
future relationship with the EU27. The design of the transitional deal will itself
require an understanding of the future. For example, we believe a twenty one
month transition would be too short to negotiate and ratify a free trade agreement
even along the lines of Canada's CETA deal, leaving EEA membership or WTO as
the only realistic options at the end of 2020. Clarifying the future relationship now
is politically unpalatable due to disagreements within the Conservative Party.
What happens next and market implications
Although the EU guidelines on transition are likely to be regarded negatively by
Brexiteer MPs, all else equal, UK political incentives still seem aligned for May to
compromise. Namely a lack of parliamentary majority that makes it impossible to
walk out of talks with the EU27, and poll ratings that discourage a party rebellion
for fear of a change in government. Given recent newsﬂow, an internal challenge
cannot be entirely discounted, however. If this occurred before March, it could
carry signiﬁcant negative economic costs, with surveys suggesting ﬁrms would
trigger contingency plans by then.
Bigger picture, the two binding constraints on the UK's Brexit policy remain a
lack of a clear formulation of the future UK/EU relationship and the lack of time
to negotiate it. As mentioned above, a 21 month transition would be too short to
negotiate and ratify a bespoke free trade deal and we believe even the so called
'Canada option' would be too complex to negotiate in this short a time frame. This
is not least as far from being oﬀ the shelf, the CETA deal is in fact a bespoke free
trade deal in its own right suited to bilateral economic relations between Canada
and the EU27.
In this sense, adopting a time limited transition reduces the UK's optionality rather
than increasing it. It would leave EEA membership, or WTO rules as the only
options after December 2020. In our view, it is more likely that the UK gravitates
towards the former. The transition guidelines published by the EU yesterday are
more detrimental than terms of EEA membership (although the UK would also
have to commit to continued customs union membership as well as joining the
EEA). Calls for a clean break with the EU27 are also losing political momentum as
polling indicates increased public concern about the economic consequences of
Brexit. The question is whether UK policy moves towards this option before March
2019 or during the transition itself. Below, we outline three possible scenarios:
Scenario 1 (base case): Transition agreed in March. Full A50 agreement signed oﬀ in
October, but future relationship remains ambiguous until UK is in transitional period
after leaving the EU in March 2019. UK joins EEA to buy more time, or adopts WTO
rules in December 2020, with base case being the former. Market implications:
limited upside until EEA conﬁrmed as end-state, but in near term outlook remains
dominated by growth and BoE outlook.
Scenario 2: Transition agreed in March, then May makes commitment on future
relationship between March and October (either EEA or limited free trade
agreement), likely triggering political crisis/leadership contest. Political crisis likely
to result in fresh elections or new Brexit referendum. Market implications: 'hard'
and 'no Brexit' tail risks rise, depending on result of new elections/referendum.
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Scenario 3: Political crisis/leadership contest occurs before March. Market
implications: bearish in near term as companies trigger contingency plans resulting
in impact on growth. Medium term outcome likely to be similar to 2 above.
In sum, our base case remains that the UK and EU27 will reach agreement
on transition in March, with more diﬃcult decisions on the future relationship
deferred to later this year or during the transitional period itself. While this is
unlikely to generate much economic upside given UK policy remains leaving the
Single Market and Customs Union medium term, it should continue to leave the
near term market outlook dominated more by growth and Bank of England policy.
Nevertheless, recent newsﬂow has highlighted the risk that a political crisis is
brought forward to before agreement on transition. If this materialized, the market
implications would be bearish due to the tangible economic eﬀects of Brexit
contingency plans being triggered. Medium-term, due to the lack of time to
negotiate and ratify a free trade deal during transition, the UK's options remain
binary - a status quo arrangement based on EEA plus customs union, or WTO
rules. Our base case is the former.
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Appendix 1
Important Disclosures
*Other information available upon request
*Prices are current as of the end of the previous trading session unless otherwise indicated and are sourced from
local exchanges via Reuters, Bloomberg and other vendors . Other information is sourced from Deutsche Bank, subject
companies, and other sources. For disclosures pertaining to recommendations or estimates made on securities other than
the primary subject of this research, please see the most recently published company report or visit our global disclosure
look-up page on our website at http://gm.db.com/ger/disclosure/DisclosureDirectory.eqsr. Aside from within this report,
important conﬂict disclosures can also be found at https://gm.db.com/equities under the "Disclosures Lookup" and "Legal"
tabs. Investors are strongly encouraged to review this information before investing.

Analyst Certiﬁcation
The views expressed in this report accurately reﬂect the personal views of the undersigned lead analyst(s). In addition,
the undersigned lead analyst(s) has not and will not receive any compensation for providing a speciﬁc recommendation
or view in this report. Oliver Harvey
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Additional Information
The information and opinions in this report were prepared by Deutsche Bank AG or one of its aﬃliates (collectively
"Deutsche Bank"). Though the information herein is believed to be reliable and has been obtained from public sources
believed to be reliable, Deutsche Bank makes no representation as to its accuracy or completeness. Hyperlinks to thirdparty websites in this report are provided for reader convenience only. Deutsche Bank neither endorses the content nor
is responsible for the accuracy or security controls of those websites.
?
?
If you use the services of Deutsche Bank in connection with a purchase or sale of a security that is discussed in this report,
or is included or discussed in another communication (oral or written) from a Deutsche Bank analyst, Deutsche Bank may
act as principal for its own account or as agent for another person.
?
?
Deutsche Bank may consider this report in deciding to trade as principal. It may also engage in transactions, for its
own account or with customers, in a manner inconsistent with the views taken in this research report. Others within
Deutsche Bank, including strategists, sales staﬀ and other analysts, may take views that are inconsistent with those taken
in this research report. Deutsche Bank issues a variety of research products, including fundamental analysis, equity-linked
analysis, quantitative analysis and trade ideas. Recommendations contained in one type of communication may diﬀer
from recommendations contained in others, whether as a result of diﬀering time horizons, methodologies, perspectives
or otherwise. Deutsche Bank and/or its aﬃliates may also be holding debt or equity securities of the issuers it writes
on. Analysts are paid in part based on the proﬁtability of Deutsche Bank AG and its aﬃliates, which includes investment
banking, trading and principal trading revenues.
?
?
Opinions, estimates and projections constitute the current judgment of the author as of the date of this report. They do
not necessarily reﬂect the opinions of Deutsche Bank and are subject to change without notice. Deutsche Bank provides
liquidity for buyers and sellers of securities issued by the companies it covers. Deutsche Bank research analysts sometimes
have shorter-term trade ideas that may be inconsistent with Deutsche Bank's existing longer-term ratings. Trade ideas
for equities can be found at the SOLAR link at http://gm.db.com. A SOLAR idea represents a high-conviction belief by an
analyst that a stock will outperform or underperform the market and/or a speciﬁed sector over a time frame of no less than
two weeks and no more than six months. In addition to SOLAR ideas, analysts may occasionally discuss with our clients,
and with Deutsche Bank salespersons and traders, trading strategies or ideas that reference catalysts or events that may
have a near-term or medium-term impact on the market price of the securities discussed in this report, which impact
may be directionally counter to the analysts' current 12-month view of total return or investment return as described
herein. Deutsche Bank has no obligation to update, modify or amend this report or to otherwise notify a recipient thereof
if an opinion, forecast or estimate changes or becomes inaccurate. Coverage and the frequency of changes in market
conditions and in both general and company-speciﬁc economic prospects make it diﬃcult to update research at deﬁned
intervals. Updates are at the sole discretion of the coverage analyst or of the Research Department Management, and the
majority of reports are published at irregular intervals. This report is provided for informational purposes only and does
not take into account the particular investment objectives, ﬁnancial situations, or needs of individual clients. It is not an
oﬀer or a solicitation of an oﬀer to buy or sell any ﬁnancial instruments or to participate in any particular trading strategy.
Target prices are inherently imprecise and a product of the analyst ’ s judgment. The ﬁnancial instruments discussed
in this report may not be suitable for all investors, and investors must make their own informed investment decisions.
Prices and availability of ﬁnancial instruments are subject to change without notice, and investment transactions can lead
to losses as a result of price ﬂuctuations and other factors. If a ﬁnancial instrument is denominated in a currency other
than an investor's currency, a change in exchange rates may adversely aﬀect the investment. Past performance is not
necessarily indicative of future results. Performance calculations exclude transaction costs, unless otherwise indicated.
Unless otherwise indicated, prices are current as of the end of the previous trading session and are sourced from local
exchanges via Reuters, Bloomberg and other vendors. Data is also sourced from Deutsche Bank, subject companies, and
other parties.
?
?
The Deutsche Bank Research Department is independent of other business divisions of the Bank. Details regarding
organizational arrangements and information barriers we have established to prevent and avoid conﬂicts of interest with
respect to our research are available on our website under Disclaimer, found on the Legal tab.
?
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Macroeconomic ﬂuctuations often account for most of the risks associated with exposures to instruments that promise
to pay ﬁxed or variable interest rates. For an investor who is long ﬁxed-rate instruments (thus receiving these cash
ﬂows), increases in interest rates naturally lift the discount factors applied to the expected cash ﬂows and thus
cause a loss. The longer the maturity of a certain cash ﬂow and the higher the move in the discount factor, the
higher will be the loss. Upside surprises in inﬂation, ﬁscal funding needs, and FX depreciation rates are among the
most common adverse macroeconomic shocks to receivers. But counterparty exposure, issuer creditworthiness, client
segmentation, regulation (including changes in assets holding limits for diﬀerent types of investors), changes in tax
policies, currency convertibility (which may constrain currency conversion, repatriation of proﬁts and/or liquidation of
positions), and settlement issues related to local clearing houses are also important risk factors. The sensitivity of ﬁxedincome instruments to macroeconomic shocks may be mitigated by indexing the contracted cash ﬂows to inﬂation, to
FX depreciation, or to speciﬁed interest rates – these are common in emerging markets. The index ﬁxings may – by
construction – lag or mis-measure the actual move in the underlying variables they are intended to track. The choice of
the proper ﬁxing (or metric) is particularly important in swaps markets, where ﬂoating coupon rates (i.e., coupons indexed
to a typically short-dated interest rate reference index) are exchanged for ﬁxed coupons. Funding in a currency that diﬀers
from the currency in which coupons are denominated carries FX risk. Options on swaps (swaptions) the risks typical to
options in addition to the risks related to rates movements.
?
?
Derivative transactions involve numerous risks including market, counterparty default and illiquidity risk. The
appropriateness of these products for use by investors depends on the investors' own circumstances, including their
tax position, their regulatory environment and the nature of their other assets and liabilities; as such, investors should
take expert legal and ﬁnancial advice before entering into any transaction similar to or inspired by the contents of this
publication. The risk of loss in futures trading and options, foreign or domestic, can be substantial. As a result of the
high degree of leverage obtainable in futures and options trading, losses may be incurred that are greater than the
amount of funds initially deposited – up to theoretically unlimited losses. Trading in options involves risk and is not
suitable for all investors. Prior to buying or selling an option, investors must review the "Characteristics and Risks of
Standardized Options”, at http://www.optionsclearing.com/about/publications/character-risks.jsp. If you are unable to
access the website, please contact your Deutsche Bank representative for a copy of this important document.
?
?
Participants in foreign exchange transactions may incur risks arising from several factors, including: (i) exchange rates can
be volatile and are subject to large ﬂuctuations; (ii) the value of currencies may be aﬀected by numerous market factors,
including world and national economic, political and regulatory events, events in equity and debt markets and changes in
interest rates; and (iii) currencies may be subject to devaluation or government-imposed exchange controls, which could
aﬀect the value of the currency. Investors in securities such as ADRs, whose values are aﬀected by the currency of an
underlying security, eﬀectively assume currency risk.
?
?
Deutsche Bank is not acting as a ﬁnancial adviser, consultant or ﬁduciary to you or any of your agents with respect to
any information provided in this report. Deutsche Bank does not provide investment, legal, tax or accounting advice, and
is not acting as an impartial adviser. Information contained herein is being provided on the basis that the recipient will
make an independent assessment of the merits of any investment decision, and is not meant for retirement accounts or
for any speciﬁc person or account type. The information we provide is directed only to persons we believe to be ﬁnancially
sophisticated, who are capable of evaluating investment risks independently, both in general and with regard to particular
transactions and investment strategies, and who understand that Deutsche Bank has ﬁnancial interests in the oﬀering of
its products and services. If this is not the case, or if you or your agent are an IRA or other retail investor receiving this
directly from us, we ask that you inform us immediately.
Unless governing law provides otherwise, all transactions should be executed through the Deutsche Bank entity in the
investor's home jurisdiction. Aside from within this report, important risk and conﬂict disclosures can also be found at
https://gm.db.com on each company ’ s research page and under the "Disclosures Lookup" and "Legal" tabs. Investors
are strongly encouraged to review this information before investing.
United States: Approved and/or distributed by Deutsche Bank Securities Incorporated, a member of FINRA, NFA and SIPC.
Analysts located outside of the United States are employed by non-US aﬃliates that are not subject to FINRA regulations,
including those regarding contacts with issuer companies.
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?
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German Banking Law and is subject to supervision by the European Central Bank and by BaFin, Germany ’ s Federal
Financial Supervisory Authority.
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United Kingdom: Approved and/or distributed by Deutsche Bank AG acting through its London Branch at Winchester
House, 1 Great Winchester Street, London EC2N 2DB. Deutsche Bank AG in the United Kingdom is authorised by the
Prudential Regulation Authority and is subject to limited regulation by the Prudential Regulation Authority and Financial
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Hong Kong: Distributed by Deutsche Bank AG, Hong Kong Branch or Deutsche Securities Asia Limited (save that any
research relating to futures contracts within the meaning of the Hong Kong Securities and Futures Ordinance Cap. 571
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