Swedbank Research

Swedbank

31 March 2017

Macro Focus
Brexit: the EU28 is dead, long live the EU?

e The die is cast—the next move is the EU’s
e Limited effect of Brexit on the Baltic economies, so far

e Baltic interest — strong EU

Importantindividuals going forward:
From the EU’s side

1
Wheels are set in motion )

On March 29, the UK gave formal notice of its intention to leave the EU, which means
that the clock, set at two years, has begunto tick. The next move is the EU’s,and itis
well-prepared. The president of the European Council, Donald Tusk, will soon present 2)
a Brexit draft to the remaining EU27.On April 5, a vote will be taken on a resolution
describing the European Parliament's negotiating priorities. Among other things, the

. - . . " 3
EU’s chiefnegotiator, Michel Barnier, wants to make sure that the EU citizens who )
move to the UK in the next two years still have full rights . During this time, the UK will
still be a full-fledged EU member. The formal process will now progress through three
stages.
4)

First, the EU’s heads of state and government (European Council) will convene on
April 29 to adopt negotiating guidelines. After that, the European Commission will
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EU’s chief negotiator to formallybeginthe process. Negotiations between the EU’s 1)
Michel Barnier and the UK’s David Davis are expected to beginin mid-May, aboutthe 2
sametime as the second round ofthe French election.

Decision-making authority within the EU

When it negotiates a divorce settlement, the EU will have to considerits future
relationship with the UK (according to Article 50). Negotiations on this relationship, 3)
their outcome, and approval may involve the European Commission, the European

council (EU27),the European Parliament, and the parliaments ofthe EU27 and the

British Parliament.In some EU27 countries, such as Belgium, subnational authorities

will also have a say. For example, a free trade agreementwith the UK post-Brexitwill

require the unanimous supportofthe European Council. 2)

When it's time to finalise the divorce, the EU will be represented bythe European
Council, where a qualified majoritywill be needed for approval,i.e., atleast 72% of the
countries, representing 65% ofthe population inthe EU. Approval cannotbe given until
the European Parliamentfirstgives its consent. In addition, the British Parliamentwill
vote on the final deal and will give it either a thumbs up or down. “No deal is betterthan
a baddeal,”Theresa May has said.

According to Article 50, the negotiations cannotgo beyond two years unless the
European Council and the UK both agree to an extension. This time limitis highly
ambitious, and we can’t rule out that it will be extended. To gain the unanimous
supportof allthe EU members mayrequire concessions to holdouts in other areas that
may not be directly related to the Brexit negotiations.

EU’s priorities

The EU will seekto ensure thatEU citizens are not discriminated againstand thatthey
keep the samerights in the UK if they move there in the next two years. This will be of
particularimportance to the Baltic countries, as alarge number of Baltic citizens are
living inthe UK." In addition, the EU’s negotiators have said they will prioritise the
following:

! Accordingto Eurostat, around 100,000 Latvian citizens and more than
170,000Lithuanian citizens lived in the UK lastyear; the estimated number of
Estoniansinthe UK —around 15,000.
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1) Ensuringthatthe UK’s financial liabilities, including those extending beyond
2019, are met. Even if the UK pays its Brexit bill, the remaining EU member
states are likely to face a higher net contribution to the EU’s budget, since the
UK is a significantnetpayer.

2) Notsigning anew trade agreementbefore Brexit is finalised.

3) Creating as much clarity and certainty as possible for the citizens, companies,
and member countries adverselyaffected by Brexit.

We expect the EU to presenta united front in dealing with the UK and that all the
members ofthe EU27 will stay on message. This has worked well so far. The EU’s
detailed priorities will ultimatelydepend on the outcome of European elections this
year, especiallyin France and Germany.

Limited economic impact for the Baltics so far

The impact of the Brexit vote on the Baltics has so far been limited. Lastyear, the
value of exports of goods from Estonia and Lithuania to the UK declined by 12% and
6%, respectively. For Lithuania, the fall was driven by the decreasing value of exports
of mineral products, and for Estonia by a fall in value of shale oil products and exports
of mobile communication equipment. Withoutexports of mineral fuels, Lithuanian
exports of goods to the UK expanded by 10%, although growth was slowerthanin
previous years. Lithuanian exports of services to the UK were largelyunaffected and
continued growing by double digits. Latvia also managed to increase the value of
goods exports to the UK lastyear. However, it has probablybeen hard for exporters to
avoid the squeeze on profit margins caused bythe depreciation of the pound sterling of
more than 10% since the referendum.
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But the exporters were not the only ones affected by the depreciation ofthe pound.
According to the Bank of Lithuania, after three years of growth the remittances by
Lithuanian migrants from the UK to Lithuania declined by20% lastyear. Total
remittances to Lithuania are at around 3% of GDP and are an importantsource of
income to some Lithuanian households. The decision in the Brexit referendum could
have also contributed to the spike in migration from Lithuaniato the UK. Migration from
Lithuaniatothe UK increased by 22.5% in 2016, compared with the previous year.
More than 23,000 more Lithuanians moved to the UK lastyear-- the highestoutflow of
peopleinthe lastfive years. Amosthalf of all the people who left Lithuania lastyear
chose the UK as their destination. Migrants possiblyrushed to secure their place in the
UK before the borders closed.

Moving forward — plenty of risk, but there is also hope

The negative migration trends maycontinue during the Brexit negotiation period, which
would put additional pressure on the labour marketand population ageing in the Baltic
countries. However, we expect that the effect of Brexit-related events on the Baltic
economies over the next two years will be limited. After the divorce, much will depend
on the details ofany future trade agreementthatthe parties reach--and whetherthey
even reach one. The UK has said so far that it will prioritize lower immigration atthe
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expense of access to the internal market (a so-called “hard Brexit”). If free trade with
the UK can nolongerbe ensured, this would adverselyaffect both exports and
investment, but mostlyvia second-round effects. More importantcould be the effect of
a reduced EU budget. If the other countries do not fill in the gap after Brexit, the Baltic
countries could receive even less supportfrom the EU’s budgetin the form of structural
funds after 2020. This would possiblyhave a negative effect oninvestment.

Nevertheless, the biggestriskto the Baltic economiesis related to the strength and
longevity of the EU. The Baltics are small, open economies, which have benefitted
greatly from the integration ofthe European markets and the introduction ofthe
common currency. A further weakening of the EU would have negative consequences
on all EU countries, notexcluding the Baltics. However, the risk of the EU’s falling
apart has receded for now, as the populists in France and Germany are less likelyto
win the importantelections in Europe and the economicrecovery inthe EMU is finally
gaining momentum. Still, a ot can happen:the negotiations will be long and messy, the
populists inthe EU may still succeed, and the structural problems are yet unresolved.
Butthere is also a chance that the EU will emerge stronger after this. Long live the EU!
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Issuer, distribution & recipients

This report by Sw edbank Macro Research, a unit w ithin Sw edbank
Research that belongs to Large Corporates & Institutions, is issued
by the Sw edbank Large Corporates & Institutions business area

w ithin Sw edbank AB (publ) (“Swedbank”). Swedbank s under the
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In the United Kingdom this communication is for distribution only to
and directed only at "relevant persons". This communication must
not be acted on —or relied on — by persons w hoare not "relevant
persons". Any investment or investment activity to w hich this
document relates is available only to "relevant persons™ and willbe
engaged in only with "relevant persons". By "relevant persons" we
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e Have professional experience in matters relating to investments
falling w ithin Article 19(5) of the Financial Promotions Order.
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the issue or sale of any securities —may otherw iselawfully be
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for the exercise of reasoned, independent judgment by you.

Opinions contained in the reportrepresent the analyst's present
opinion only and may be subjectto change. In the eventthat the
analyst's opinion should change or a new analystwith a different
opinion becomes responsible for our coverage, weshallendeavour
(but do not undertake) to disseminate any such change, w ithin the
constraints of any regulations, applicable law s, internal procedures
w ithin Sw edbank, or other circumstances.

Sw edbankis not advising nor soliciting any action based upon this
report. This reportis not, and should not be construed as, an offer to
sell or as a solicitation of an offer to buy any securities.

To the extent permitted by applicable law , no liability w hatsoeveris
accepted by Sw edbank for any direct or consequential loss arising
fromthe use of this report.

Reproduction & dissemination

This material may not be reproduced without permission from

Sw edbank Research, a unit w ithin Large Corporates & Institutions.
This reportis notintended for physical or legal persons w ho are
citizens of, or have domicile in, a country inw hich dissemination is
not permitted according to applicable legislation or other decisions.
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