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The spectre of Brexit returns, as Europe continues to suffer
 Prime

Minister
Boris Johnson
suggests he is willing to complete the
separation from the European Union
without a trade deal.

 The Conservative Government is
submitting legislation to dilute the legal
force of the withdrawal agreement.

 EU officials could react strongly as
the UK unilaterally changes the terms
agreed last year.

 The move comes months ahead of a
deadline for a final withdrawal
framework to be signed in order to
avoid a no-deal separation.

 The FAB AAC remains underweight
equities while favouring
investment-grade debt.
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Brexit is back. With a bit more than three
months left before the UK is set to
complete its withdrawal from the European
Union, Prime Minister Boris Johnson is
expected to announce that his government
will introduce laws that will unilaterally
change terms of a transitional agreement
between the country and the bloc reached
late last year. He has also indicated he
would be comfortable completing the
separation process without a trade deal
with the UK’s biggest commercial partner.
Despite the wide-ranging implications of
the headlines, the British pound was only
marginally weaker against the US dollar
and the stock markets in both the UK and
Europe were up significantly. The biggest
victim of the headlines was the pound
exchange rate against the euro, which
was down about 0.65%. This is particularly
bad news for Europe, which also has the
UK as one of its largest trade partners.

The strength of the euro against the pound
comes as the common currency has also
been logging some recent highs against
the US dollar. Last week, the European
Central Bank’s Chief Economist, Philip
Lane, said the “euro-dollar rate does
matter”, indicating that policymakers in
Europe are worried about the appreciation
of the euro.
The remarks came as the common
currency neared US$1.2/euro early in the
week, a level it has only breached briefly
in the past five years. The last time it did
so, in early 2018, the European Central
Bank (ECB) cut rates further into negative
territory and helped to prompt a two-year,
nearly 15% drop. To be sure, part of the
reason for the euro’s fall was the fact that
Federal Reserve was increasing rates in
2018 while the ECB was cutting them.
This time around, the Fed is signaling that
its zero-rate policy will be around for a
long time, even as inflation expectations
rise, making the euro more attractive.

The British pound’s exchange
rate against the euro has been
the most sensitive to Brexit
The added strength of the euro against the
pound comes as Europe gives more
evidence of pain. Germany’s July
industrial production numbers released
today, for instance, showed a 10% drop
year-on-year, much worse than the 7.4%
economists had forecast. Meanwhile, the
euro-area inflation turned negative in
August, the first event of deflation for the
region since 2016.
With the political landscape increasingly
muddled and the rising probability of a nodeal Brexit pushing the pound lower, the
onus is now on the ECB. Policymakers
understand the impact of a stronger euro
on EU inflation and growth. Whether they
will choose to act in their meeting this
week, or just keep trying to talk the
currency down is the big question now.
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