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A (partially) done Brexit deal. As expected, the EU and the UK reached
a very last-minute compromise on Brexit, just seven days before the EU
exit day. The deal is more advantageous than other FTAs as it offers
zero tariffs for goods. However, non-tariff barriers could amount up to
+10% due to the exit from the Customs Union. The transition period we
expected due to the lack of customs declaration preparation on the
UK side has been confirmed until the end of June 2021, while financial
services and data adequacy are still waiting for an “equivalence sta-
tus” from the EU, which could take longer than just six months.

How is Brexiting in times of Covid-19 different?

First, demand remains low and volatile because of the renewed tight
sanitary restrictions. In the short term, the “hard lockdown”, notably in
the UK, will worsen the contraction of private consumption and invest-
ment. This should keep trade disruption low at least until Spring 2021,
buying time for the UK and EU governments to pursue more infrastruc-
ture investments to reduce the time spent at the border. However, for
UK exporters, Brexiting in times of Covid-19 could prove even harder
because of the below-normal demand coupled with a +10% increase
in non-tariff barriers. We forecast UK exporters to lose between
EUR13.5bn and EUR27.3bn over the year (vs. EUR10bn for EU export-
ers in H2 2021) due to weak demand, higher bureaucracy and not
much competitiveness from the sterling (-3% in 2021). This would trans-
late into 0.6% to 1.1% annual loss in GDP. The top five hardest-hit sec-
tors would be mineral and metal products, machinery and electrical
equipment, transport equipment, chemicals and textiles.

Second, the “rule of origin” is likely to require supply-chain changes for
a sectors such as wood, electrical equipment, metals, chemicals, phar-
maceuticals, computer and electronics, transport equipment (incl. au-
tomotive) and machinery and equipment, given their high dependency
on foreign inputs. The good news is that the Covid-19 crisis has already
pushed many companies to rethink their supply chains and look for
more domestic suppliers. In our recent supply chain survey, the share of
UK companies looking for domestic suppliers is higher compared to
peers (35% vs. 17% in Italy). When asked about the reasons for consid-
ering changing the location of their suppliers, 35% of UK companies
surveyed mentioned reducing delivery delays and better managing
inventories among the top three reasons, vs. 21% on average in other
countries.

Third, the impact of the Covid-19 crisis on prices could alleviate some
of the upside impact of Brexit on some of goods in 2021. For UK im-
porters, the trade disruption has been delayed to July 2021, when we
expect import prices of goods to rise by +2% to +5% due to the addi-
tional paperwork and longer transportation time. These costs might be
reduced by (i) the mutual recognition of “Trusted Trader Schemes”, (ii)
the infrastructure investments the UK government will make to facili-
tate customs checks and (iii) the low pressure on prices due to disrupt-
ed demand amid the Covid-19 crisis.
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Fourth, pushing further with “smart industry” in the UK would be hard in
times of Covid-19. The incoming labor force was already impacted in
2020 by the sanitary restrictions and Brexit will accentuate this, notably
for EU workers, given the need for work permits. The total number of
EU workers going to the UK has fallen by -15% since the 2016 referen-
dum. Future labor shortages will put upside pressures on wages and
make the substitution with domestic suppliers difficult.

Fifth, the Covid-19 crisis provides some leeway for policy support to
absorb the negative impact from Brexit, but we expect GDP to remain
-2% below pre-crisis levels at end-2022. We expect additional spend-
ing of around GBP100bn (or 5% of GDP) on (i) infrastructure at the
border and (i) a VAT cut to limit the loss of purchasing power and the
rise in inflation starting in H2 2021. However, the renewed strict lock-
down until mid-February is expected to keep the UK in recession in Q1
(-5.5% q/q) as the closure of schools for six weeks will cut GDP growth
by more than -3pp, while the closure of non-essential shops and the
hospitality sector could cost -2.6pp. Hence, we keep our below consen-
sus forecast of +2.5% for GDP growth in 2021, followed by more than
+7.0%in 2022.

10%

Expected increase in non-tariff barriers
for UK exporters.
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BREXIT DEAL

After four and half years, three Prime
Ministers and two general elections,
Brexit finally took place on 31 Decem-
ber 2020 at 11pm. However, the deal
with the EU is far from complete due to
the lack of time for preparation, and
lingering uncertainty has resulted in
some disruption at the borders since 01
January 2021: many small firms have
suspended EU imports and exports as
they wait to see what Brexit-related
changes would mean, according to the
UK Federation of Small Businesses, and
about one in five trucks have been tur-
ned away at channel crossings, partly
because of Brexit paperwork, accor-
ding to the UK Road Haulage Associa-
tion.

Figure 1. The Brexit deal in short

On goods, as expected, no tariffs will
apply if the level playing field condi-
tions and rule of origins are respected
(see Figure 1). Indeed, if the UK moves
too far from EU rules, notably regar-
ding subsidies — which have increased
over the past few years, see Figure 2 —
and if the EU considers that this distorts
trade and harms its businesses, a
“rebalancing mechanism” can unilate-
rally apply. This would mean tariffs are
likely to be imposed in a similar way as
the EU and the US implemented bilate-
ral tariffs following their Airbus-Boeing
dispute at the WTO. Financial services
and data adequacy are still awaiting
for equivalence from the EU and fall
under a “temporary fix” of six months.

Cooperation on foreign policy, security
and defense will be reduced below
current levels, along with provisions for
transport, energy and civil nuclear
cooperation. Mobile roaming, mutual
recognition of professional qualifica-
tions, access to legal services, digital
trade and public procurement are
other areas where cooperation will be
downgraded. Indeed, both British and
EU professionals wanting to practice
abroad will need to get their qualifica-
tions officially recognized. Furthermore,
while the EU and the UK have agreed
not to require visas for travel, the free
movement of people will end. That
means EU citizens going to the UK, and
vice-versa, will be subject to border
screenings and no longer be able to
use biometric passports to cross swiftly
through electronic gates.

Figure 2: Number of harmful state interventions, i.e. number of

domestic subsidies
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COVID-19 DIFFERENT?

For UK importers (and consumers), an
immediate trade disruption has been
avoided thanks to the six-month transi-
tion period for customs declarations.
This protects EU exporters from losses
at least in H1, but could translate into
EUR10bn of export losses in H2 2021.

With a lack of preparation at the bor-
der (50,000 customs agents needed,
250 million customs declarations
needed per year for trade with the EU)
leading to longer transportations
costs!, as well as extra-paperwork and
bureaucracy, we expect non-tariff bar-
riers to reach a maximum of +10% on
product value for imports coming from
countries such as France, Germany or
Spain, as they were part of the Customs
Union and the Single Market, and
around +5% on imports coming from
Norway, a member of the Single Mar-
ket but not the Customs Union. Howe-
ver, the UK government has decided to
give a six-month grace period (until 30
June) for customs declarations for UK
companies to allow time for prepara-
tion. This should allow for a status quo
on import prices of goods in the UK.
Beyond July 2021, these costs might be
reduced by:

(i) The mutual recognition of “Trusted
Trader Schemes”, which will reduce the
amount of paperwork required for such
traders.

(i) The infrastructure investments the

UK government will make to facilitate
customs checks.

(iii) The bilateral cumulation of origin
between UK and EU goods, allowing
for most manufactured goods to irre-
versibly acquire EU or UK-originating
status even when their composition
includes products from the other party,
with limited exceptions.

(iv) The mutual recognition of product
certifications (eg. for organic products)
and Good Manufacturing Practice (eg.
for medicinal products), which avoids a
double inspection of manufacturing
facilities by the UK and the EU.

We initially forecasted that EUR18bn of
EU exports could be lost in the first year
following Brexit (see our recent report).
The six-month transition period is ex-
pected to halve these losses to less
than EUR10bn. Germany (EUR2bn), the
Netherlands (EUR1.2bn), France
(EURO0.9bn), Belgium (EURO.7bn) and
ltaly (EURO.6bn) would continue to be
the hardest hit — even if the losses re-
present less than 0.5% of their total ex-
ports.

Companies producing wood, electrical
equipment, metals, chemicals, pharma-
ceuticals, computer and electronics,
transport equipment (incl. automotive)
and machinery and equipment will
need to readapt their supply chains,
given their high dependency on foreign
inputs.
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For UK exporters, the “rules of origin”
under the Brexit deal are more conve-
nient compared to other FTAs. UK com-
panies exporting to the EU will have to
prove that their goods are produced in
the UK by a certain determined share
(in most of cases 55-60%). This com-
pares to 80% for CETA and 90% for
WTO terms. In addition to this more
favorable threshold, traders can self-
certify the origin of their goods. Mitiga-
ting this risk was important as around
150,000 UK companies trade exclusive-
ly with the EU. However, for some
goods, there could be a rotation
needed into a higher share of UK-
produced goods. For example, the ave-
rage car made in the UK purchases
44% of its components from UK sup-
pliers. However, the proportion of this
actually made in the UK is somewhere
between 20% and 25%. All in all, foreign
inputs for some products such as wood,
electrical equipment, metals, chemi-
cals, pharmaceuticals, computers and
electronics, transport equipment (incl.
automotive) and machinery and equip-
ment go beyond 45%. The companies
producing them will need to readapt
their supply chains in order to avoid
tariffs (see Figure 3).

! Estimates from Imperial College London point to the fact that two extra minutes of additional controls at the border (in addition to the current two minutes) would translate into 32km of queues,
which would more than triple the existing queues. This would leave drivers waiting almost five hours on the route.
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Figure 3: Foreign value added content of gross exports as a % of gross exports of
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To finish, some manufacturers will have
to face another layer of red-tape be-
yond having to simply verify compli-
ance with the rules of origin for the
sake of applying preferential tariffs. For
one thing, the EU Dual-Use Regulation,
whereby the EU controls the export of
goods used for both civilian and mili-
tary purposes, no longer applies in
Great Britain. The latter will call for the
UK exporters of such goods to acquire
special licenses in order to keep selling
in the EU. Second, the UK having offi-
cially left the European Single Market
announces a growing divergence be-
tween both sides when it comes to the
agreement regarding goods standards,
calling for standards compliance verifi-
cations at the border, and thus addi-
tional trade frictions such as rigorous
sanitary checks on agrifood products,
for example. However, the TCA warns
against any unfair subsidy to trade
from one of the two parties by making
it a justified ground for retaliation from
the other party, notably through tariff
application. In this case, lower social,
labor or environmental standards with
the aim of unfairly boosting trade com-
petitiveness could be perceived as such,
and call for the agreement’s provision
to apply. Therefore, deviation between
the UK and the EU as the former re-
gains its sovereignty over product
standardization should be cautiously
undertaken and thus limited.

The exit from the Customs Union would
be equivalent to between EUR13.5bn
and EUR27.3bn of annual export losses
for UK companies.

Taking into account a rise in non-tariff
barriers equivalent to +10% due to con-
trols at the border for UK exporters,
and two scenarios for the GBP/EUR: -
3% in 2021 (our baseline) and stability,
we forecast UK exporters would lose
between EUR13.5bn and EUR27.3bn in
2021. The top five hardest-hit sectors
would be mineral and metal products,
machinery and electrical equipment,
transport equipment, chemicals and
textiles (see Figure 4).

The services surplus is likely to shrink in
the absence of mutual recognition and
the UK'’s financial model will need to
evolve away from “classical financial
products”.

Until now, the UK has had a high sur-
plus in services trade (see Figure 3),
which will be reduced by the fact that
there is no mutual recognition of pro-
fessional qualifications, which limits the
provision of services to the Single Mar-
ket by, for instance, business and finan-
cial firms. For financial services, after
losing the passporting rights to offer
services across the EU, cross-border
business moves to an equivalence
regime? by which the EU grants

Wholesale and retail trade  m——

Limit of "rule of origin" imposed by the
Brexit deal = 45%

Accommodation and food services
Human health and social work e
Arts, entertainment, recreation

Public admin, education and health ==
Real estate activities =

permission on a case-by-case basis. For
central clearing of derivatives con-
tracts, for example, equivalence has
already been conceded for the next 18
months, given the heavy reliance of the
EU financial system on UK central coun-
terparties (CCPs). For the UK, much is at
stake: a quarter of the financial services
sector's annual revenue comes from
business related to the EU. EU business
is particularly important in banking and
investment, with over 40% of UK ex-
ports in these areas heading to the EU.
Looking at other equivalence systems
(Switzerland, US, Japan), we under-
stand that the process can be labori-
ous, as each financial activity needs to
be screened by the EU. In addition, the
equivalence status can be withdrawn
unilaterally, at any time, by the EU, as
was the case for Switzerland equity
securities, which lost their right to be
traded on stock exchanges in the EU in
summer 2019. In 2015, the European
Court of Justice found data equiva-
lence with the US to be invalid follow-
ing a challenge by an Austrian citizen
through the Irish High Court. A new —
more restricted — equivalence decision
was put in place by the EU shortly after
this. Thus, to avoid the uncertainty of
the equivalence regime, most London-
based financial services providers set
up subsidiaries within the EU and
moved capital (but not many jobs) into
the EU in order to continue to service
their EU clients.

2 Equivalence refers to a decision by one state to recognize another state’s legal requirements for regulating a good or service, even though they may not be exactly the same. In practice, this
means that a trader need only comply with one set of requirements in both states. This usually applies in a very specific area - for example, it is most often used in relation to aspects of financial

6 services regulation.
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Figure 4: Expected UK export losses per year by GBP/EUR scenario
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The end of free movement will also recognition of each other’s licenses and  reduced cabotage rights (the deal
affect the UK'’s transportation services,  permits, allowing drivers to cross multi-  gives drivers the right to stop only once,
whose exports to the EU stand at close  ple countries (to a maximum of two  for drop-off / pick-up, in the EU against
to EUR1bn. The deal has allowed the journeys inside the EU). However, it has  three time before).

Figure 5: Current account balance decomposition, GBPmn Figure 6: UK balance of payments (latest data point Q3 2020), GBPbn
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The Covid-19 crisis provides some lee-
way for policy support to absorb the
negative impact from Brexit, but we
expect the UK’s GDP to remain -2% be-
low pre-crisis levels at end-2022.

Starting on 01 July 2021, when the
Brexit deal will be fully enforced on the
UK side, we expect import prices to in-
crease by close to +5% following the
rise in non-tariff barriers (+10%) and the
-3% GBP depreciation against the EUR
(see Figure 7). However, these forecasts
could change depending on the size
and speed of the UK government'’s poli-
cy response. We expect spending of
around GBP100bn (or 5% of GDP) on (i)
infrastructure at the border and (ii)

Figure 7: Increase in import tariffs by type of product (% and GBPbn)

measures to limit the loss of purchasing
power and the rise in inflation starting
in H2 2021. The rise in import prices is
equivalent to GBP5bn for consumption
goods (see Figure 7). The government
has two options: (i) cut the VAT tax rate
(around -1 to -2pp) or (ii) subsidize part
of the increase as usually done for
energy imports. The BoE will continue
to remain very accommodative until
the end of 2022 after having announ-
ced an increase of GBP150bn of QE
purchases last November, which should
continue to support the increase in
bond sovereign issuances.

The renewed strict lockdown until mid-
February is expected to keep the UK in
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recession in Q1 (-5.5% g/q) as the clo-
sure of schools will cut GDP growth by
more than -3pp while the closure of
non-essential shops and the hospitality
sector could cost -2.6pp. Hence, we
keep our below consensus forecast of
+2.5% for GDP growth in 2021, followed
by growth of more than +7.0% in 2022.
In the medium run, productivity trends
will be key for potential growth. Lower
migration from the EU, which ac-
counted for 4.6% of the total UK active
population in 2019 (see Figure 6), is
likely to reduce headline GDP growth
along with lower levels of inward in-
vestment. Overall, Brexit could result in
an average reduction in the long-term
level of GDP of 4%.
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Figure 9: Total EU and non-EU nationals working in the UK, % of active

population
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FORWARD-LOOKING STATEMENTS

The statements contained herein may include prospects, statements of future expectations and other forward-looking
statements that are based on management's current views and assumptions and involve known and unknown risks and
uncertainties. Actual results, performance or events may differ materially from those expressed or implied in such forward -
looking statements.

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and competitive situa-
tion, particularly in the Allianz Group's core business and core markets, (ii) performance of financial markets (particularly
market volatility, liquidity and credit events), (iii) frequency and severity of insured loss events, including from natural ca-
tastrophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends, (v) persistency levels, (vi)
particularly in the banking business, the extent of credit defaults, (vii) interest rate levels, (viii) currency exchange rates
including the EUR/USD exchange rate, (ix) changes in laws and regulations, including tax regulations, (x) the impact of
acquisitions, including related integration issues, and reorganization measures, and (xi) general competitive factors, in
each case on a local, regional, national and/or global basis. Many of these factors may be more likely to occur, or more
pronounced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE

The company assumes no obligation to update any information or forward-looking statement contained herein, save for
any information required to be disclosed by law.
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