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Confluence Investment Management offers various asset allocation products which are managed using “top
down,” or macro, analysis. We publish asset allocation thoughts on a weekly basis in a special section within
our Daily Comment report, updating the piece every Friday.
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Many investment managers think of “foreign equities” as one big, monolithic asset class and
leave it at that. When setting a portfolio’s asset allocation strategy, many simply assign a certain
percentage to the asset class and implement it by investing in a broad international index fund.
Here at Confluence, we go a step further by identifying individual countries that may be
attractive based on our analysis of their geopolitical power, economic performance, social
developments, and financial dynamics. We think the current negotiations for a post-Brexit trade
deal between the European Union and the United Kingdom offer especially rich insights into the
relative power and prospects of the various EU member states and the U.K. Our analysis
suggests the EU’s Central European members and the U.K. may be especially well placed to
outperform economically in the coming years.

At first glance, the EU would seem to have immense leverage in the post-Brexit trade talks
because its exports to the U.K. make up only a small part of its total trade and economic activity.
In theory, the EU could easily walk away from the negotiations and accept any trade barriers that
would snap into place under a “hard Brexit.” In contrast, the U.K. would stand to lose a huge
chunk of its exports and economic activity, which would supposedly force it to make significant
concessions. To illustrate, the chart below shows that only about 6.0% of the EU’s merchandise
exports went to the U.K. in 2019 (the red line in the chart). For Ireland and a few other big EU
members, the U.K. represented as much as 10.3% of exports (the blue columns), but no EU
member came close to the U.K.’s dependence on cross-Channel trade. Fully 46.0% of the U.K.’s
foreign merchandise sales went to the EU (the gold line).

WWW.CONFLUENCEINVESTMENT.COM
1



EU-UK Merchandise Trade, 2019

Exports to UK / Total Exports

Sources: IMF, Intracen, Eurostat
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Despite the EU’s apparent negotiating advantage, however, all indications are that the U.K. is
holding its own in the talks. Last week, for example, a British threat to walk away from the
negotiations brought the EU back to the table with promises that it would be willing to
compromise on the remaining issues of fisheries and corporate subsidies. A close look at the
following graph suggests why the EU may have less leverage than expected. The red line in this
graph shows that, on average, EU members’ exports to the U.K. represent only 2.2% of their
gross domestic product (GDP). The gold line shows that the U.K.’s exports to the EU represent
fully 7.6% of its GDP. But the key story is revealed by the blue columns, which show each
individual EU member’s merchandise exports to the U.K. as a share of its GDP. Besides the
obvious dependency of close neighbors like Ireland, Belgium, and the Netherlands, what’s
notable is that the Central European states like Slovakia, the Czech Republic, Poland, and
Hungary are also unusually dependent on shipments to the U.K.

EU-UK Merchandise Trade, 2019
Exports to UK / GDP
Sources: IMF, Intracen, Eurostat

9%
8%
7%
6%
5%
4%
3%
2%
1%
0%

/af)d e —
Rep,  me——
"'af)d ———

Nefh, ——

Ire,
loy, X

ga,-y —
Yani;  n—

Lay Vig eo—

Be/y:
E)lg”"'m L]

Zech
Po
Hun
Litp

AY
C;

= UK Goods Exports / GDP  ====EU Average UK's EU Exports / GDP

The Central Europeans clearly have a strong interest in maintaining close EU trade ties with the
U.K. The Poles and Hungarians have also recently been at odds with the EU leadership over
what some see as their authoritarian political and judicial policies. In other words, even if the
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EU leadership in Brussels would prefer to play tough with the U.K. and risk a hard Brexit, the
Central Europeans would probably oppose the move. But do the Central Europeans really have
the power to thwart Brussels? The answer is “yes.” The reason is that most major EU decisions
ultimately need to be approved by all member states. The Central Europeans have leverage over
Brussels because they can threaten to withhold their approval for major legislation, budgets,
trade deals, and the like, whether they’re related to the issue at hand or not. The EU negotiators
therefore have to be cognizant of the Central Europeans’ interests and likely can’t risk being so
tough on the U.K. that a trade deal falls apart.

More broadly, the need for unanimous decisions means the EU as a bloc will continue to be
hamstrung politically. Indeed, former European Commissioner Romano Prodi recently said in an
interview that, “Europe’s enemy is unanimity. . . In this moment I’m pessimistic about [change.]
Unanimity will go on in the major issues, at least in the foreseeable period of time, unless there
will be a quick realization that this will kill Europe.” On a more positive note, however, these
dynamics suggest the Central Europeans will continue to use their leverage to win economic and
political concessions from Brussels. Meanwhile, the U.K. and other countries negotiating with
the EU on various issues will probably learn that they can exact concessions by “playing the
Central European card.” In sum, these political dynamics suggest the U.K. could well end up
with a favorable post-Brexit trade deal and the Central Europeans will likely be able to protect
their economic interests fairly well in the coming years, making both more attractive investment
destinations than would otherwise be the case.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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