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UK trade - still no rebalancing
We argued last year there was limited scope for the UK to export its way out
of Brexit, despite an over 20% fall in trade weighted sterling from mid-2015 and
strong global growth. Trade data released last week continue to disappoint, with
the trade balance ex oil and erratics widening to GBP 11bn in the three months
to August, unchanged from before last year's referendum (figure 1). The UK
deficit in goods, excluding volatile elements such as oil and erratics, continues
to deteriorate (figure 2).

The UK's ability to improve its deficit in goods continues to be hampered by the
high import intensity of manufacturing exports which has seen import volumes
outstrip export volumes over the last two years. An improving terms of trade
with the EU27 has helped provide an offset but this is now reversing. Trade in
services has been better, but this has been overwhelmingly concentrated in one
sector - other business services - and may be due to exports with little economic
value. Meanwhile, the fall in domestic demand this year has not been sufficient
to compress imports like in 2008. A permanently weaker exchange rate and
trade frictions caused by leaving the customs union may incentivize exporters to
substitute continental supply chains for domestic ones, but the negative corollary
could be foreign firms offshoring production.

Our analysis leads us to argue Bank of England forecasts for net trade next year
are too optimistic, which explains our lower forecast for GDP (1% versus 1.6%).
Given the negative effects of a weaker exchange rate for domestic demand, it
should reinforce the monetary policy focus on inflation.

Import intensity of exports remains a major drag
One of the obstacles to UK rebalancing is the relatively high import content of
UK manufacturing exports. Import intensity has rocketed in recent years as the
country has opened up to foreign supply chains, meaning the gains the country
makes from stronger export demand are offset by the need to import more
components. The evidence since sterling began to fall in mid-2015 suggests this
has been the case. Export volumes have responded to a weaker pound and strong
global growth, but have been more than offset by import volumes versus both EU
and non-EU partners (figures 3 and 4).
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Figure 1: The trade deficit is unchanged since the
referendum

Figure 2: Excluding erratics, trade deficit plumbing new
lows
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Figure 3: Import volumes from the EU have outstripped
export volumes

Figure 4: The same is true of non-EU volumes
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Figure 5: Relatively strong relationship between growth
in imports and exports by sector

Figure 6: Machinery and transport equipment have
relatively low domestic GVA share
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Figure 5 illustrates this more clearly. There is a strong sectoral relationship
between export and import growth since mid-2015 and the bulk of trade growth
has occurred in sectors with relatively low shares of domestic value added.
Transport equipment such as cars and airplanes, with strong links to EU supply
chains, has a domestic gross value added of below 40 percent according to World
Bank data with mechanical and electrical machinery counting only a little higher
(figure 6).

Initial improvement in the terms of trade is now reversing
The increase in import volumes has at least been partially offset by an
improvement in the UK's terms of trade. If sterling export prices rise more than
sterling import prices after a fall in the pound, this should help to improve the
trade balance even as relative demand for goods remains unchanged.

As sterling TWI started to fall in mid-2015 and then collapsed following last year's
referendum, UK export prices rose faster than import prices, boosting the terms
of trade (figure 7). One explanation might be the demand elasticity of UK imports
is higher than those of exports, the case if the UK's manufacturing exports were
relatively specialized while its imports could be more easily substituted.

Another interpretation concerns currency hedging. The recent improvement in
the UK's terms of trade has occurred predominantly against EU partners, similar
to after the 2008 depreciation in the pound (figure 8). The Bank of England has
argued that exporters within the EU tend to price in foreign rather than domestic
currency, perhaps due to more liquid foreign exchange rates that are easier to
hedge. Where exports are priced in foreign currency (and imports in domestic
currency), this will automatically help the terms of trade of the depreciating
economy as the value of FX-priced exports increases.
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Figure 7: The UK terms of trade improved after Brexit Figure 8: Driven by improvement in terms of trade with
the EU - now reversing
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Figure 9: As import prices from the EU now are catching
up with export prices

Figure 10: The UK trade in services going from strength
to strength
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Figure 11: But recent growth in services trade
overwhelmingly dominated by other business services

Figure 12: Most of the recent growth in other business
services has come from inter-affiliate services such as
transfer pricing
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The latter hypothesis is supported by the fact that the initial boost to the UK's
terms of trade now appears to be reversing, as import prices catch up to export
prices. If corporate hedges have rolled off, and with sterling TWI still 20% percent
lower than its peak in mid-2015, EU-based exporters are now raising their sterling
prices (figure 9). And with import volumes still showing no signs of slowing down,
this will act as a drag on the trade balance in the months ahead.

Growth in services exports strong, concentrated in business services
The UK's trade balance in services has been notably brighter than trade in goods,
with a surplus standing around a billion and a half pounds higher than mid-2015
(figure 10). Strikingly, most of the trade growth has been led by one sector. Figure
11 plots export growth since November 2015 versus import growth. While most
sectors have shown relatively modest growth, exports of other business services
have contributed a whopping 60 percent of the total increase in services exports
despite accounting for only 30% of UK services trade.

What has been driving the booming trade in business services? As sub-sector
data is only released annually, it is difficult to say. Other business services is made
up of accountancy, consulting and other professional services. But much of the
recent growth in business services trade has been inter-affiliate services, which
includes activities such as merchanting and transfer pricing (figure 12). There are
question marks over the economic value of these forms of services exports, so a
more detailed understanding of this trade would be valuable.

BoE trade forecasts too optimistic
In the medium term, an improvement in the UK's trade balance requires one of
two things. The first is substitution of foreign for domestic supply chains by UK
exporters. And there are reasons to think that the UK rebalancing may be more
extensive than after the 2008 depreciation.

First, if the pound remains permanently weak, this could incentivize UK exporters
to substitute foreign supply chains for domestic ones. The urgency to do so may
have been delayed by the rise in the UK's terms of trade after Brexit, but as import
prices are now catching up to export prices, there may be greater urgency for
exporters to switch to domestic suppliers.

Second, an exit from the customs union and Single Market would increase trade
friction and mean exporters shift away from supply chains on the continent.
Survey data suggests this is already a factor in some corporate planning.
A counter is that multinational exporters may choose to relocate UK-based
production abroad, reducing the total value of the UK's exports. How these two
factors interact will be crucial to understanding the development of UK trade after
Brexit. Foreign-owned firms have a much higher tendency to be export-facing
than domestically owned firms, (figure 13), so the extent to which the UK is able
to incentivize foreign owned exporters to operate in the UK after a loss of Single
Market access will be crucial.
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Figure 13: Foreign owned firms much more likely to be
exporters than domestic ones

Figure 14: UK domestic demand hasn't fallen enough to
compress imports - illustrated by UK tourism abroad
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Figure 15: More pessimistic view on net trade is reason
for lower GDP forecast next year

Figure 16: As import growth expected to remain robust
unless larger fall in domestic demand
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The second, and quicker, route to a better trade balance is a collapse in domestic
demand that causes import compression. This occurred after both the deflating of
the Lawson bubble in the late 1980s and following the 2008 financial crisis. While
domestic demand has slowed this year, it has not been sufficient to compress
imports enough. A good example is trade in travel (tourism). In 2008, the collapse
in UK foreign tourism was one of the most important drivers of the trade balance.
UK visitor numbers abroad have declined since the referendum, but nowhere near
to the same extent as in 2008 (figure 14).

In terms of the UK growth outlook, net trade matters. The Bank of England's
more optimistic forecasts for growth next year are based on an improvement in
net trade (figure 15). Imports are forecasted to slow considerably, while export
growth remains robust. Our simple model, however, suggests that a sharper fall in
domestic demand would be needed to reduce imports to the same extent (figure
16). While our forecast for household consumption and investment are therefore
in line with the BoE's, a less optimistic view on net trade is why we forecast UK
GDP at 1%, 60bp below BoE forecasts.
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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 third-
party 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 these 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 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 are consistent or 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 sector delineated over a time frame of no
less than two weeks. In addition to SOLAR ideas, the analysts named in this report may from time to time discuss with
our clients, Deutsche Bank salespersons and Deutsche Bank 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 any opinion, forecast or estimate contained herein changes or subsequently 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 concerned or of
the Research Department Management and as such 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. 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 sourced from Deutsche Bank, subject companies, and in some cases, other parties.

The Deutsche Bank Research Department is independent of other business areas divisions of the Bank. Details regarding
our organizational arrangements and information barriers we have to prevent and avoid conflicts of interest with respect
to our research is 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 the liquidation of positions), and settlement issues
related to local clearing houses are also important risk factors to be considered. The sensitivity of fixed income 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. It is important to note that 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. It is also important to acknowledge
that funding in a currency that differs from the currency in which coupons are denominated carries FX risk. Naturally,
options on swaps (swaptions) also bear the risks typical to options in addition to the risks related to rates movements.
?
?
Derivative transactions involve numerous risks including, among others, market, counterparty default and illiquidity risk.
The appropriateness or otherwise of these products for use by investors is dependent on the investors' own circumstances
including their tax position, their regulatory environment and the nature of their other assets and liabilities, and 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. 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 the following: ( 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.
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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 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.

Deutsche Bank (which includes Deutsche Bank AG, its branches and all affiliated companies) is not acting as a financial
adviser, consultant or fiduciary to you, any of your agents (collectively, "You" or "Your") with respect to any information
provided in the materials attached hereto. Deutsche Bank does not provide investment, legal, tax or accounting advice,
Deutsche Bank is not acting as Your impartial adviser, and does not express any opinion or recommendation whatsoever
as to any strategies, products or any other information presented in the materials. Information contained herein is being
provided solely on the basis that the recipient will make an independent assessment of the merits of any investment
decision, and it does not constitute a recommendation of, or express an opinion on, any product or service or any trading
strategy.

The information presented is general in nature and is not directed to retirement accounts or any specific person or account
type, and is therefore provided to You on the express basis that it is not advice, and You may not rely upon it in making
Your decision. The information we provide is being 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
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refer to Australian specific research disclosures and related information at https://australia.db.com/australia/content/
research-information.html
?
?
Australia and New Zealand: This research is intended only for "wholesale clients" within the meaning of the Australian
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?
Additional information relative to securities, other financial products or issuers discussed in this report is available upon
request. This report may not be reproduced, distributed or published without Deutsche Bank's prior written consent.
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