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EU Politics: Reform debate
to pick up pace after the
German elections
■

Optimism about Europe’s future surged after the French elections, while
the EU is increasingly losing patience with British “divorce tactics”.
Franco-German initiatives will be key to set the path for European
reforms but the debate is expected to only gain speed after the formation
of a new German government towards the end of the year. Meanwhile,
the refugee challenge and EU external relations will remain on top of
Europe’s political agenda.

Juncker speech to guide the debate about the future of Europe. If the “stay”
camp had prevailed in last year’s Brexit referendum, the UK would now hold
the Presidency of the EU Council. Instead Estonia oversees a packed European
agenda at a time when momentum for reforms and further integration gained
speed following the victory of Macron in the French elections. Following on
from the European Commission's series of “reﬂection papers” on further EU
deepening (see here for our take on the Commission’s “vision” for EMU reforms),
EC President Juncker will give his annual State of the Union speech on September
13. But the discussion on major reform proposals that go as far as an EA treasury
headed by a European ﬁnance minister will have to wait until after the German
elections.
The EU is losing patience in Brexit negotiations. Elections in the EU’s
largest economy will not, though, provide reasons for delaying ongoing Brexit
negotiations as EU27 members, including Germany, unanimously agreed on the
political guidelines for the EU Brexit Task Force. Nevertheless, it still appears
increasingly unlikely that negotiations will move, as scheduled, to the second
phase in October to tackle the post-Brexit relationship between the UK and the EU,
including a future trade agreement. This would require Brussels to see “suﬃcient
progress” on separation issues (which it currently does not), including the rights
of EU citizens, the Irish border and the UK’s “divorce bill” (on which the British
so far remained muted).
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image?
Source: Eurobarometer 2017, Deutsche Bank

Figure 2: Eurobarometer: EU's future
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German elections – a low risk event but important for Europe nevertheless.
With less than four weeks to go until the vote for the German Bundestag on
September 24, Chancellor Merkel’s conservative party is comfortably leading
in recent opinion polls at an average of around 39% vs. 23% for her social
democratic challenger Martin Schulz. While Merkel’s re-election is broadly seen
as a given, the composition of the next government coalition is much less certain.
It is likely though to impact Germany’s position in the upcoming discussion about
Europe’s future. The appetite for far-reaching reforms might be stronger under a
continued CDU/CSU/SPD coalition, while a coalition between conservatives and
liberals is likely to have a stronger focus on ﬁscal discipline (see here for the
German political parties’ positions on EU politics). The new government will likely
be sworn in just in time for the EU leaders' summit in December. This will allow
for an intense debate among the EU27 over the next stage of Brexit negotiations,
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completing banking union and embarking on a structured reform process of the
EA.
How much of the revived European spirit can be translated into bold integration
steps remains to be seen. Much will depend on the Franco-German initiatives
in various policy fields. President Macron this week emphasized his call for social
and ﬁscal “convergence” in the euro area and announced reform proposals to be
released after the German elections. Chancellor Merkel also expressed support
for the idea of a Eurozone ﬁnance minister as well as a euro-budget, even though
German and French perceptions of the scope and precise function of such entities
diﬀer substantially.
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The Commission’s scenario of a “multi-speed” Europe where some members
take a faster lane towards integration than others is met with strong skepticism
by a number of countries. How to reconcile a deeper integration of the EA with
the functioning of the single market or the regulatory framework of the banking
union remains a political and economic challenge. Eastern European (non-euro)
members are particularly concerned as these reﬂections come at a time of rising
disputes between Brussels and some of the EU’s Eastern members stemming
from an infringement procedure against Poland over its controversial court reform
to a legal case against Poland, Hungary and Czech Republic in the context of the
EU’s refugee relocation agreement.

Figure 3: Sea arrivals in Italy and
Greece

* as of 23 Aug 2017, ** as of 20 Aug 2017
Source: UNHCR, Deutsche Bank

The refugee challenge remains top of Europe’s political agenda. France,
Germany, Italy and Spain agreed to establish “safe zones” for asylum seekers in
Africa in a European-African Paris summit end of August. The migration crisis
also overshadows Italy’s upcoming parliamentary elections to be held by May
2018 at the latest, where the anti-European Five Star Movement beneﬁts from its
populist stance. Tensions over migration politics have also grown between Italy
and Austria, which also faces polls on October 15.
A difficult European neighborhood, but progress in defence integration. Facing
repeated US criticism of Europe’s defence spending below the agreed 2% of
GDP NATO target and growing wariness of NATO/EU Eastern members, European
leaders pushed forward with plans for further European defence integration,
including a EUR 5.5 bn (per year) European defence fund (see here for more
details). In June, the European Council extended sanctions against Russia for
a further six months, whereas European leaders expressed opposition to new
Russia sanctions by the US congress that they perceive as a threat to European
energy security.
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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
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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.
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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.
?
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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.
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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
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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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and services. If this is not the case, or if You are an IRA or other retail investor receiving this directly from us, we ask
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